
Commentary 

The i nternational currency crisis overshadowed other events 
in the fi rst ha lf of the period - February to April - genera l ly 
covered by this Commentary. Sterl ing remai ned floating and 
was l ittle affected at the time, though the effective realign­
ment of currencies wi l l  inevitably have repercussions on the 
pattern of trade and payments. A rapid rise i n  commodity 
prices was particularly unwelcome in relation to the Govern ­
ment's statutory policy to counter inflation.  The second stage 
of these a rrangements came into effect for incomes on 
1 st April a nd for prices on 29th Apri l ; the fi rst stage was 
largely successful, but fresh food prices - which could not 
be control led - rose very fast. Economic activity continued 
to recover strong ly, but it was sti l l  domi nated by the con­
sumer boom, with investment on ly  beginn ing to recover, 
though exports did wel l .  Reports of shortages of com­
ponents and of ski l led labour were more frequent. I n  the 
Budget, on 6th March, a n  unprecedentedly large public sector 
borrowing requi rement was forecast for 1 973/74. On 
21 st  M ay the Chancel lor announced cuts in  pu blic expendi­
ture programmes, main ly affecting later years. To help 
f inance the borrowing requi rement the Chancel lor in  his 
B udget annou nced severa l measures to make government 
debt more attractive, including the issue of two stocks with 
u n usual featu res. The in itial reaction of the g i lt-edged 
market to the financing problem was to mark prices down ; 
however, about this time the prolonged rise i n  short-term 
i nterest rates began to be reversed - the revenue season was 
ending, certificates of deposit had been made less attractive, 
and excessive wage cla ims were being successfu l ly resisted -
and i n  April, after a reduction in the banks' base rates, g i lt­
edged prices improved. The external trade deficit reached a 
new peak i n  March: imports appear to have been bunched, 
the longer-term benefits to the volume of trade from the 
sterl ing depreciation last June had scarcely begun  to be 
felt, and the worsen ing of the terms of trade was sti l l  
pronou nced . I n  April, however, t h e  trade figures were more 
encouraging, and confirmed that the March figures had been 
subject to erratic influences. The money stock sti l l  rose 
substantia l ly over the period as a whole. I n  March and 
April, there were signs of easing in the expansion of bank 
lending. The bui ld ing societies came under heavy pressure 
from borrowing and from withdrawals, but their position 
began to recover strongly in Apri l .  

The international currency crisis 
Foreign exchange markets in February and much of March 
were dominated by further crises of confidence, the first 
over the post-Smithsonian rate structure and the second 
over the U .S. dol lar. The introduction of the I ta l ian two-tier 
market in Jan uary (the repercussions of which led to the 
floating of the Swiss franc) , the publ ication of the 1 972 U .S .  
trade deficit of over $6  bi l l ion, and  the  problem of  con­
trol l ing the rise in domestic U .S .  prices had concentrated the 
markets' attention on the apparent lack of improvement in  
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Effective changes in exchange ratesa 

21 Dec. 1971 base 

Jun. Aug. Sep. 
1972 

the position of the dol lar since the Smithsonian realignment 
at the end of 1 971 . Moreover, it appeared at times in the 
following weeks that the crisis was being fed and magnified 
by inappropriate and untimely statements from both sides 
of the Atlantic. At a l l  events, from the beg inning of February 
the dol lar was heavily sold, at once moving to its support 
point in the main Continental  centres ; and in the first two 
days of the month more than $1 bi l lion of su pport was 
given by central banks. Over the week-end 3rd-4th February, 
the West German authorities took further measures to deter 
capital inflows ; but these provided a temporary l u l l  only, and 
by the 6th the dollar was again being sold on a massive 
scale. In the four  days 6th -9th February, support purchases 
by central banks amounted to $6 bi l l ion, bringing the total 

Qct. Nov. Dec. Jan. Feb. M ar. 

1973 

Percentage changes 

Apr. May 

+ 20 

+ 15 

+ 10 

+ 5 

o 

- 5 

- 10 

- 15 

The effective rate for sterling has fallen only a little since October, apart from a temporary decline after·the u.s. 
dollar devaluation in February. 

a Each l ine reptesents the appreciationldepreciation of a currency against all other major currencies, based on the position at 
21 Dece mber 1971. 

support since the floating of the Swiss franc on 23rd January 
to more than $8� bil lion ; over two thirds of these dol lars 
had moved into Western Germany and a sizable share into 
Japan. Over the week-end 1 Oth - 1 1 th February, the finance 
ministers of the countries most involved held urgent dis­
cussions. The talks cu lminated on the 1 2th - when the 
London market was closed and the European and Japanese 
central banks withdrew from the markets - in agreement 
that the dollar would be devalued by 1 0% against gold, that 
most major currencies would not follow, and that the yen 
wou ld be a l lowed to float. The Ital ian authorities announced 
that the two-tier market for the lira would be continued, but 



that the commercia l l i ra, l ike the financia l l i ra, would be 
allowed to float, thus further reducing the number of 
members mainta in ing their currencies within the 2l% 
'snake' of the Community's narrow margins scheme.1 
Sweden and Fin land devalued their currencies by some 5% 
against gold. 

After the shock of this further deva luation of the dol lar, 
markets were slow to accept the consequences of the 
rea l ignment of rates. Even so, the dollar moved gradual ly to 
its new cei l ing in Western Germany, and i n  the period up  to 
21 st February the Deutsche B undesbank  were able to sell 
about $1 bi llion. B ut the reflux of dollars was short- l ived. 
On the 22nd there was another abrupt change of sentiment. 
Tension in  the M iddle East had risen ; there had been 
increasing specu lation about the possibility of a joi nt 
European float ; the Swiss franc was still appreciating 
despite the Swiss authorities' announcement that they wou ld 
intervene to influence the rate before they re-established a 
fixed parity ; the price of gold was at record heights; and 
statements by U .S. government spokesmen were taken to 
imply that further measures might be necessary. As a result, 
the dollar fel l  back sharply, and by the open ing of business 
on 23rd February was again at its support point in the main  
Continenta l centres. However, when it became known that 
European central banks were supporting the dollar at their 
buying l imits and that the markets' fears about the imminence 
of a joint float were unfounded, there was a temporary 
improvement in sentiment, which was reinforced during the 
next few days by the news of a reduction in  the U .S .  trade 
deficit and of an increase to 5�% in Federal Reserve discount 
rates. 

