
Commentary 

After a very heavy outflow of funds in the third week of June, 
sterling was allowed as a temporary measu re to float and the 
United Kingdom withd rew from the intervention arrange
ments of the Eu ropean Economic Community. Thereafter the 
outflow was halted ,  but by the end of July sterling had 
effectively depreciated on average against other currencies 
by some 6i% on the rates ag reed in December 1971. This 
sudden pressure on sterling together with its causes and 
effects was one of the chief features of the three months 
May to July with which this Commentary is mainly con
cerned .  It reflected g rowing anxiety about the prospects for 
the U.K. balance of payments. In fact, the balance on current 
account remained in moderate su rplus in the second quarter. 
But the volume of exports had fallen and the volume of 
imports was g rowing; and the markets considered that this 
trend was likely to continue as domestic demand and output 
g rew, and that inflationary pressures appeared to be in
creasing again. Unsettled industrial relations also added to 
anxieties about the futu re. 

The rapid outflow of funds before the decision to float 
had a sharp effect on U.K. financial markets. Du ring the 
preceding months private sector demand for bank credit 
had been heavy and , though the money stock had been in
creasing very rapidly, interest rates had been moving up. 
Bank rate itself was increased by 1 % to 6% on 22nd June 
d u ring the run on sterling. The outflow caused an acute 
shortage of funds in London and short-term interest rates 
rose further. The banks' r'eserve assets fel l sharply and, to 
provide temporary help and to avoid wild fluctuations in 
interest rates, the Bank announced on 28th June special 
arrangements for the purchase from the banks and sub
sequent resale to them of short-dated gilt-edged stocks. This 
news steadied the gilt-edged market, which had been weak 
for m uch of the period, partly because the banks had already 
been selling stocks to finance their advances. It also 
smoothed the im pact of the shortage of funds on interest 
rates. These resales were made and the arrangements 
terminated on 14th July. By the end of that month, rates for 
three months' inter-bank and local authority money were in 
the region of 8t% compared with just over 4t% at the end of 
April. Early in August, the banks were reminded by the Bank 
that demand from industry for bank finance was g rowing 
more broadly than in recent months, and they were asked as 
necessary to make credit less readily available to property 
companies and for financial transactions not associated with 
the maintenance and expansion of industry. 

Domestic demand and output 

Much of the anxiety which led to the heavy selling of 
sterling in the second half of June arose from concern 
about the development of the domestic economy, particu
larly about the outlook for the growth of cost and price 
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inflation and about the effects of this, and of the expected 
rise in  domestic output, on the balance of payments. After 
a sharp fall in activity in  the first quarter of 1972 - the fall , 
at some 2t% ,  was g reater than had at first been thought  -
demand and output both recovered qu ite strong ly in the 
second. Although some of this g rowth m ust have been a 
rebound from the effects of the miners' strike and con
sequent power stoppages in the first quarter, it was also 
probably a response to the succession of reflationary 
measures which had been taken since the middle of 1971. 

As had been expected at the t ime of the Budget, the 
increase in demand was at this stage very largely due to 
personal consumption, which may have increased by as 
much as 2*% in volume after having changed l ittle in the 
previous quarter. Among the main components, the volume 
of retail sales rose by some 2t% and, as the biggest 
increase was in sales of durable goods, it may be that 
people had delayed spend ing in the first quarter in anticipa
tion of reductions in pu rchase tax. The g rowth in reg istra
tions of new cars in the second quarter was even more 
marked,  with an increase of 18% .  Though sales of cars 
were also probably affected by Budget expectations, they 
had been held down in the first quarter by the consequences 
of labour disputes, especially in the mines. 

Apart from personal consumption and some improvement 
in stocks, all the other main forms of demand taken together 
were probably little changed in  the second quarter. The 
pu blic sector's spending on goods and services continued to 
rise, but public expenditure on new houses may well have 
fallen back, probably offsetting an increase in p rivate house
bu i ld ing . Other fixed investment by private industry had been 
little changed in the first quarter and, on the evidence of the 
Department of Trade and I ndustry's May survey of intentions, 
probably did not rise much in the second quarter. After the 
sharp fal l  in stocks in the fi rst quarter (which m ust have 
been very largely a consequence of the power shortages) a 
much smaller reduction, o r  even some rebuilding, seemed 
likely to occur in the second; but early information suggests 
that the turnround may have been slower to take place than 
might have 'been expected. As regards overseas demand, the 
volume of exports recovered a l ittle in the second quarter; 
but the vo lume of U.K. imports went up m ore and the ratio of 
imports to home demand continued to rise. Over the four and 
a half y·ears since the devaluation of sterl ing in the last 
quarter of 1967, the volume of imports rose by 28% whi le 
domestic industrial production was up by only just over 11% . 

Although several forms of domestic demand were still 
sluggish, industrial output recovered strong ly to rise by 6t% 
in the second quarter of 1972, with increases in m ost indus
tries. The g reater part of this recovery was almost certainly 
to make good the output lost from the miners' strike and, 
taking the fi rst two quarters of 1972 together, production was 
about the same as in the second half of 1971. S imilarly, the 
amount of spare capacity in manufactu ring industry in the 
second quarter was less than in the first - when it had been 
the largest for ten years - but sti l l  showed little if any 
improvement compared with, the second half of last year. 
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The recent slowing in the rate of growth in prices 
continued in the second quarter, though it was 
less marked; but earnings began to accelerate. 
a Not available. 

The fall  in unemployment since March 1972 was g reater 
than m ight have been expected from the behaviour of output: 
in the five months to the August count, the number  out of 
work fell by 72,000, after seasonal adjustment, from 3'9% to 
3'6% of the total number of employees. But the large in
crease which had earl ier  taken place between the winters of 
1970/71 and 1971/72 was s imi larly much sharper than would 
have been consistent with previous experience, and u n
empl oyment may not at the moment be a good indicator of 
demand for labour. The slow but steady increase in adult 
vacancies i n  each of the fi rst eight months of this year was 
probably a better gu ide; the number of vacancies outstand
ing in Aug ust was the h ighest for eighteen months. 

Meanwhi le industrial relations were again generally very 
unsettled in the June quarter and, although the number of 
stoppages in the fi rst half of the year was a l ittle less than in  
the fi rst half of 1971, more workers were i nvolved, and the 
n umber of working days lost substantial ly exceeded the 
a l ready very large figu re of a year earlier. The settlement of 
some stoppages, such as those in  the coal mines and on 
the rai lways, led to large incr'eases in  wages; and a dispute 
over the al location of container work between dockers and 
other workers developed i n  the latter part of Ju ly into a 
national dock strike which continued unti l after the midd le  of 
August. 

Costs and prices 
The prog ress made in reducing unemployment was reassu r
ing ;  but the recent trends in  costs and prices suggest further 
deterioration of the competitive position of the United King
dom. There is no s ingle economic series that satisfactorily 
measu res performance i n  comparison with international com
petitors; but some idea of the change in the United King
dom's relative position, at home and abroad, can be gained 
by examin ing a number of ind icators of costs and prices. 

Looked at in  isolation, the figures for the United Kingdom 
in the second quarter had shown that the rate of increase in  
domestic prices had d im in ished, thanks partly to the reduc
tions in purchase tax in the Budget, but that the rate of 
increase in wage rates had accelerated. The year-on-year 
increase in retail prices was down to 6% in the three months 
to Ju ly; but the year-on-year increases in both average 
weekly earn ings (11-1-% in the second quarter) and hourly 
wage rates (12-1-% )  were again edging upwards. And with 
the decl ine in  the exchange rate since 27th June, and other 
factors tending to push domestic prices up again,  the cur
rent rate of price increase may prove lower than can be 
expected i n  the immediate futu re. The Ju ly survey of indus
trial trends by the Confederation of British I ndustry - which 
was, however, taken before the decision was announced to 
seek a continuation for a fu rther three months of the ag ree
ment on price restraint - showed that a rapid rise in costs 
and prices was expected.  

The important question is whether th is recent and cu rrent 
rate of i nflation at home is undermin ing the United King
dom's competitive position i n  manufacturing.  Two kinds of 
i nternational comparison can be made; but neither is free 
from doubt. Changes in U.K. export prices can be compared 
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Manufacturing export prices (in dollars) 
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with changes in those of the main com peting countries; and 
changes in unit costs can be compared, where they can be 
adequately measured. 