The markets' doubts about the durabi l ity of the existing 
exchange structure soon returned, however, aggravated by 
impatience over the inevitably painstaking progress being 
made on international  monetary reform. Fol lowing fresh 
rumours about a joint European approach to the dollar 
problem - which was again interpreted to mean a un ified 
float - the dollar fel l  back to its floor at the end of February. 
On 1 st March, sales of dollars were on an unprecedented 
scale, and purchases by European centra l banks were much 
bigger than on any s ingle day during previous crises : total 
officia l purchases amounted to some $3·6 bi l l ion, and over 
two thirds of the inflow was absorbed by Western Germany. 

Both the February and March upheava ls were due main ly 
to lack of confidence in the U .S .  dollar. The volume of 
funds which moved and their speed of movement demon­
strated the increased involvement of three major groups: 
multi national companies with mai n ly U.S. dol lar budgets 
but large overseas i nterests ; large i nternationa l ly-orientated 
commercial banks managing their own and their customers' 
investments ; and a number of centra l banks in various parts 
of the world. 

I n  view of the unsettled i nternational currency situation, 
the London market, in common with markets in other 
major centres, was forma lly closed on 2nd March unt i l  
further notice. Th is meant that central banks were no longer 
supporting the dol lar a nd that most currencies were 
1 June 1972 Bulletin, page 169. 
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effectively floating, commercial banks bei ng free to cont inue 
to deal for themselves and for the i r  customers. Further 
urgent consu ltations were instituted between the f inance 
min isters of the nations most concerned. Fol lowing a 
meeting i n  Brussels over the week-end of 1 0th - 1 1 th March 
and a subsequent conference in Paris, a settlement was 
annou nced : the markets would formally reopen on 
1 9th March ; the deutschemark would be revalued by 3% 
against gold (and therefore agai nst most other currencies) ; 
six E.E.C.  countries ( Belgiu m, Denmark, France, Luxembourg, 
Netherla nds, and Western Germany) wou ld maintai n the 
2-l% spread among their own currencies, but wou ld no 
longer maintai n  margins for the U .S .  dollar; the Austrian  
sch i l l ing would be reva lued agai nst gold by 2-l% ; and the 
Un ited Kingdom, the Republ ic of I reland, and Ita ly wou ld 
cont inue i ndependently to let their currencies float, At about 
this time, Belg ium, France, the Netherlands and Sweden 
a lso a l l  t ightened their exchange controls to discourage 
i nflows of fu nds. On 16th March, the Swedish authorities 
announced that, although Sweden was not in the Com­
munity, they would maintain the exchange rate of the 
krona with in  the 2�% Commu nity band; and, when markets 
were reopened on the 1 9th, the Norwegians announced 
that they would do l ikewise. 

Markets reopened cautiously - whi le they were formally 
closed, the dollar had mostly moved back withi n  the 
margins established in  February. However, there was no 
sign of any substa ntia l  unwinding of the speculative 
positions in deutschemarks which had been taken up  
earlier, though the  deutschemark was generally around the 
bottom of the 'snake' ; and the dollar remai ned basica l ly 
weak against both the European bloc and the Swiss franc. 
On ly in Tokyo was there any real improvement in the 
dol lar  and any reflux of funds, the Bank of Japan sel l ing 
sizable amounts of dollars to keep the yen about 1 6% above 
its old parity. On the Conti nent the 'snake' was at its 
maximum width for most of the remainder of the period to 
the end of April, with the French, Belgian and Scandi navian 
currencies at or near the top, and at fi rst the deutschemark 
and then the gu i lder at the bottom. The Swiss franc generally 
ranged between 1 8% and 20% above its old central rate. 
At the end of Apri l, the market rates i n  terms of the U .S. 
dol lar of the principal currencies, compared with their 
post-Smithsonian position, had moved as fol lows: 

Percentage changes against U.S. dollar 
(end-December 1971 to end-April 1973) 

Sterling - 2·5 

Belgian franc +11·0 

French franc +14·2 

Deutschemark +15·2 

Guilder + 9·9 

Lira + 0·5 

Swedish krona + 7·4 

Swiss franc +20·8 

Yen +18·7 



London gold pricea 
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After the devaluation of the dollar in February, 
the gold price rose to new heights, steadying 
at around $90 throughout April, before rising 
rapidly once more in May. 

a Last working days (ending mid-May) 
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Sterling 

Because sterling was floating independently, the reserves 
were able to be largely insu lated from the impact of these 
upheavals. The exchange rate moved often, but never very 
dramatically. It had been steady around U.S. $2·35 throughout 
most of January but, fol lowing the pressure on the dol lar at 
the beginning of February, it rose at times above $2·39 
despite some official smoothing operations. When markets 
reopened on 1 3th February after the devaluation of the 
dollar, the pound was initia l ly quoted at $2'50 but soon fel l  
back to $2·42�. Thereafter, with little intervention from the 
authorities, the rate fluctuated as senti ment about the dol lar 
changed. It ranged between $2-42� and $2'50, before 
a lmost touching $2·52 in New York on 1 st March when 
European central banks announced that they were with­
drawing from the markets. 