The international comparison of export prices i.s not 
reassuring to the United Kingdom. The comparison is fu l l  of 
difficulty both because the kinds of goods exported are 
different for each country, and because the comparison tells 
only of the prices of those goods that have been successfully 
sold abroad and not of those that were priced out of the 
markets; but the lesson of the fig u res is not in doubt. In the 
two years following the 1967 devaluation UK export prices 
rose roughly in line with those of other major exporting 
countries,1 retaining for this country most of the competitive 
advantag'e achieved by devaluing. Since then they have risen 
much faster than com petitors' prices; and by the end of 
1971, after the cu rrency realignment, that competitive advan
tage, at least in so far as it appeared in relative price 
changes, must have been largely, if not completely, eroded. 
This trend continued in the first half of 1972; but some relief 
for U.K. export prices wil l  have been g ained with the floating 
exchange rate. 

The second kind of comparison should look at total costs 
per unit of output in manufactu ring ;  but the nearest possible 
approach to this is to compare unit labour costs, and even 
this approximation rests on figu res derived from statistics of 
earnings - in the cu rrency of the exporter - and output. Earn
ings in the United Kingdom over the past few years, ex
pressed in sterling, have risen no faster than earnings in the 
main competing countries expressed in local cu rrencies; 
somewhat slower in 1968 and 1969 but slightly faster in 1970 
and 1971. The g rowth of earnings in competitor countries, 
however, was absorbed to a far g reater ext'ent than in the 
United Kingdom by rises in labour p roductivity. Average 
annual increases in U.K. productivity between 1967 and 1970 
were some 3t% compared with almost 7% in major com
petitor countries. Then in 1971 U.K. productivity rose by 
4t% , much faster than abroad (2i %). However, this marked 
acceleration did not recover all the g round lost in the pre
ceding three years; and, over the whole period to the end of 
1971, unit manpower costs in manufactu ring industry (earn
ings per unit of output) rose more in the United Kingdom 
than abroad. 

This direct comparison between exporting countries based 
on earnings expressed in the various cu rrencies of the 
exporters needs to be adjusted to a l low for changes in 
exchange rates. But the simple conversion of domestic cur
rencies into dollars at cu rrent rates of exchange only serves 
to expose a fundamental defect of the comparison . Labour 
costs are not the only cost of  manufacturing; where the other 
manufacturing costs have a substantial import content, this 
component of total u nit costs must also be affected by 
changes in exchange rates, and in the opposite direction to 
the effect on export prices. Thus for the United Kingdom, 
where the import content of exports may be more than 20% 
of total sterling u nit costs, a devaluation will increase the 
cost of the import content as well as reducing the dollar
equivalent of unit labour  costs; so a comparison in do llar 
1 The United States. France, Western Germany, Italy. Canada and Japan. 
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terms based on nothing but unit labour costs must give a 
mislead ing ly favourable indication of the United Kingdom's 
competitive performance. 

I t  is not possible to say how far this qualification goes to 
explain why the comparison of unit labour costs expressed in 
dol lars appears to be more favourable to the United Kingdom 
than the comparison of export prices. Another and perhaps 
equal ly important explanation cou ld  be that, particu larly 
during 1971, U.K. exporters have obtained a marked improve
ment in export profit marg ins. If this is so, the charts suggest 
that the improvement has recently been ach ieved at the 
expense of competitiveness rather than through better cost 
control, and may be temporary. 

Balance of payments 
These developments in price competitiveness may have 
played a part in the marked fall in the U.K. balance of pay
ments surplus on current account between the second half 
of 1971 and the first half of 1972. There was in fact a modest 
improvement in the balance on current account between 
the first and second quarters of 1972, with the deficit on 
visible trade falling from about £120 mi l l ion to some £85 
mil lion . The visible deficit was comfortably outweighed by 
the surplus earned on invisible transactions. Some of the 
improvement on visible trade was probably no more than 
making good the export business delayed by the miners' 
strike and power cuts in  the first quarter and, because of 
this, the half-yearly figures provide a better indication of 
recent trends. Between the second half of 1971 and the 
first half of 1972, the balance on visible trade changed from 
an exceptional surplus of £250 mi l l ion to a deficit of about 
£200 m i l lion. The decl ine was the result of a number of 
unfavourable influences. Probably the most important so far 
as exports were concerned was a fall  in the volume of world 
trade in manufactures towards the end of 1971 and only slow 
growth in the early part of 1972. This hit U.K. exports 
severely and there was a sharp decline in demand from 
overseas sterling countries, which customarily take an 
important share (about 25%) of total U.K. exports. The 
decline reflected a variety of influences, including slack 
demand in Austral ia and New Zealand, import restrictions 
and devaluation in  South Africa and other African countries, 
and the I ndo-Pakistani War. U.K. imports were increased by 
the timing of trade in goods such as ships and aircraft, 
whose deliveries tend to vary erratical ly: and both exports 
and imports were adversely influenced by the effect of indus
trial unrest on domestic output, and by the decline in price 
competitiveness already mentioned. Final ly imports, parti
cu larly of fin ished manufactures, were beginning to show the 
consequences of the rise in consumer demand which fol
lowed the reflationary measures taken in the last year or so. 

Adverse movements in the volume of U.K. visible trade 
were to some extent masked by a conti nued 'improvement' 
in the terms of trade in the first half of 1972: export prices 
rose by about 3% i n  the period whi le import prices rose 
by only around 1 % .  After making approximate adjustments 
to al low for these movements and for changes in trade i n  
the erratic categories o f  sh ips and aircraft, there appears to 
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have been a fall  of about 5% in the underlying volume of 
exports, and a broad ly s imi lar  rise in the underlying volume 
of imports. In value, imports in  the fi rst half of this year 
rose by 8 % .  Increases of 7% in machinery and of 3% in 
industrial materials exclud ing precious stones were relatively 
modest, but imports of consumer goods rose very sharply 
indeed, by 20% ,  with cars up by a half. The foreign share 
of the U.K. car market i n  this period g rew to about 26% 
at the end of June compared with some 19% in 1971 
and 14% in 1970. At the same time the U.K. surplus on 
overseas trade in  cars fel l  very sharply from about £245 
mi l l ion in 1970 to about £200 m i l l ion in 1971 and to about 
£25 mi l l ion at an annual rate in  the fi rst half of this year. 
A rise in  the foreign share of the U.K. car market from 
the relatively low figures of the 1960s was to be expected, 
particularly after successive reductions in tariffs in recent 
years. But a deterioration on this scale may also have 
been due in part to the effects of industrial unrest and i n  
part t o  a sharp increase in  h o m e  demand, which had been 
encou raged after several years of steady sales. 

The trade figures for July were distorted by the U.K. 
dock strike, which began towards the end of that month 
and last'ed unti l after the m iddle of August. Because of 
d ifferences in  the t iming of the recorded fig u res of i mports 
and exports, the stoppage had the effect of making the trade 
balance for July more favou rable than it  wou ld  otherwise 
have been and wi l l  make the August out-turn considerably 
worse. Quite apart from this statistical d istortion, the i nter
ru ption to the movement of goods and the subsequent 
clearance of th·e backlog wi l l  make it d ifficult to detect the 
underlying trend of overseas trade for some months. 

The surplus on cu rrent account in the second quarter was 
g reatly outweighed by a very large i nvestment and capital 
outflow associated mainly with the pressure on sterl ing in 
June. Overseas sterl ing hold ings fell  by some £130 m i l l ion,  
a small  r ise in  official  balances having been offset by a 
substantial fal l  for other  holders. These quarterly fig ures 
disgu ised the extent of the change in sentiment about ster
l ing which took place in June. Official  and private hold ings 
of sterl ing had risen su bstantial ly d u ring 1971 and,  in  the fi rst 
quarter of 1972, official  hold ings continued to g row while 
p rivate balances were unchanged. These trends were l i ttle 
different i n  Apri l .  Exchange reserves in  sterl ing rose sharply 
as overseas sterl ing countries continued i n  seasonal bal
ance of payments surplus, and private holdi ngs also rose a 
l ittle.  After a pause in May, however, offic ia l  and private 
hold ings in June were reduced by some £200 mi l l ion  each , 
reflecting the decl ine i n  confidence in ster l ing - thoug h  
seasonal i nfluences also normal ly become u nfavourable at 
this t ime. Of the total fal l  of £400 mi l l ion  in June, about 
three fifths was in the holdings of overseas sterl ing coun
tries . 

Further evidence of the pressure on sterl ing was provided 
in  the second quarter, fi rst, by an increase of over £200 
mi l l ion i n  overseas borrowing of sterl ing from U.K. banks, 
largely in June (some borrowers were hoping that, if sterl ing 
was devalued, they wou ld  have correspondingly less to repay 
in terms of foreig n  currency) ; and second, by a fal l  of about 
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£130 mil l ion in net borrowing by the banks from abroad 
in  overseas cu rrencies. In fact, the banks' net borrowing 
declined by some £310 mil l ion in the June quarter after 
allowing, as in the fi rst quarter, for sizable lending in cur
rencies to domestic borrowers, mainly investment and unit  
trusts, to finance i nvestment overseas. As well  as these 
identified transactions, the balancing item swung from a 
modest positive figu re in the first quarter to a sizable neg
ative figu re. This was consistent with an un identified outflow 
of funds, and suggests that payments for U.K. imports might 
have been accelerated, and those for exports delayed, as 
confidence in sterling decl ined.  

Reserves and official financing 

The total cu rrency outflow requ iring official financing in the 
second quarter of 1972 was £1,045 m i ll ion. Final repayment 
of outstanding U.K. liabi l ities of £405 mi llion to the Inter
national Monetary Fund had also been completed during 
April,! so that the total finance needed from other sources 
was £1,450 m illion. The g reater part was obtained by means 
of special transactions with overseas monetary authorities. 
The amount of foreign cu rrency placed with them under 
earlier offic ia l  swap arrangements was run down by £403 
mi llion, leaving £441 mill ion outstanding at the end of the 
quarter. £1,001 mil l ion was also borrowed from E.E.C.  cen
tral banks d u ring the second half of June under the pro
visions of the E.E.C. i ntervention arrangements to restrict 
f luctuations in cross rates between the cu rrencies of partici
pating countries. After these transactions, the reserves were 
reduced by only £46 mil l ion, (valued at the rates at which the 
transactions took place) to £2,673 mil lion (valued at the 
midd le  rate of $2'60571) at the end of June.  There was 
also the U.K. reserve position of £292 m i l l ion in the I.M.F., 
which was incorporated in the reserves d u ring Ju ly  in  line 
with the practice of many other countries. 

At the end of Ju ly the liabi l i ty of £1,001 mi l l ion to E.E.C. 
central banks was settled i n  accordance with the terms 
of the intervention arrangements. £259 mil lion of the U.K. 
reserve position i n  the I.M.F. was used for this settlement, 
together with the remaining £441 mill ion of funds swapped 
forward . I n  the same month, £83 mil lion of sterling was 
bought from the U.S. authorities, who had d rawn it from the 
I .M.F. in April in connection with the U.K. repu rchase. After 
taking into account a l l  these transactions, the reserves were 
reduced by £339 mil l ion to £2,334 mi ll ion. 

The Federal Reserve Bank of New York's forward liability 
under  the reciprocal swap facility was reduced by £21 mil
lion in the three months to the end of June, to stand at 
£274 mi l lion.  The whole of this outstanding liabi l ity was 
settled by mid-August. 

Foreign exchange and gold markets 
During May and the early part of June sterling continued 
fai rly steady between $2·61 and $2'6150, although it d id  
touch $2·6170 at  one stage when the U.S .  dol lar  weakened 
on news of an intensification of the conflict in Vietnam. 
General ly, however, sterling fai led to share in  most other 
-------- -------
1 For details. see June Bulletin, page 167. 
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currencies' improvement against the dollar during this 
period . There was growing uneasiness about prospects for 
the U.K. balance of payments in the light of persistent 
industrial strife and the continuing hig h rate of domestic 
cost and price inflation. 

These worries were crystallised on 15th June when a 
national dock strike seemed imminent. There was talk of 
devaluation, and a substantial move out of sterling began . 
In keeping with the E.E.C. intervention arrangements to 
which the United Kingdom had subscribed since the begin
ning of MaY,1 support was given to sterling when the agreed 
intervention rates were reached against first the Belgian and 
then the French franc. This was the first occasion on which 
central bank intervention had been necessary to keep the 
currencies concerned within the limits of the Community 
band of 2t% (the "snake"). The next day the continuing 
weakness of sterling caused the Community band to move 
lower against the dol lar (i,e. it pulled the whole "snake" 
lower in the "tunnel"), and support for sterling against the 
deutschemark and Norwegian krone was also required .  
Although sterling stood at  $2'59, or  well above its dollar 
floor of $2'5471, talk of a devaluation grew. In  the fol lowing 
week, the move out of sterl ing gained momentum , especially 
into deutschemarks, and the pound also had to be supported 
against the Dutch guilder. By 22nd June purchases of ster
ling by the Bank and five partner central banks totalled 
£1,001 million. To prevent further loss to the reserves, it was 
decided to suspend all intervention rates for sterling; this 
was announced early on Friday 23rd, and the London foreign 
exchange market was closed until Tuesday 27th. 

As a further precaution against speculative outflows, an 
extension of exchange control was announced. The Sched
uled Territories are now limited to the United Kingdom 
(including the Isle of Man and the Channel Is lands) and 
the Republic of Ireland, and there are controls  on resident 
capital outflows from the United Kingdom to other overseas 
sterling countries.2 The Republic of I reland subsequently im
posed similar controls on its residents. As part of the U.K. 
measures, transitional arrangements were made to allow all 
payments due under contracts issued or entered into before 
23rd June 1972; and in some other respects the exchange 
control rules applicable to these countries differ from those 
which apply to transactions with other countries. The most 
important differences are, first, that existing loan and over
draft facilities given as at 23rd June to companies and 
branches in the United Kingdom and I reland which are 
controlled by residents of overseas sterling countries may 
continue without formality. Applications for new or increased 
facilities are being dealt with und€r the same rules as for 
E.E.C.-controlled companies, which means that they will 
normally be allowed .  Secondly, the "25% requirement" 
(under which U.K. residents selling foreign currency securi
ties are obliged to convert 25% of the sales proceeds at the 
official rate of exchange) does not apply to sales of securi-

1 See June Bulletin, page 169. 
2 i.e. the countries of the Commonwealth ( except Canada and Rhodesia). Bahrain, 

Iceland. Jordan, Kuwait, Maldive Islands, Oman, Pakistan, Qatar, Slkk,":, 
South Africa and South West Africa, the United Arab Emi rates, and the People s 
Democratic Republic of the Yemen. 
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The selling of sterling in June pulled other EEC. currencies down against the dollar, but they 

recovered after the United Kingdom withdrew from the EEC. intervention arrangements. 
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b Ster l ing after leaving the "snake". 

ties payable solely in the currency of an overseas sterling 
country or payable in such a currency and sterl ing.  Thirdly, 
U,K, residents may normally make d irect investments in 
overseas sterl ing countries without l imit through the official 
market at the current rate, Fourthly, U.K. banks may make 
credit avai lable to their branches and to customers in over
seas sterling countries under l ines of credit  established 
before 23rd June. They may also grant new facilities to 
residents of these countries as if they were stil l Scheduled 
Territories, provided the facilities are linked to the movement 
of goods. Lastly, the ceiling for emigrants' remittances and 
g ifts from the United Kingdom to the overseas sterling 
countries is higher than for other external account countries. 

As a consequence of the floating of sterl ing, the United 
Kingdom withdrew from the E.E.C. intervention arrange
ments. Denmark withdrew at the same time (although retain
ing the intervention limits against the U.S. dol lar agreed in  
December 1971) but Italy, whose currency had been close 
to or at the bottom of the Community band for several 
months, remained in the scheme after it had been agreed in  
Luxembourg on 26th June that until the end of September 
the I talian authorities could ,  when necessary, support the 
l ira by intervening in  U.S. dollars rather than in other E.E.C. 
cu rrencies. 

Immediately after sterl ing had been allowed to float, 
speculative attention was d irected against the U.S. dollar, 
and other currencies rose to their dol lar cei l ings. Support for 
the dollar by European central banks on the morning of the 
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23rd was very large, and they al l  soon withd rew from their 
markets, most of them not resuming normal dealings unti l 
the 28th . When the London market reopened, there was at 
first a shortage of sterl ing as those who had previously been 
sel lers scrambled to borrow funds to meet thei r settlements; 
but this shortage passed fairly qu ickly and ster l ing fell  
stead i ly to a low point early in  July of $2·4125. The rate then 
recovered and settled between $2·44 and $2·45, as reviving 
commercial demand and the announcement of a trade sur
plus for June emphasised that the U.K. balance of payments 
on cu rrent account was sti l l  in surplus. Higher interest rates 
were also making sterl ing more attractive. The d isputes in  
the docks later in  July had l i ttle immediat'e market effect 
and sterl ing  remained steady du ring most of August. The 
rate of $2·45 at the end of July represented an effective 
devaluation of sterl ing against all other cu rrencies of about 
6t% on the middle and central rates ag reed in  December 
1971. 

Meanwhi le,  the dol lar  conti nued weak against most other 
lead ing cu rrencies and, despite new exchange control 
measu res taken by a number of countries, further massive 
intervention by European central banks was requ i red i n  the 
fi rst half of Ju ly. In the midd le  of the month, however, senti
ment for the dol lar  improved when the Federal Reserve Bank 
of New York was reported to have i ntervened in the market 
in support of the dol lar, its read iness to do so was con
firmed, and it was announced that the suspension on 15th 
August 1971 of the swap network wou ld  be l i fted. By the end 
of July the U.S. dol lar  was above its support point i n  most 
markets. 