During the first few days of M arch sterling fluctuated 
mostly between $2·46 and $2 ·49. The l ike l ihood of sterling 
joining a Community float was widely debated. The Govern­
ment's views on the essentia l  conditions at that time for the 
successful  inclusion of the pound in a unified float were 
set out by the Chancel lor of the Exchequer in h is Budget 
speech on 6th March .  They included the concept of unlimited 
support to make the system proof against short-term capital 
flows of the magnitude recently experienced. As this did not 
prove acceptable, the Government decided that it was not 
practicable in the circumstances for the United Kingdom to 
join a common float on the basis of the conditions embodied 
in the Community's scheme. Studies wi l l, however, continue 
to be pursued with a view to developing arrangements 
which wou ld bring forward the time when this system could 
be joined by the United Kingdom, the Republic of I reland, 
and Ita ly. 

After foreign exchange markets were reopened on 
1 9th March, the sterling rate was initia l ly around $2·45. 
I t  later strengthened - no dou bt because interest rates in 
London remained h igh and a lso in response to periodic 
demands for sterling for oil royalty and tax payments - and 
ended the period at $2 ·4895. 

The gold market 
The pressure on the dol lar led to very active conditions in the 
London gold market in February, and the price rose well  
beyond previous peaks. Before and immediately after the 
dol lar deva luation the price was very firm between U.S. $65 
and $70 per fine ounce; but a tendency to mark up the price 
as a reflex response to the deva luation soon drove it above 
the $70 mark. This rise in turn qu ickly attracted more buyers 
into the market and led some potential sellers (though not 
the South Africans) to hold off, and the price forged further 
ahead, to touch $94 outside the fixing on 23rd February. I t  
subsequently fel l  back a little to $86, before exchange 
markets were forma l ly closed on 2nd March. 

Throughout most of March the market was qu ieter and less 
affected by the uncertainty in foreign exchange markets ; the 
price fluctuated between $80 and $86. However, towards 
the end of the month, increased demand, coinciding with the 
publication of a forecast that the market price could reach 
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$1 00 or more, provoked a very sharp rise. The price at the 
fixing reached a new record of $91 '50 on the morning of 
27th March - as l ittle as two years earl ier it had been below 
$40. Throughout Apri l, the price remained firm a round 
$90-91 , and ended the period at $90·72. From 8th M ay, 
the price began to rise once more, soon very rapid ly, reaching 
$1 1 1  at the morning fixing on 1 6th May, but thereafter 

fa l l ing back for a whi le . 

Costs and prices 
I n  the domestic economy, the struggle with i nflation con­
t inued to overshadow other events and to colour assess­
ments of the outlook. The path of wages and prices duri ng 
the three months to the end of Apri l shows clearly how the 
Government's standsti l l  moderated the pace of interna l ly ge­
nerated inflation. During February and M arch wage rates rose 
very little ; in April they rose sharply after a backlog of settle­
ments ca ught by the standst i l l  came into effect. Retai l  prices, 
too, apart from food, were fai rly steady during the standst i l l, 
despite a very rapid rise i n  the cost of imported materia ls. 

Pressures from rising import prices were i ndeed the most 
urgent cause for concern. Commodity prices have genera l ly 
been rising since the last months of 1 971 ; most have 
advanced particularly strongly since the middle of 1 972, 
especial ly during the fi rst quarter of th is year. However, i n  
April, some prices fell back a n d  others showed signs of 
moderati ng their pace, and rises are genera l ly expected to be 
more gentle from now on. Although the rises to British 
buyers have owed a substantia l  amount to the depreciation 
of sterl ing si nce last J une, the greater part has resulted from 
higher world prices. The supply of several major com­
modities has been hit by natura l  d isaster or crop deficiency, 
particu larly in wheat, cocoa and, more recently, cotton ; 
and rising demand for other commodities, the output of 
which cannot rapidly be expanded, such as beef, wool, 
copper and t in, has pushed up their prices too. 

Although by the end of Apr i l  the worst i ncreases i n  import 
prices seemed to be over, the earl ier rises continued to exert 
considerable pressure on man ufacturers' margins and most 
had yet to work their way through to reta i l  prices. Manufac­
turers' wholesale buying prices rose by 6% between January 
and Apri l  fo l lowi ng a rise of nearly 1 0% during the previous 
three months, whereas their sel l ing prices, which cou ld not 
be raised without officia l  approva l, rose by l ittle more than 1 %. 
Meanwhi le, the retai l  price index went up by 3 ·2% between 
January and Apri l .  Most of the rise was again due di rectly 
to food prices, which went up by 5 ·3% over the three months. 
The standst i l l  largely succeeded in holding other prices down 
- the index for items other than food rose by 2'4%, of which 
about a third appears to have been a result of the changeover 
to va lue added tax on 1 st Apri l .  

Pressures from labour costs were sl ight up  to the end of 
March, when the standsti l l  on pay terminated ; some deferred 
increases in wage rates then occurred, and the April i ndex 
was some 2% hig her than in  March .  Average earni ngs were 
also increasing as expanding i ndustrial activity generated 
more overtime worki ng. The Government's stand against 
claims in excess of their formu la was successfu l  in Apri l .  
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accelerated in the first quarter (when some 

buyers may have anticipated the introduction 
of value added tax). 

I n  the longer perspective of the past year or so, it can be seen 
that earn ings are sti l l  well a head of prices. 

Expenditure and output 
Economic activity expanded strongly in the three months. 
Whi le consumer spending - now joined by exports - con­
t inued to surge ahead, output accelerated on  a broadening 
base, a nd particu larly encouraging signs of expansion in 
engineering began to emerge. Less happily, reports of supply 
bottlenecks became more frequent. 