Before the upheavals in foreign exchange markets in the 
second half of June, the main speculative interest had been 
concentrated on go ld .  The market price in London rose from 
arou nd $50 per fine ounce at the beg inn ing of May to reach 
a record $66·75 on 8th June. This increase owed someth ing 
to the normal reduction in  sales of newly-mined gold as 
South Africa's balance of payments moved i nto surplus, but 
it was also aided by renewed speculation on the possibi l ity 
of a much enhanced official  price. Profit-taking took the 
price back to around $61, where it stayed during the sterl ing 
crisis; but later the weakness of the dol lar, and reports that 
some E.E.C. countries could be cont,emplating an increase 
in the price at which gold wou ld  be valued in sett l ing certain 
debts among themselves, led to a fresh surge in the market 
price to $70 at the beg inning of August. The increase was 
stemmed by reports that Russia wou ld  be needing to sell 
gold to finance pu rchases of wheat, and the price fel l to 
$65-66 in  the face of some profit-taki ng,  but subsequently 
recovered somewhat. 

Money stock and domestic credit 

The rise in the money stock in the second quarter was even 
more rapid than i n  the previous two quarters, despite the 
cu rrency outflow towards the end of June. 

The money stock (M3) in  the June calendar quarter rose 
by some £1,650 m i l l ion or 7t% after seasonal adjustment. 
This was much g reater than the increase of about £900 
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mill ion or 4t% in the March quarter, and of £1,010 mil l ion 
or 5t% i n  the last quarter of 1971. The increase was i n  fact 
moderated by the large currency outflow. However, part of 
this outflow consisted of a reduction in overseas hold ings 
of pu bl ic  sector debt, and part reflected the banks' net over
seas lending in fore ign currencies, neither of which d irectly 
affected the size of the money stock. Only about half the 
total currency outflow of over £1,000 m i l l ion thus had any 
contractionary effect on the m oney stock in this period . 
Other restrain ing influences were purchases of some £110 
m illion of g i lt-edged stocks by the general public, mainly i n  
t h e  last two weeks o f  the quarter, a n d  continued heavy sub
scriptions to national savings. 

These movements were, however, entirely submerged by a 
further large expansion in the other main components of 
domestic credit. The expansion was mainly the resu lt of an 
even greater increase in bank lending to the private sector 
than in  the previous quarter (£1,660 mi llion as against £1,430 
m illion) , some of which may have been associated with the 
large currency outflow towards the end of June. Once again, 
the largest part (about half) of this increase was taken by 
non-financial companies; property and construction compan
ies were sti l l  borrowing heavi ly although, towards the end of 
the quarter, there were some signs that lending to manu
facturers might be beg inn ing to pick up. According ly, on 
7th August, the Governor wrote to the banks reminding them 
of the need to meet this industrial demand, and asking them 
as necessary to make credit I'ess read i ly avai lable to property 
companies and for f inancial transactions.1 In the second 
quarter, financial institutions other than banks borrowed 
little more than in the March quarter, but lending to the 
personal sector (which i ncludes un incorporated businesses 
and non-profit-making concerns) continued to rise very 
rapid ly, and had accounted for about two fifths of the total 
rise in bank lending to the private sector in the twelve 
months to the end of June 1972. A further contribution to the 
expansion of domestic credit i n  the June quarter came 
from the central government borrowing requ irement, which 
amounted to some £400 m i l l ion after seasonal adjustment. 

The i ncrease in  recent quarters in  the money stock on the 
broader defin it ion most frequently used in this country (Ma) , 
has been considerably faster than on the narrower definition 
(MJ) . In the four quarters ending in  June 1972, Ma rose by 
over 20% ,  compared with a rise of some 14% i n  Mh and in  
the June quarter alone the increases were n% and 4t% 
respectively. Both measures leave little doubt that the money 
stock has recently been rising very rapidly, and more rapidly 
than previous relationships with other economic variables 
would  have suggested.  Past experience both in the United 
Kingdom and in a number of other countries indicates that 
the rate of growth in  a broader monetary aggregate like Ma, 
incorporating t ime deposits and certificates of deposit, gen
erally tends to exceed the rate of expansion of a narrower 
measure inc luding only currency and demand deposits l ike 
Mp Thus no d ifferent judgment about the pace of expansion 
of the money stock can necessari ly be drawn from the less 

1 The lext is reproduced on page 327. 
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rapid rate of growth of the narrow definition in recent 
months. 

There is  a particular reason for paying attention to the 
comparison between the two versions of m oney stock in the 
United Kingdom just now; since the i ntroduction of the new 
arrangements for the control of credit, the banks have 
competed for interest-bearing deposits more strongly than 
previously, especially in  the market for certificates of 
deposit. This would probably have attracted funds from 
other markets, perhaps from the local authority market for 
example, and would have expanded the banks' role as inter
mediary between borrower and lender. The banks have 
tended to bid most aggressively in the market for large 
deposits. Probably as a result of this, the sharpest expansion 
in  holdings of money balances has been i n  those of com
pan ies and financi al institutions other than banks, partic
ularly in the June quarter. The i ncrease in company balances 
in the June quarter was exceptionally large and, even after 
allowing for erratic fluctuations in the statistics, was well 
out of line with past experience. 

A further aspect of this banking competition has been the 
rapid growth in the issue of relatively h ig h-yield ing and 
easily marketable sterling certificates of deposit. In the n ine 
months since the end of September 1971 the value of sterl ing 
certificates outstanding more than doubled to almost £3,750 
million, and over half of these were of six months' maturity 
or less. Certificates held outside the banks and d iscount 
houses, mainly by companies and other financial institutions, 
more than doubled over the same period from £480 million 
at the end of September 1971 to some £1,050 million at the 
end of June 1972. In recent cond itions of rapidly moving 
interest rates, it seems likely that there were times when 
some borrowers wou ld  have found it advantageous to borrow 
from the banks in order to use the funds i n  the certificates 
of deposit market. 

In summary, there are some grounds for bel ieving that 
the more competitive approach of the banks since the 
introduction of the new arrangements may account, particu
larly in conditions of rapid ly  changing interest rates, for a 
considerable part of the faster growth in the broad definition 
of the money stock, and that attention should be d irected 
in recent quarters to the movements in both monetary 
aggregates. On either measurement, however, the money 
stock has recently been rising very fast. 

In the month to mid-July,  the broad version of the money 
stock (M3) rose by some £480 mill ion ,  or 2% , after seasonal 
adjustment. There was a further substantial rise in bank lend
ing to the private sector, although some of this was no 
doubt connected with the large external outflow. The rise in 
MR was smaller than in the previous m onth, but the average 
monthly increase over the latest three months was still 
about 2t% .  The rise in the July banking m onth largely took 
the form of additions to the private sector's sterl ing deposit 
accounts and certificates of deposit, which are not included 
in  the narrower measurement (Ml)' This version of the 
money stock fell by about £60 mi l lion (t% )  after seasonal 
adjustment; over the l atest three months, however, Ml has 
grown at an average monthly rate of about 1t% . 
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Short-term interest rates 

Short-term i nterest rates rose i n  both the Un ited Kingdom 
and the United States i n  the three months May to July. 
The rise in  U,K. rates reflected increasing domestic econ
omic activity and was particularly sharp when pressure on 
sterl ing led to an acute shortage of domestic funds, Rates 
in continental Europe, however, continued to fall. 

In the United Kingdom, market rates started to move up 
during May as the economy recovered from the effects 
of the miners' strike, the three m onths' inter-bank rate rising 
from over 4t% per annum to over 5% in the month. By 
early June, Treasury bill rates had moved only a little, but 
they started to rise sharply after the authorities had raised 
their deal ing rates in m id-week, the fi rst time that such a 
signal had been g iven sinoe the new arrangements came 
into effect last September. Between 9th and 15th, the London 
and Scottish clearing banks raised thei r  base rates from 
4t% to 5% , and in  the m iddle of the m onth Treasury bill 
rates went above Bank rate to stand at over 5t% per annum 
for three months' bills. On the 22nd Bank rate followed 
other short-term domestic rates upwards. It was increased 
from 5% to 6 % ,  restoring its normal position above Treasury 
b i l l  rates. The move was seen as consistent with the official  
monetary po l icy objective of restrain ing the growth in  the 
money stock - which was currently very rapid - to a rate 
which was adequate, but not excessive, to finance the 5% 
annual rate of expansion in  real output expected at the t ime 
of the Budget. Meanwhi le the three months' i nter-bank rate 
rose from 5% at the beg inning of the month to 7t% on the 
22nd as non-resident funds were withdrawn and the banks' 
liquidity position tightened, After the decision to float, the 
shortage of l iquid funds became acute, and overn ight inter
bank rat'es were for a while exceptionally h igh,  at one time 
reach ing the equivalent of wel l over 200% per annum . The 
authorities took steps to temper the severity of the shortage 
of bank l iquid ity by means of special arrangements with the 
banks described on page 317, and the banks again raised 
the ir  base rates on 30th June by 1 % to 6 % .  The three 
months' i nter-bank rate was 7!% at the end of the month 
and, thoug h rates ,eased somewhat while the Bank's spec ial 
arrangements with the banks lasted, the c learing banks 
further increased thei r base rates to 6i% or 7% on 21st July 
or shortly afterwards. By the end of July most domestic 
short-term rates had increased again,  three months' inter
bank money rising to just over 8t% per annum. 

I nterest rates in  the United States fell a little in  the early 
part of May as the U.S. Treasury's borrowing requirement 
was much reduced owing to large tax receipts. Subsequently 
rates started to edge upwards, the th ree months' U.S. 
Treasury bill rate rising from just under 3t% to around 3i% 
by the end of July, as economic activity gathered pace. 
Continental European rates, however, continued downwards 
as i nternal measures were taken by several governments to 
offset the effects of foreign exchange inflows. 

Euro-dol lar  rates continued to ease in May, the three 
months' rate fall ing from 5% to 4i% per annum, in l ine with 
U.S, rates. Euro-dol lar  rates were mostly firmer in the first 
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two weeks of June and rose quickly in the week before 
the floating of sterling ,  the three months' rate hardening from 
4i% to 5!% .  It reached 6% on the 26th, as operators were 
seeking to finance their sales of dol lars and central banks 
absorbed funds from the euro-dol l ar market. In early Ju ly, 
the three months' rate eased a little to 5t% . 

Despite the rise in sterl ing interest rates i n  May, there 
was l ittle narrowing in the covered interest comparison of 
about t% per annum against three m onths' sterling seen 
in Apri l ,  because the cost of forward cover i ncreased .  This 
differential narrowed a l ittle in the first half of June but, 
as forward sterl ing weakened sharply in the second half 
of the month, three months' covered comparisons rose 
brie'f1y to more than 7% a year against sterling before 
announcement of the float. After the announcement, markets 
settled down and covered three months' comparisons re
turned almost to the same differentials as in May and early 
June; but one-year comparisons, which had been over 1 % 
against sterling ,  m oved to around par. 

Central government finance 

The sterling which had been acquired from the substantial 
outflow of foreign exchange in the June quarter m ore than 
covered the central government's borrowing requirement, 
and a large amount of domestic debt was repaid .  

I n  the J u n e  quarter, the central government h a d  a borrow
ing requirement of rather more than £400 mil l ion (or some 
£375 mil lion after seasonal adjustment) .1  This compared 
with a requirement of only £25 mil l ion in the same period 
last year (or some £175 mil lion after a l lowing for the effects 
of the postal strike in the March quarter of 1971) . Although 
the requirement was h igher than a year ago, it was sti l l  low 
in relation to the requirement of £2,933 m i l lion for the finan
cial year as a whole expected at the time of the Budget. 
Lending by the N ational Loans Fund to local authorities 
proved to be relatively modest, but only slightly less than in  
the same quarter of 1971. In contrast, borrowing by the 
nationalised industries was under £70 mi l l ion compared with 
about £215 mil lion in the same quarter of the previous year, 
partly because of the £1 00 mil lion emergency grant to the 
National Coal Board in March, the bulk of which was not 
util ised unti l the June quarter when it was used to repay 
borrowing from the Fund.  

The amount of  sterling acquired from the outflow of 
foreign exchange over the quarter was m ore than enough 
to finance the borrowing requirement, the net total of exter
nal transactions amounting to some £930 mil l ion.  This 
al lowed the authorities to repay a l arge amount of domestic 
debt, for the first time other than in a revenue quarter for 
three years. This reduction was more than accounted for 
by sales of debt by the banking sector, including some £91 0 
million of gilt-edged stocks - though this f igure includes 
amounts of short-dated g i lt-edged securities purchased 
temporari ly from the banks and referred to in m ore detail 

1 The d
.
efin it ion of the borrowing requirement has been changed since the last 

Bulletin. Issue Department transactions in local authority bil ls and commercial 
bills are now being treated as items financing, rather than contributing to. the 
borrowing requirement (see annex Table 1 ) .  



later. Other domestic holders, however, continued to buy g i lt
edged stocks though,  as in the March quarter, at a more 
m o dest rate than i n  the .second half of 1971. The i nflow of 
funds i nto national savings, at over £150 mi l l ion,  remained 
very high. These accruals continued to be largely shared 
between national savings certificates, British savings bonds 
and deposits i n  the trustee savings banks' ordinary depart
ments. 

Local authorities 

Longer-term local authority borrowing fel l back further in the 
three months May to Ju ly  compared with the previous three 
m onths. Borrowing from the Publ ic Works Loan Board 
was lower than in the three m onths to Apri l .  Borrowing on 
market mortgages was also down and there were net 
redemptions of stock issues, inc luding substantia l  redemp
tions of stocks by the Corporation of London and the Greater 
London Counci l .  Net receipts from bond issues fell in the 
three months to July compared with the previous three 
m onths. Temporary borrowing by local authorities seems to 
have continued to rise for most of the period,  but there were 
net repayments at the time of the pressure on sterl ing .  In  l ine 
with the m ovement i n  other shorHerm interest rates, the cost 
of temporary borrowing by local authorities rose from 4t% 
per annum for three months' deposits at the end of Apri l 
to nearly 8t% at end-Ju ly. Local authorities' long-term bor
rowing rates also rose steeply: P.W.L.B. quota rates for 5-10 
year maturity loans repayable in  half-yearly i nstalments were 
increased from 6i% at the end of April to 8% at the end of 
Ju ly, and one-year mortgage rates rose from 5t% to over 
8!% between the same dates. 

The gilt-edged market 

In the three m onths from Apri l to Ju ly the g i lt-edged market 
was g eneral ly weak and yields rose sharply, particu larly for 
short-dated stocks. 

May and early June was a period of distinct weakness. 
Shorter-dated stocks were affected by the banks' substantial 
sel l ing as they sought to finance the continu ing rise i n  their 
advances, and the longer 'end of the market was probably 
i nfluenced by the high rate of company new issues. The 
market was also affected by repeated bad news on wage 
and price i nflation and industrial relations, and by the large 
visible trade d eficits recorded i n  Apri l and May. Short-dated 
stocks in particu lar were marked down in expectation of the 
rise i n  the c learing banks' base rates between 9th and 15th 
June and after the Treasury b i l l  rate had increased sharply 
at the next two tenders. Prices ral l ied temporari ly after the 
increase in Bank rate on 22nd June and the announcement 
of the decision to float sterl ing ,  but fel l  again as the avai l
abi l ity of short-term funds t ightened and further sel l ing of 
g i lt-edged stocks by the banks was anticipated. 

The outflow of funds brought about an acute shortage of 
reserve assets among the banks (which are requ i red to 
mai ntain a min imum ratio of 12t% of these assets to their 
"el ig ib le l iabi l ities") . To meet this situation, the B ank an
nounced on 28th June that they wou ld exceptionally make 
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avai lable to the banking system,  shou ld  the need arise, tem
porary sale and repurchase fac i l ities in short-dated g i l t-edged 
stocks at a rate of interest of 6t% . These arrangements 
were designed to avoid excessive reactions i n  both the 
money and g i lt-edged markets to the consequences of the 
outflow and part icularly to obviate unduly sharp flu ctuations 
in interest rates. Under the arrangements, the Bank bought 
some £360 m i llion of stocks which were resold to the banks 
on 14th July. As a result, the banks obtained a breathing 
space i n  which to correct the balance of their portfolios, 
though the pressure on them was sti l l  such that they felt 
it necessary to make some increase in their base rates 
immediately and a further increase after the special arrange
ments had come to an end.  

Prices fell sharply i n  the g ilt-edged market before the 
special arrangements were announced, but a rally followed 
and the market was much steadier in the first half of Ju ly, 
when the authorities were able to make some sales of the 
long tap stock (H% Treasury Loan 2012/15) . D isputes in 
the docks cu lminating in a strike towards the end of the 
month led to a renewed fall in prices, but the market 
was steadier early i n  August. On the 8th, 4% British Gas 
Guaranteed Stock 1969/72 and 6-1-% Exchequer Loan 1972 
were redeemed with only a moderate amount in market 
hands. 