Preliminary estimates put the volume of personal con­
sumption in  the March quarter, after seasonal adjustment, 
at 2-!% above the December quarter, itself about 2�% above 
the September q uarter. Retai l  sales through the shops 
rose by as much as 3%, compared with 1 -!% in  the previous 
quarter. M uch of the extra sales may be explai ned as antici­
pating the introduction of va lue added tax, very heavy 
buying on this account being widely reported by leading 
reta i lers, and certa in ly sales in  April were much less heavy. 
I t  is too early to say that the growth of personal spending 
has more than temporari ly eased, especial ly as the pattern 
has been affected by the changes in taxation .  

The  volume of exports has  grown particu larly strong ly, 
but investment demand has been much less buoyant, 
though genera l ly strengthening. At long last, restocking by 
industry seems to have begun, fol lowing a prolonged run­
down for most of the last two years, dur ing which stocks 
became exceptionally low i n  relation to output. U ndercurrents 
of optimism about fixed investment, too, have been apparent 
in  reports from industry, including the latest survey conducted 
by the Confederation of British I ndustry, and there was 
clearly an upturn in the fi rst q uarter. However, a great deal 
of leeway remains to be made up, and the volume of manu­
facturing investment i n  the December quarter was the 
smallest for f ive years. A lag between an upturn in  output, 
such as the present one, a nd an upturn in investment is only 
to be expected, and in  some a reas i ncreases in i nvestment 
wi l l  not come through u nt i l  later in the year. None the less, 
the reports from i ndustry strongly suggest that i nvestment 
spending is widely on the increase, though perhaps more 
to replace machinery than to increase capacity. Certa in ly the 
volume of new orders and of output i n  the engineering 
industry has risen sharply in recent months. M eanwhile, 
one particular area of investment, housing, has undoubtedly 
been buoyant ; the difficulty which bui lding societies met 
in attracting fundsto f inance their mortgage advances was not 
reflected in housebui ld ing statistics. Private housing starts 
were erratic in the early months of the year but the trend was 
f irmly upwards. Also, public sector housing starts revived 
somewhat after a subdued time during much of 1 972. 

In genera l, the picture was one of strengthening expansion 
spread fairly widely across the economy. Industrial produc­
tion in the March q uarter is estimated to have risen, after 
seasonal adjustment, by about 2�%, considerably faster than 
the 1 -!% recorded in  the December quarter. The expansion 
lay in manufacturing production, with in  which the most 
encouraging feature was a rise of 5% in engineering. The 
f igures have thus confirmed the broadening of industrial 
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activity from consumer goods towards capital goods and 
support the belief that a wider range of i nvestment spending 
is beginn ing to be undertaken. This wi l l  certain ly prove 
necessary if the growth of output is to be long sustai ned. 
Already reports of bottlenecks in the supply of components 
are becomi ng more widespread, besides the problems caused 
by disputes in the steel i ndustry, which cut back suppl ies to 
some parts of industry. At the same time, shortages of 
ski l led and semi -ski l led labour were reported in severa l 
parts of the country. The relative pressure of demand com­
pared with previous cycles is, however, difficult to measure, 
and these problems may stem in part from the sheer speed 
of expansion rather than from a true lack of resources. 

The accompanyi ng chart contrasts the path of output 
with various ind icators of the growing pressure on resources. 
These are not easy to reconcile in close detai l .  Productive 
capacity is sti l l  widely under-used, but perhaps by less than 
the figures suggest. According to the Bank's index, ' utilisa­
tion rose again in the first quarter, but the index remains 
quite low at 93·0 ( last quarter 1 964= 1 00) . However, the 
estimate of capital stock underlyi ng the i ndex is based by the 
Centra l Statistical Office on normal 'retirements' and, 
after several years of low uti l isation, much of the apparent 
spare capacity may in fact have been scrapped sooner than 
usua l .  I n  contrast, by mid- M ay reported adult vacancies had 
risen to the hig hest figure since the seasonal ly adjusted 
series began in 1 958. But this indicator may well overstate 
the growth in demand for, as noted in the last Bulletin, 
reg istration has been made more thorough over the past 
year or so. Next, the figures for employment are subject to 
heavy revision each year a nd so these too cannot be rel ied 
on for a current picture. F inal ly, even the unemployment 
figures present some difficulties of i nterpretation .  Such 
developments as the growth of redundancy payments, 
better welfare benefits, more frequent changes of job, and 
possibly more widespread registration by married women 
wanting jobs, suggest that for a s imi lar degree of labour 
shortage there might be more registered as unemployed than 
in earl ier periods. At al l  events, in  these months, the fa l l  in 
unemployment lost a l ittle of its momentum. In mid - M ay, 
the estimated number of unemployed stood at just under 
600,000 after seasonal adjustment, or 2 ·6% of tota l 
employees, and 60,000 less than at the February count. 
Over the previous three months the tota l had fal len by 
nearly 100,000, an exceptional ly fast rate. 

The Budget 
Against this background of rapid, but sti l l  i l l -balanced 
recovery, the Budget, which this year was presented 
unusually early on 6th March, had to steer a course between 
excessive expansion on the one hand and damage to the 
nascent revival in  investment on the other. I n  fact, the 
forecast published with the Budget envisaged that output 
in the eighteen months to the middle of 1 974 would rise 
at an annual rate of sl ightly over 5%. It was estimated that 
the resources would be ava i lable to achieve this, but the 
impact of any shortages of components and ski l led labour 

1 See the introductory article in the December 1971 Bulletin, page 490. 



wil l  have to be watched very carefu l ly. Moreover, strong 
home demand has a l ready brought about high imports ; and 
production bottlenecks cou ld only prolong this situation 
and at the same time enable fewer goods to be released for 
export. The Chancel lor stressed that his estimates were 
necessarily subject to many uncertainties and therefore he 
wou ld not hesitate to act at any time in whatever direction 
the economy might require on expenditure, on taxation or 
on monetary policy. 