During the three months to the end of June, offic ia l  trans
actions in short-dated g i lt-edged stocks were swollen by the 
special purchase and resale facilities with the banks, which 
were reversed when the fac i l it ies expired i n  Ju ly. Excluding 
these special transactions, the authorities purchased a net 
total of £442 m il l ion stocks in the quarter. Almost a l l  of this 
(£435 m i llion) was accounted for by next maturing stocks 
including the Gas and 6,}% Exchequer stocks redeemed on 
8th August. There was a smal l  net purchase of other stocks 
in the period amounting to £7 m i llion. The authorities 
engaged in some l im ited purchases during the quarter of 
stocks with maturities over one year. It wi l l  be recal led that 
in the orig inal proposals for Competition and credit control, 
paragraph 13 (i i) , it was stated that the Bank "reserve the 
rig ht to make outright purchases of stock with more than a 
year to run solely at their d iscretion and in itiative". During 
the quarter the authorities bought a net £17 m ill ion of stocks 
with over one year and up to five years to maturity and a net 
£40 mi llion of medium-dated stocks. They sold a net £50 
million of long-dated issues. These figures reflect switching 
by the authorities between stocks in  d ifferent maturity 
groups as wel l as the outright purchases. The banking sector 
reduced its hold ings of g i lt-edged by some £550 mil l ion and 
other holders continued as net buyers, taking a further £111 
m ill ion. 

From the end of April unti l  the floating of sterl ing ,  yields 
on all stocks rose sharply, on short-dated by 2%-2t% and 
on long-dated by about 1 % .  Afterwards yields fell  at first by 
up to t% but subsequently rose again,  leaving all yields sub
stantially higher at the end of July than three months earlier, 
but with the largest i ncreases in the shorter-dated stocks. 

Three firms of jobbers have recently withdrawn from the 
g ilt-edged market, one after only a few months' operations, 



Official transactions in gilt-edged stocks 
by matu rity 

I
. .  Over 1 5  years and undaled 

<: 5 to 15 years 

1 to 5 years 

Up to 1 year 
Redemption/ 
convers ion 

- Net 

1 970 1 9 7 1  1 9 72 

s:: m i l l i ons 

+ 2 . 000 

+ 1 . 600 

+ 1 , 200 

+ 800 

+ 400 

o 

- 400 

- 800 

After a long period of substantial net selling 

of stock, the authorities were net buyers in 

the second quarter, mainly of next maturities 

(but also including other short-dated stocks 

under the special arrangements with the banks) _ 

but taken together  these firms only accounted for a smal l  
part of the business in British government stocks. These 
withd rawals were no doubt due in some part to the general 
fal l in prices in the market in recent months. After the mod
ification of the Bank's operations in May 1971, it was recog
nised that a period of fal ling prices wou ld  subject the market 
to some difficu lties as they adapted to the new conditions. 
But on the whole the market has continued to function 
satisfactorily; there is little evidence that it has at any time 
been seriously impaired, and turnover continues on occa
sions to be exceptionally high.  During the first four and a half 
months of 1971, before the Bank's changes were introduced 
and when yields were fal ling , turnover in a l l  sections was 
large. In the four weeks immediately after the announce
ment, tu rnover in medium and longer-dated stocks declined, 
but it thereafter increased and was unprecedentedly high in 
January 1972. Tu rnover in shorter-dated stocks was large 
throughout 1971. After January 1972, when yields stopped 
falling and then began to rise, turnover was lower in a l l  
maturities, though still higher than before 1971, and much 
higher  than in the first half of  1969, the last period when 
yields had risen substantia l ly. As might have been expected,  
after May 1971 the official share of turnover declined - from 
25% in the first quarter of 1971 to 11 % in the first quarter 
of 1972. The discount houses and "other holders"1 were the 
main g roups to increase their shares. 

Preliminary statistical studies, while not conclusive, do not 
indicate any very marked increase in price volatility in the 
period immediately after the introduction of the new policy. 
For example, comparing the twenty weeks after 14th May 
with the twenty weeks before, the Financial Times index of 
government securities moved by more than 0'20 on 40 
working days out of 98, compared with 37 out of 95 before. 
However, the new official policy was hardly tested in this 
period, because yields generally continued to decline at 
much the same rate as before the policy change. 

I t  is more interesting to compare experience so far in 1972 
with an earlier period when the market was weak. After 
January 1972 yields m oved up slowly until mid-May, and 
then rose very sharply indeed. As a l ready explained, the 
weakness of the market in this period reflected g rowing 
anxieties about inflation, depressing industrial news, and the 
outlook for the balance of payments; and the steepness of 
the rise in yields cannot be ascribed solely to the change in 
the authorities' policy towards the market. Nevertheless the 
new official tactics were no doubt among the influences 
behind an increase which occurred at this time in the size of 
fluctuations in the Financial Times index. The index moved 
by m ore than 0'20 on 61 days (on 13 of which the movement 
exceeded 0'60) out of the 127 working days of February to 
Ju ly 1972, compared with 46 days (and 2 days) out of the 
124 working days of the first six m onths of 1969, the last 
period in which there had been a substantial and sustained 
rise in the yie ld on gilt-edged stocks. Wider swings in 
interest rates were always expected to be a consequence of 
the new system. 

1 A s  shown in Table 1 4  of t h e  annex. T h i s  group includes jobbers b u t  excludes 
banks and other financial institutions. 

319 



Distribution of banks' sterl ing assets 

£ m i l l ions -35,000 
-30,000 

..,...�:=��$==:t==:::=- - 25,000 
- - - -•=- 11_ - 20,000 

- - Advances - -
- - - - - - -
- - - - - - - - - 15,000 

O N O  J 
1971 

F M A M 

b 1 972 c 

-10,000 

The banks continued to expand their advances 

strongly in the three months to mid-July, and 

reduced their holdings of gilt-edged stocks with 
over one year to maturity. 

a Excluding those with less than one year to maturity (held 
as part of reserve assets) ,  

b Five finance houses, now banks. added to series. 
c Fixed rate export and shipbuilding business in "other" 

transferred to advances. 

320 

The Bank announced on 1 4th Ju ly  that they had recog
nised three more fi rms of stockbrokers as money brokers 
able to borrow money or stock from financial institutions in  
order  to assist jobbers i n  making a market i n  g i lt-edged 
stocks and com pany secu rities. The three fi rms were James 
Capel & Co.;  Hoare & Co.,  Govett; and Rowe and Pitman. 
Previously, the only three authorised m oney brokers were 
Cazenove & Co.;  Laurie, Mi lbank & Co.; and S heppards & 
Chase. These recognitions are consistent with the encour
agement of competition generally under the new arrange
ments for control of credit.  

Banks and discount houses 

Bank lending to the private sector again rose very rapid ly 
i n  the three months to mid-Ju ly and, especial ly after the 
l iqu id ity pressures associated with the cu rrency outflow, 
there were marked changes in the banks' assets. 

The g rowing competitiveness of the banks was reflected 
in an increase of £3,046 m i l l ion in thei r  total sterl ing 
deposits, a considerably faster r ise than i n  the p revious 
three months, even al lowing for the fact that they were then 
affected by payments of corporation tax. Deposits of U.K . 
banks and other U.K. residents and the amount of sterl ing 
certificates of deposit outstanding al l  increased sharply. 
Largely reflecting the sel l ing of sterl ing in June,  h owever, 
overseas deposits fell  by over £200 mi l l ion .  

On the assets s ide ( an d  al lowing as far  as possib le for 
some breaks in the statistical series1) ,  sterl ing advances to 
U.K. residents other  than banks rose very sharply, by £1,81 7 
m i l l ion, compared with £1,249 mi l l ion i n  the p revious three 
months. As al ready mentioned, part of the increase was 
probably associated with the external outflow in June. But 
demand from commercial  and financial companies and from 
persons was again h igh ,  and towards the end of the period 
there was also some increase in borrowing by manufacturing 
industry. Part of this may have been associated with the 
recovery in output which began in the second quarter but it  
is also possible that some companies may have d rawn on 
u nused faci l ities with the banks to relend the funds at the 
exceptionally high rates obtainable in  the m oney markets 
during and after the run on sterl ing .  The London and Scottish 
clearing banks had a l ready raised their base rates for loans 
and deposits by t% between 9th and 15th June and, as the 
pressure on sterl ing d eveloped, they increased them by a 
fu rther 1 % on 30th June, so that the base rate for lending 
then stood at 6% and the rate for ordinary deposit accounts 
at 4 % .  The banks increased thei r base rates again on and 
after 21st Ju ly to 6i% or 7% and thei r  ord inary deposit rates 
to 5% , 5t% or 5t% .  As al ready mentioned, the Governor 
wrote to the banks on 7th August, conveying some qual ita
tive guidance on the d i rection of thei r lending.  