The Chancellor annou nced new cuts in tax revenue in the 
financial year 1 973/74 of about £1 20 mi l lion, mostly 
attr ibutable to the zero-rating of confectionery and children's 
clothing u nder va lue added tax. The major changes i n  
taxation affecting 1 973/74 had already been outl ined last 
year : these were the i ntroduction of value added tax, of a 
un ified system of di rect taxation on personal incomes, and 
of an 'imputation' system of corporation tax. The net costs 
of these changes, and of the continued rapid growth in  
pu blic expenditure, raised the public sector's estimated 
borrowi ng requi rement to around £4,420 mill ion, compared 
with an estimated out-turn for 1 972/73 of £2,855 mi l l ion. 
Within the estimates, the once for al l  effect of the changeover 
to va lue added tax accou nts for a loss of revenue this year 
of some £800 mi llion .  In May, the Chancellor announced 
cuts in spending programmes which wou ld reduce the 
growth of publ ic expenditure in the years ahead, and 
including reductions in the current year of about £1 00 mi llion.  

The Chancellor's Budget proposals included some 
important in novations to help attract the finance for this 
massive borrowing requi rement. Bearing in mind that much 
of last year's a l ready su bstantia l  requi rement was met from the 
sterl ing proceeds of the loss of reserves when the pound 
came under pressure in June, the burden on domestic 
sources in f inancing the requirement this year is great indeed: 
if there were no external finance this year, domestic sources 
would need to provide about three times as much as in 
1 972/73 . The possi ble expansionary consequences for the 
money stock were recognised by the Chancel lor, but he 
hoped largely to avoid these by making government debt 
more attractive. One of his more important proposals con ­
cerned the issue of two new government stocks with unusual 
features, designed to attract funds from outside the banking 
system, to some extent from the personal sector di rect and 
also from f inancia l intermediaries such as insurance com­
pan ies and pension funds through which a large proportion 
of personal savi ngs is channel led. These issues are described 
later in the Commentary. A further direct approach to the 
personal saver was made through increasing the attractions 
of national savi ngs. The limit on holdi ngs of national 
savings certificates was raised, the total prize money for 
premium savi ngs bonds was increased, and a new issue of 
British savi ngs bonds was annou nced. The new bond 
carries an interest rate of 8�%, with a tax-free bonus on 
maturity after five years of 3%. M uch of the potential expansion 
of liqu idity stemming from the taxation changes wou ld 
accrue to the company sector, particu larly the extra 
£800 mi llion estimated to be retained in the private sector 
this year on the changeover to value added tax. To mop up 
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some of th is excess, and to provide some publ ic sector 
competition for certificates of deposit, the Chancellor 
announced a new tax deposit account i nto which companies 
may place fu nds, at a competitive rate of i nterest, agai nst 
future corporation tax l iabi l ities. At the same time, capital 
gains by industria l and commercial compan ies and by 
personal holders on sa les of sterl ing certificates of deposit 
before matu rity were made l iable to tax, thereby removing 
an anomaly which had impa i red the competition of the 
public sector with the banks for company funds. The extent 
to which a l l  these measures wi l l  attract the necessary 
finance remains to be seen: the immediate reaction in the 
markets was understandably to expect a further rise i n  
interest rates, but sizable sa les o f  g i lt-edged stock were 
made in Apri l .  

The Chancellor a lso annou nced that certa in  publ ic bodies 
would again be a l lowed exchange cover facil it ies for foreign 
currency borrowing (genera l ly l imited to borrowi ng i n  U .S. 
dollars) . Many local authorities and public corporations 
showed a qu ick interest, and several issues have a lready 
been made. Around £500 mi l l ion, and perhaps considerably 
more, of their borrowi ng requi rements is l ikely to be fina nced 
in this way. This borrowing has, of course, no net effect on 
the pu blic sector's overa l l  borrowing requ i rement: publ ic 
sector income and expenditure are unchanged. But the 
central government's position as set out in  Table 1 of the 
statistical annex can be affected in  either of two ways. If, 
on the one hand, the foreign currency borrowing replaces 
loans from the central government, the Government's bor­
rowing requ i rement (net balance) is thereby reduced . B ut 
the reduction affects the Government's external transactions 
only, and its domestic borrowing is unchanged: this is  
because it has to borrow an equ ivalent amount of  sterl ing to 
pay to the publ ic bodies out of the Exchange Equal isation 
Account in  exchange for foreign currency surrendered . If, 
on the other hand, the public bodies choose to borrow less 
in sterl ing from domestic sources outside the public sector, 
the Government's total borrowing requ i rement (net balance) 
is unchanged, but its domestic borrowing requi rement is 
greater by virtue of the need to finance the inflow of foreign 
exchange into the reserves. 

Balance of payments 
The deficit on the current account of the balance of payments 
which emerged i n  the second half of 1 972 grew further i n  
t h e  first quarter of 1 973. Largely because of h igher world 
commodity prices, the depreciation of the sterl ing exchange 
rate, and growi ng industria l  activity, the visible trade 
deficit i ncreased, after seasonal adjustment, from some 
£230 mi l l ion in the fourth quarter to about £350 mi llion ; 
and, as there was a fa l l  in the surplus on i nvisible account 
as wel l ,  the deficit on current account widened from under 
£50 mi l l ion to some £200 mi l l ion. B ut the balance of trade 
in volume terms improved distinctly on the second half of 
last year. 