Many of the banks' other sterl ing assets fe l l  i n  the 
three months to m i d-July.  Even before the June currency 
outflow, they had sold a considerable amount of g i lt-edged 
stocks, and the redu ction in overseas deposits in  June in
creased the pressure on thei r  ,reserve ratios, i nducing 
1 See additional notes to Table 8 ( 1 )  of t h e  annex. 



further sales. By m i d-Ju ly, when the special transactions 
with the authorities had been completed, the i r  hold ings of 
g i lt-edged stocks were £2,127 m i l l ion,  a fall of £364 m i ll ion in 
the three m onths, of which sales by the London cl�aring 
banks were £273 m i l lion .  The amount of call money lent to 
the d iscount market was also reduced in the period to m i d
June but recovered sharply i n  Ju ly after the squeeze on the 
banks' reserve assets. Hold ings of Treasury bil ls and com
mercial bills were not so much affected,  and sterling certifi
cates of deposit rose sharply by £552 mil l ion to stand at 
£2,327 m i llion by m id-July. 

The banks' foreign currency business continued to ex
pan d  rapid ly; deposits rose by £3,270 m i ll ion, of which the 
American banks accounted for about one third. The bulk 
of these funds was lent abroad but, as i n  the previous 
three m onths, there was also a substantial rise, this time of 
nearly £250 mil l ion, i n  lending in  foreign currencies to U.K. 
residents, largely for portfol io  investment overseas. 

Total elig ible l iabi l ities rose by £1,693 m i ll ion in the three 
m onths to m id-Ju ly but reserve assets rose by only £12 
mi l l ion;  the banks' l iqu id ity came under pressure, especial ly 
after the cu rrency outflow towards the end of June. The 
banks' combined reserve ratio thus fell  from 1 5·7% to 
14·6% ,  and in June and July was at its lowest since the new 
arrangements for control of credit were i ntroduced last 
September. The ratios of most of the main g roups of banks 
fell marked ly, the exception being the London clearing banks 
which restored theirs by sharply increasing the funds placed 
at call with the d iscount market in the m onth to mid-Ju ly. 
This caused the main change i n  the composition of a l l  banks' 
reserve assets in  the three-month period, money at call 
r ising by £249 mil l ion while g ilt-edged stocks maturing 
within one year fell by £190 mi ll ion. 

The d iscount market was seriously affected by the events 
in June, for the banks withdrew substantial amounts of 
funds at cal l ,  and much offic ial  help had to be g iven .  I n  
May, the d iscount houses' total borrowed funds were re
duced by £249 m illion but recovered s l ightly in June as they 
borrowed outside the banking system and again in Ju ly as 
the banks switched out of other short-dated assets. On 
the assets side, the houses' holdings of Treasury b i l ls and 
g i lt-edged secu rities fell by £27 m i llion and £178 mi l l ion 
respectively over the three months to mid-Ju ly. Altogether, 
the houses reduced thei r  portfol io  of public sector assets 
by £174 mi l l ion and, by m id-Ju ly, their  average publ ic  sector 
lending ratio had fal len sharply to 52·8% from 60·2% at 
m id-April. 

Bill markets 
Bill markets were qu iet i n  May. To rel ieve modest shortages 
of funds, the Bank bought bills ( including corporation and 
bank bills because of a shortage of Treasury bi l ls) and 
made overn ight loans. In the fi rst half of June, the Bank sold 
bi lls on several occasions to m op up funds when government 
spending exceeded revenue. In the third week, however, the 
market began to be affected by the sell ing of sterl ing ,  as 
funds were withdrawn in settlement of foreign exchange 
pu rchases. On 26th June, the settlement d ay for the sales of 
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sterl ing which had occurred just before the c losure of the 
foreign exchange market and for the official sales of g i lt
edged stocks on the d ay the decision to float was 
announced, the money market experienced unprecedented 
shortages. The Bank bought an exceptionally l arge amount 
of b i l ls  and l ent an exceptional sum for seven days. On the 
next day, help was again g iven on a l arge scale, but condi
tions then eased . At the end of the week, when the Bank 
bought stock from the banks under  the special purchase and 
resale arrangements, the resu ltant funds placed i n  the 
market were absorbed through official sales of b i l ls .  These 
b i l ls were due to mature on the date when the banks wou ld  
have to take back the ir  stocks. As a resu lt the  repurchase on 
14th Ju ly  caused l i ttle d istu rbance to the markets. 

At the Treasury b i l l  tenders in May, the h ighest rate at 
which tenders were accepted was unchanged at just over 
4t% . It rose to 4i% on 2nd June in acknowledgement of 
the increase wh ich had a l ready taken place in other  short
term rates. But the Bank raised thei r own deal ing rate un
usually in  the middle of the next week and, partly i n  res
ponse to this signal ,  the rate rose sharply at the next 
two tenders to nearly 5�% ,  substantial ly above Bank rate. 
At the tender on 23rd June ,  only £60 mi l l ion  of the £240 
m i l l ion b i l ls on offer were a l lotted because it was known 
that, with large foreign exchange settlements to be made, 
the market wou ld  be short of funds. For the same reason 
the authorities d id  not al lot the fu l l  amount at the next 
tender when the h ighest rate accepted reached 5i%,  in 
l i ne with the Bank's own deal ing rate since the increase 
in Bank rate. I n  Ju ly, b idding was keen for the small  
quantities of bi l ls on offer and the tender rate fel l  to 
5t% on the 1 4th. The Bank maintained their  deal ing rate, 
however, at 5i% and, by the end of the m onth, the h ighest 
rate accepted at the tender had m oved into l ine. 

The average cost of the d iscount houses' borrowed funds 
increased qu ite sharply in  the three m onths to the end of 
Ju ly to around 5�% .  Sel l ing rates for f ine bank bi l ls, which 
stood at about 4t% at the end of Apri l ,  rose to 7% at the end 
of Ju ly. For most of the t ime since the introduction of the 
new arrangements for control of credit, rates for bank bi l ls  
not e l ig ib le for red iscount at the Bank had moved only some 
i%-t% above rates for e l ig ib le b i l ls. When pressure on the 
d iscount houses' publ ic  sector lending ratios and the banks' 
reserve ratios became i ntense i n  the second half of June, 
however, the marketabi l ity of inel ig ib le bank b i l ls  decl ined 
rapid ly, market buying rates rising to some 1 t% above 
el ig ib le bi l ls  and even exceed ing rates for trade bi l ls. A 
broad marg in  between e l ig ib le  and inel ig ib le bank bi l ls 
persisted to the end of JU ly. 

Finance houses 

The finance houses' instalment credit business expanded 
rapidly between Apri l and Ju ly. The eleven reporting finance 
houses continued to bu i ld  up the ir  ratio of reserve assets. 

At the midd le  of Ju ly, the e l ig ib le l iab i l ities of the eleven 
reporting finance houses stood at £236 mi l l ion .  With reserve 
assets at £20 m i l l ion, the houses' combined reserve ratio 
was 8·4%,  compared with 6·6% in m i d-Apri l .  The finance 
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houses have been asked to bu i ld  up thei r reserve ratios 
to 10% by 20th September. 

At the end of the June quarter, the seasonal ly adjusted 
total of outstanding h i re purchase and other instalment debt 
owed to the finance houses stood at £1,144 m i l l ion .  This was 
£75 mi l l ion  h igher than at the end of the March quarter, and 
was a record increase for one calendar quarter. I n  May 
alone, finance house outstanding debt rose by £31 m i l l ion -
a m onthly increase exceeded only once before, in August 
last year, the first fu l l  m onth after the removal of h i re pu r
chase terms control .  The g rowth i n  instalment debt had 
appeared to be slowing down at the end of last year and in 
the fi rst few months of 1972, and the recent revival seems to 
have been due partly to further pu rchase tax cuts in the 
Budget and partly to the Budget measu re al lowing tax relief 
on i nterest payments of m ore than £35 a year on personal 
loans. New credit extended to finance purchases of new cars 
rose to £59 mi l l ion and was comparable with the h igh figures 
recorded in the preceding th ree quarters, wh i le  credit ex
tended for other  goods (which inc ludes personal loans not 
identified with specific purchases in the statistics) rose 
sharply to £117 mi l l ion  against £86 mi l l ion  in the previous 
quarter. 

The rates on three-month d eposits quoted by finance 
houses rose from 4.1% at the end of Apri l to 8t% by the 
end of Ju ly. The Finance Houses Association base rate, 
which is used to calculate charges for some longer-term 
industrial and commercial  lending,  was lowered from 5t% 
to 5% on 1st May. It was raised to 6% at the beg inn ing of 
Ju ly  and fu rther increased to 7t% at the beg inning of 
August. 

Building societies 

The net i nflow of funds into the bu i ld ing societies slowed 
down in the three months to Ju ly, wh i le  mortgage advances 
and future lending commitments increased further. 