I m ports and exports at current prices were respectively 
1 6% and 1 3�% above the average for the second half of 
1 972. The terms of trade, which had a lready become 



markedly less favourable during the latter part of 1 972 as 
sterl ing depreciated against other currencies, worsened 
further. Import prices rose on average by about 1 0% over the 
quarter, compared with an average increase of about 5% a 
q uarter i n  the previous six months. The latest rises stemmed 
partly from some further effects of the depreciation of 
sterl ing and increasingly from the effects of higher world 
prices for a wide range of raw materials and foods. The 
average increase in export prices, on the other hand, was 
only some 3% in the q uarter, much the same as in the 
earl ier period. In volume terms, however, the trade ba lance 
became decidedly more favourable: a lthough imports, partly 
in response to increased demand for industrial materials for 
restocking, grew by some 8% against an average rise of under 
6% a q uarter in  the second half of 1 972, exports, which had 
then grown only very slowly, now grew by over 1 0%. 
Exports were helped by more encouraging conditions i n  a 
n umber of overseas markets and by fewer industria l  disputes 
at home, a lthough strikes (particu larly in the motor industry) 
in the latter part of the quarter no doubt contributed to the 
very large trade deficit i n  March. Exports may a lso have begun 
to derive some benefit from an improvement in price 
competitiveness with industria l  countries against whose 
currencies sterl ing has depreciated. 

The invisibles account in the first quarter included 
payments to the European Community budget, and these, 
and other government payments, largely account for the 
fa l l  in  net earni ngs. 

In contrast to the unfavourable movements on current 
account, transactions elsewhere in the balance of payments 
created a sizable inflow of funds. As in the previous quarter, 
identified i nvestment and other capital flows produced a 
moderate net inflow, and, in marked contrast to the previous 
q uarter, u nidentified transactions reflected in the balancing 
item were a lso h ighly favourable. The identified inflow 
was broadly accounted for by a further rise in overseas 
sterl ing countries' exchange reserves held in sterl ing, 
which i ncreased by some £200 mi l l ion. Other overseas 
sterl ing holdi ngs fel l  by nearly £40 mi l l ion overal l ,  but this 
was more than offset by a reduction in  overseas borrowing 
in  sterl ing from U . K. banks.  The banks' net borrowing in  
foreign currency from overseas rose on ly  sl ightly, but  they 
cont inued to lend more in foreign currencies to their 
domestic customers. The demand was sti l l  main ly for 
investment abroad, a lthough, because outward portfol io 
i nvestment fell from the very h igh rates recorded i n  1 972, 
this was less than in previous quarters. The banks a lso lent 
about £40 mi l l ion in U .S. dollars to publ ic sector bodies 
under the exchange cover scheme announced in the B udget. 
The balancing item, representing errors and omissions else­
where in  the accounts, swung from a large negative figure 
(an outflow) in the fourth quarter to a s imi larly large positive 
one. Some un identified inflow of funds is normal during this 
q uarter for tax payment purposes, and there was probably 
a lso some reversal of the leading of import payments and 
lagg ing of export payments noted during the fourth q uarter. 
The bunching of imports in March may a lso have contributed, 
by d isturbing the normal relationsh ip between the physical 

137 



Central government's borrowing 
requirement (-) 

I 
Total borrowing requirement 

(or repayment)  

If. External transactions 

- Net domest ic borrowing (or repayment) 

1970/71 

Repayment. 

Borrowing 

1971/7 2  197 2/73 
Financial years 

£ millions 

+ 1,000 

+ 500 

o 

- 500 

- 1, 000 

- 1,500 

- 2,000 

The revenue-gathering quarter saw a smaller 

surplus than usual to repay debt, but the borrowing 

requirement for the year as a whole was less 

than foreseen in the 1972 Budget. 

138 

movement of goods as recorded in the trade figu res and 
settlements in respect of those goods. 

The net currency inflow in the March quarter amou nted to 
nearly £70 mi l l ion ( including £46 mill ion in U .S .  dollars 
borrowed by publ ic bodies); it was a l l  credited to the 
reserves. At the end of March the reserves stood at 
£2,085 mi l l ion valued at $2'89524, the rate that resu lts from 
the pound's existing gold parity and the new gold parity for 
the dol lar which the Un ited States' authorities intend to 
declare to the I nternational Monetary Fund.  

By the end of Apri l, forty-six out of sixty-one countries 
and authorities participating in the ster l ing guarantee agree­
ments had been paid a tota l of £52 mi l l ion in settlement of 
the claims arising from the activation of the guarantees last 
autumn.  About £8 mi l l ion remai ned to be paid. 

Central government finance 
During the March quarter, the main revenue-gathering 
season, the central government was able to repay around 
£430 mi l l ion of borrowed funds and reduce its borrowing 
in  the financial year as a whole to some £1 ,830 mi l l ion.  This 
was sign ificantly less than forecast i n  the 1 972 B udget 
but some £1 ,300 mi l l ion greater than in 1 971 /72. In the 
course of the q uarter, external transactions, including accrua ls 
to the exchange reserves, cost over £1 50 mi l l ion, leaving 
nearly £280 mi l l ion to be repaid to domestic sectors. In fact, 
domestic holders outside the banking sector provided a 
further £295 mi l l ion - purchases of gi lt-edged stock, a rise 
in  holdings of notes and coin, and a further flow i nto national 
savings comfortably outweighed the seasonal  surrender of 
tax reserve certificates. But as the Issue Department, i n  
t h e  course of its day-to-day operations, acqui red over 
£270 mi l l ion of local authority debt and commercial bi l ls, 
only about £300 mi llion was avai lable to reduce the 
Government's indebtedness to the ba nking sector. This was 
in marked contrast to the corresponding quarter last year 
when about £1 ,200 mi l l ion was repaid. Banks' holdi ngs of 
Treasury bi l ls fell in the latest quarter by £21 5 mi l l ion. 

Taking the financial year as a whole, much of the total 
borrowing requ irement was met by external finance ; about 
£1,250 mi l l ion came from this source, largely the sterl ing 
proceeds of the loss of reserves in  J une. Domestic borrowi ng 
was thus no more than £575 mi l l ion .  Holders outside the 
banking sector in  fact provided nearly £ 1 ,200 mi llion: they 
bought nearly £500 mi l l ion of g i lt-edged stocks, the growth 
in the note issue brought in £420 mi l lion, and natidnal savings 
i ncreased by just over £400 million. As the I ssue Department 
bought nearly £300 mi l l ion of local authority debt and com­
mercial bi l ls, government debt i n  the hands of  the banking 
sector fell by only £320 mi ll ion. The banks ran down their 
holdings of gi lt-edged by £975 mi l l ion, but contributed some 
£730 mi l l ion indirectly through Special Deposits. 

Money stock 
Over the three months to mid-April, the money stock, 
however measured, again grew substantially, though the 
growth recorded by the different measures fluctuated widely 
from month to month. During this period, the broadly defined 
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category, M3, grew by 5�% after seasonal adjustment and 
the narrowly defined category, M" by 4�% ; these increases 
compare with 6�% and 1 �% respectively in the previous 
three months. 

Considered as an indicator of monetary conditions, the 
growth of M3 was exaggerated in the early part of the period . 
The banks continued to bid aggressively for funds to buy 
reserve assets and so protect their reserve ratios. As short­
term rates rose sharply, those who could borrow from the 
banks at the best rates were able (as at times in the summer 
of 1 972) to draw on their overdraft faci l ities and invest in 
term deposits and sterling certificates of deposit - a 'merry­
go- round' process which inflated both sides of the banks' 
balance sheets. The decision announced in the Budget that 
capital gains on new certificates of deposit would no 
longer be tax free and the introduction of the tax deposit 
account a re l ikely to reduce the relative attractiveness of 
sterling certificates of deposit. Many were in fact sold before 
the Budget in anticipation of the closure of the loophole. 
Altogether in the two months to mid-Apri l, domestic holdings 
of certificates outside the banking system fell by £370 mi l l ion. 
The relative attraction of term deposits was reduced by the 
fa l l  in short-term interest rates, which led to further unwinding 
of the earl ier positions. 

The rate of growth of bank lending in sterling to the 
private sector was slower : during the three months to 
mid -Apri l ,  the total rose, after seasonal adjustment, by 
£930 mi l l ion compared with £1 ,580 mi l l ion in the previous 
three months. But this lending sti l l  contributed more to the 
expansion of the money stock than did the provision of 
bank finance to the publ ic sector. Al lowing for seasonal 
factors, the pu blic sector's borrowing requi rement wil l  have 
been substantial, but net sales of government debt to the 
general publ ic were sizable too. 

Whereas statistics of interest rates - though only in 
nominal terms - are ava i lable dai ly, and erratic behaviour 
on a particu lar day can be discounted, the monetary aggre­
gates provide snapshots only once in the middle of each 
month (and once more at the end of each quarter) ; and it 
is never easy at the time to judge whether such a snapshot 
is provid ing a true or a distorted picture of the current scene. 
The general d ifficu lty of using either M, or M3 as a rel iable 
indicator was touched on in the last Bulletin; i t  is further 
discussed in a speech by the Deputy Governor which is 
reprinted on page 1 93.  

Short-term interest rates 
In Continenta l Europe none of the central banks of the major 
nations a ltered their discount rate during the period February 
to Apri l .  However domestic interest rates in these countries 
provided a poor gu ide to the rates ava i lable on foreign funds. 
As the international currency crisis developed, a number of 
countries tightened their exchange controls in order to 
discourage foreign inflows. Belg ium, the Netherlands and 
Switzerland all applied negative interest rates to increases in 
foreign-owned deposits above specified levels ; and France, 
Sweden and Western Germany imposed heavy reserve 
requirements on banks which took more foreign deposits. 
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I n  the Un ited States, the period saw a steady rise i n  i nterest 
rates. Followi ng the deva luation of the dollar, Federa l  
Reserve d iscount rates were raised by  �% to 5�%, the  
second such i ncrease th i s  year. Th i s  move brought the  rates 
more into l ine with other domestic short-term i nterest rates, 
which had risen further since the previous i ncrease i n  
January. However, t h e  increase i n  discount rates was 
interpreted as the signal for a rise in U .S. banks' prime lending 
rates. There were further rises in  prime rates at the end of 
March and i n  the middle of Apri l ; and on 23rd April discount 
rates were in turn raised again, to 5�%. Duri ng the three 
months, the yield on 91 -day U .S. Treasury bi l ls rose by some 
�% to 6%% per annum. 

At home, the three months under review saw fi rst a ha lt 
and then a reversal i n  the rise of sterl i ng i nterest rates which 
had commenced last autumn.  As explained later i n  the 
Commentary, Treasury bi l l  yields at the beginn ing of 
February were considerably lower than rates in para l lel 
sterl ing markets ; they were a lready below their peak, 
and they remained around 8% unti l  April when, following 
the general decl ine i n  sterl ing i nterest rates. they fell to 
7�% by the middle of the month. By contrast, inter­
bank  sterl ing rates were at fi rst bid up very sharply, and the 
rate on three months' i nter- bank  deposits rose steadi ly 
from 1 0% at the beginn ing of February to nearly 1 1  % 
immediately before the Budget. Then the rate jumped to 
1 2% because of the acute shortage of fu nds in the parallel 
markets as holders of sterl ing certificates of deposit sold i n  
advance of t h e  Budget. However. t h e  B udget action then 
helped to prick the bu bble ; the main revenue-gathering 
season was endi ng. and interest rates q u ickly eased. en­
couraged by the operations of  the Bank. By the end of  April • 

the three-month rate was under 9�%. 
The cost of forward cover fluctuated widely during th is 