The societies' g ross receipts in  the three months May to 
Ju ly  were considerably h igher, after seasonal adjustment, 
than in the previous three months; but withdrawals were also 
much h igher, particu larly in  June and Ju ly. The trend of 
withdrawals has been rising rapidly since early in  1971, and 
they were about 65% of the g ross i nflow in May to July com
pared with an average of some 58% i n  1971. As a result net 
receipts were less i n  total than in the previous three months 
and were decl in ing month by month. 

There were various reasons why the net i nflow of funds 
into bu i ld ing societies was being reduced. Consumers may 
have been withdrawing m oney to spend; at the same time, 
i nterest rates on alternative i nvestments had risen, especial ly 
those on short-dated g i l t-edged stocks and bank deposits. 
I nvestors are fairly sensitive to changes in  interest rate 
d ifferentials between bui ld ing society accounts and other  
l iqu id assets, and sign ificant amounts are  commonly moved 
within the twelve months or so after such changes in  relative 
rates. This substitution may have become m ore important 
recently if, as the more rapid tu rnover of build ing society 
accounts may suggest, these accounts are increasingly 
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being used as short-term banking deposits. The societies 
may well continue to lose funds, g iven the narrowing of the 
interest rate d ifferential in  June and Ju ly. The Bu ilding 
Societies Association decided, at a meeting early i n  August, 
not to recommend an increase in rates for the t ime being, 
but ind icated that some increase was nevertheless likely to 
be inevitable before very long. 

Meanwhi le the societies' mortgage advances and their 
commitments to future lending both continued to g row 
strongly in the three month·s to Ju ly. The slower g rowth in  
the net inflow of funds may not affect new mortgages for 
some time, because about 40% of the societies' lending 
comes from repayments of pr incipal by existing borrowers. 
Moreover, the societies remain relatively liqu id ,  althoug h  the 
l iqu id ity ratio d ropped from 18·5% after seasonal adjustment 
in  Apri l to 17·6% at the end of Ju ly. 

Company securities 

The equ ity market was uncertain for much of the period and, 
on balance, prices fell a l ittle. 

The F.T.-Actuaries industrial (500) sh·are price index stood 
at 218 at the end of Ju ly,  a l i tt le less than the 223 at the end 
of Apri l .  These three months were marked, however, by 
some sharp fluctuations. The sustained rise i n  the market 
since December continued into the fi rst half of May, and both 
the F.T.-Ord inary and Actuaries ind ices reached new records 
on 19th May after the annou ncement of a fall in U .K. un
employment and a rise i n  prices on the New York stock 
exchange. The market subsequently d ropped qu ite sharply, 
nervously awaiting the outcome of renewed industrial action 
on the railways and in  the docks and depressed by the poor 
May trade figu res. The rise in Bank rate in June and the 
floating of the exchange rate were at fi rst well received, but 
prices then fell fu rther, to some extent perhaps reflecting the 
pressures in  money markets and rising inte rest rates at the 
end of June. By mid-July,  however, a recovery was taking 
place as evidence became firmer of an acceleration in  
economic g rowth i n  the second quarter. The recovery 
paused as d isputes i n  the docks led to strike action but, 
by the m iddle of August, prices were rising ,  and the F.T.
Actuaries index had regained the h igh point reached in mid
May. 

Although the market was uncertain for much of the period, 
many companies were sti l l  very keen to make new issues of 
shares, and the queue of prospective borrowers lengthened 
still further. On 10th August, it  was announced that, from 1st 
September, companies need only join the queue i f  they 
wished to raise £3 m i l l ion or more. The previous l imit  of £1 
m i llion had been in force since 1959. It is hoped that this 
change will materially reduce the waiting time for new issues 
coming to the market, which has recently been about six 
months. In the three months to the end of Ju ly,  net issues 
totalled £368 m i llion, a rise of £90 mi l l ion over the previous 
th ree months. Withi n  this total, only a small p roportion was 
taken . by manufacturers, the largest part, £224 m i l l ion, being 
raised by financial companies, of wh ich £172 m i l l ion was 
by investment trusts. 
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80th capital issues and foreign currency borrowing by 
i nvestment trusts have recently risen sharply. The i r  net 
capital issues amounted to a record £116 m il l ion in 1971; 
a l ready in the fi rst seven months of 1972 they have raised 
£291 m i l l ion ,  and they sti l l  account for an appreciable pro
portion of the queue o·f prospective borrowers. This resu r
g ence in investment trust issues was helped by the recovery 
i n  equ ity prices d u ring 1971 both i n  London and Wal l Street, 
and fal l ing d ividend yields which reduced the cost of equ ity 
issues as a form of finance. The 1972 Finance Act, by halving 
the capital ga ins tax payable by investment trust share
holders, increased their  attraction for potential investors, 
especial ly the less h igh ly taxed. The trusts have traditionally 
been heavy buyers of fore ign currency securities, partly 
financed by fore ign borrowing; and borrowing in foreig n  
cu rrencies has been given a new impetus this year, t o  some 
extent because of fears that the i nvestment currency 
premium might be sharply reduced for E.E.C. secu rities after 
U.K. entry. Several large new domesti c  issues ha been 
made recently by trusts special ising in E.E.C. an Japanese 
shares. Foreign currency borrowing from U . banks to 
finance portfol io  i nvestment abroad rose substantial ly and 
accounted for a large part of the recent rise in bank 
advances to the financial i nstitutions. 

Yields on company fixed i nterest securities rose sharply 
in the three months to the end of Ju ly, but rather less qu ickly 
than those on g i lt-edged stocks. At the end of Ju ly, first
c lass h igh-coupon stocks of about 25 years' matu rity were 
yielding over 9t% ,  about i% more than at the end of Apri l. 
The rise in  yields on comparable g i lt-edged securities was 
nearly 1 %, so that the d ifferential between them narrowed 
to less than i % .  

Unit trust sales continued t o  increase i n  the June quarter. 
G ross sales amounted to £131 m i l l ion and, with repurchases 
at £56 m i l l ion,  net sales were £74 m i l l ion - substantia l ly  more 
than the £32 m i l l ion i n  the March, quarter. These results were 
helped by the launching of several new trusts. In July, g ross 
sales increased s l ightly to £44 m i l l ion, whi le net repurchases 
fel l .  Net sales, at £30 mi l l ion, were the h ighest since Feb
ruary 1969. 

Conclusion 

The decision to float sterl ing  on 23rd June was taken after a 
loss of reserves of over £1,000 m i l l ion in six working days. 
The speed with which the sel l ing of sterl ing developed once 
again emphasised the increasing size and volatil ity of the 
movements in short-term funds which can be generated i n  
t h e  foreign exchange markets. Such large a n d  rapid m ove
ments c reate d ifficult  problems of monetary management i n  
t h e  many countries involved, a n d  bring h o m e  the pressing 
need to seek solut ions through reform of the international 
monetary mechanism and the establ ishment of a more stable 
system .  

O n  this occasion, the loss o f  confidence i n  sterl ing 
reflected less the present position than expectations about 
the U.K. economy - the balance of payments surplus on 
current account, though heavi ly reduced i n  the fi rst half of 
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the year, was sti l l  running at an annual rate of some £300 
mi l l ion a year, a figu re which wou ld  have been considered 
adequate by the standards of the last two decades. It was 
rather the impl ications of recent developments for the futu re 
U.K. balance of payments which led to the sel l ing of sterl ing 
- in particu lar  the cou rse of m ovements i n  domestic wages 
and prices; the unsettled state of industrial relations; and the 
l ike l ihood that im ports wou ld  rise as the economy expanded. 
There had also been considerable talk about the prospects 
for the balance of payments and the need to take action on 
the exchange rate when it became apparent that a change 
was necessary. 

These i nfluences were reflected in the subsequent decl ine 
in  the floating sterl ing rate which had by the end of Ju ly 
produced a depreciation in relation to the parities estab
l ished last December of 6i% .  Such a depreciation has its 
own inflationary effects. The U.K.  Government has a l ready 
declared its intention of returning to a fixed parity for sterl ing 
as soon as practicable. The accomplishment of this, how
ever, and the maintenance thereafter of stable conditions, 
will be easier if there can be more assured prospects at 
home than in  recent years of a marked and lasting modera
tion i n  the rate of g rowth i n  domestic costs and prices. It 
must be hoped that the tripartite talks now taking place 
between the Government, the T.U.C. and the C .B . I .  wi l l  help 
towards this. 

There has indeed been some slacken ing in  the rate of 
increase in prices in recent months - though the cu rrent 
pace obviously remains unacceptably h igh .  But earnings are, 
if anything , accelerating again and there is a g reat danger 
that prices wil l  soon do l ikewise. Now that the expansionary 
fiscal and monetary pol icies of the past twelve months have 
c learly begun to produce the strong g rowth in activity which 
they were i ntended to achieve, the hig hest priority must be 
g iven in a l l  aspects of pol icy to the reduction in the rate of 
i nflation. 
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