t ime, the discount on three months' sterl ing ranging from 
4%% per annum at its greatest, around the middle of 
March. to 1 �% at its lowest. towards the end of Apri l .  The 
movements generally mi rrored or magnified the differences 
between sterl ing deposit rates and euro-dollar rates. 
influenced by changing sentiment about the U.S. dol lar. 
Immediately before the dollar devaluation on 1 2th February, 
euro-dol lar rates were bid up sharply ; the three-month rate 
rose to 7�% and the d iscount on three months' sterl ing 
fel l  to 3%. As sentiment moved temporarily in  favour  of the 
dollar for the fi rst few days after the devaluation, forward 
discounts on sterl i ng widened again. This movement was 
soon reversed ; and then on 1 st March, as the dollar came 
under very heavy pressure. the three-month discou nt fell 
sharply, reach ing 2'Y..% before markets were closed. At 
the same time, the three-month euro-dol lar rate rose 
briefly to 9 'l.'.%. D uring the formal closure of the markets. 
when euro-dollar rates eased. there was a widespread 
expectation that Brita in  would be under pressure to joi n a 
u nified E.E.C. float. a nd forward discounts widened again. 
They narrowed from the middle of March as euro-dollar 
rates rose and sterl ing deposit rates fel l .  Over the period as 
a whole, the covered interest d ifferential on three months' 
i nter-bank sterl i ng against euro-dollars mai nly ranged 



around 1 %  agai nst sterl ing. However, i n  mid- February, when 
sterl ing interest rates rose sharply, there was a smal l  i ntrinsic 
premium in favour of sterl ing at one time. The three-month 
deposit rate for euro-dollars ended the period at 81%, 
compared with 6i% at the end of January. 

Bill markets 

The period from the beg inn ing of February to 9th March 
as usual saw the peak of the revenue-col lecting season. 
During this time the Bank helped the market by buying 
b i l ls or lending money nearly every day. M uch of the 
assistance was on a large scale, and the Bank bought 
el ig ible  bank b i l ls as well as Treasury bi l ls and local authority 
bi l ls.  The Bank lent funds in each of the five weeks, but 
a lways just overnight, preferring on these occasions - when 
the shortages were technical or were expected to be 
immediately reversed - to lend to the market rather than to 
take scarce assets off them unnecessari ly. From 1 2th March 
unti l  4th April conditions were very different. Government 
disbursements were well in excess of revenue and there were 
no other major factors affecti ng the market. Money was in  
surplus on many days, and  during th i s  period the  Bank  sold 
b i l ls on as many days as they bought them - the sales were 
genera l ly fairly large and the purchases l ight. From 4th April 
to the end of the month, government disbursements con­
t in ued to exceed revenue, sometimes substantia l ly ; but  there 
were very heavy official sales of stock fol lowing the miners' 
vote on 4th Apri l against strike action. Qu ite severe shortages 
of funds emerged, and the Bank again bought bi l ls heavi ly, 
inc luding more bank b i l ls. 

At each of the four  Treasury bi l l  tenders in February only 
£60 mi l l ion bi l ls were on offer. These smal l  offerings, com­
bined with the genera l shortage of reserve assets, led to 
q u ite a strong demand at the tenders so that, despite the 
genera l tendency for short-term rates to harden significantly, 
the average rate fell s l ightly each week. B ut the fal l  was not 
sufficient to lower the Bank's min imum lending rate below 
81%. For a few weeks, from 2nd March unti l  6th Apri l, the 
offeri ngs were, except on 1 6th March, larger - £1 00 
mi l l ion to £1 40 mi l l ion. The average rate now rose for 
two tenders, but b i l ls remained scarce and the decl ine soon 
recommenced - a nd general ly more qu ickly. On 23rd March 
the fal l  was just sufficient to lower the min imum lending rate 
from 81% to 8!%. On 1 3th Apri l, when the offering was back 
to £60 mi l l ion, demand was particu larly strong, and the fal l  
in the average rate of over �% was sufficient to lower the 
min imum lending rate to 8%. However, the authorities did 
not wish to see rates fa l l ing too precipitately, and the discount 
houses were made to borrow that afternoon for six days at 
the existing rate of 8-k%. As a result, bids at the tender on 
Thursday, 1 9th April, were generally lowered and by enough 
to lift the min imum lending rate to 8a%. The average rate 
was unchanged at the last tender before the end of the 
month. 

The gilt-edged market 
The g i lt-edged market was fairly qu iet for much of February, 
overshadowed by concern about industrial disputes and the 
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problems of i nflation .  O n  6th March, the Budget announce­
ment of a borrowing requ i rement of record size, and of 
novel measures to finance it, brought sharp fal ls through 
fears that the f inancing of the deficit would lead to rises 
in interest rates. Fal ls were particularly steep at the short 
end. The new measures included the issue of two unusual  
stocks on 1 4th March. F irst, £1 ,000 mi l l ion 9% Treasury 
Convertible Stock 1 980 was offered at £99 ·50 per £ 1 00 
nominal, convertible at the holder's option in 1 980 into 
9% Conversion Stock 2000 at a rate of £1 1 0  nomi nal for 
each £1 00 of the original  stock. This is the fi rst government 
issue in  fifty years for which specific conversion terms, 
ava i lable at the holder's option, have been annou nced at 
the time of issue. (The last, in 1 921 , was 5t% Treasury 
Bonds 1 929. )  Second, £400 mi l l ion 3% Treasury Stock 1 979 
was offered at £75, the lowest in it ial  issue price for a 
government stock since at least 1 925 (when three tranches 
of 3t% Conversion Loan 1 961 or after were offered at 
nearly as low prices, the lowest at £76 : 5s) . Another 
short-dated stock, £600 mi l l ion 9% Treasury Stock 1 978, 
was issued on 23rd March at £98 ·75 to replace the previous 
short tap stock, 6�% Treasury Stock 1 977, which was 
exhausted on 1 9th March. 

By then, the market had steadied, and early i n  April i t  
strengthened noticeably as the settlement of the mi ners' 
pay claim encouraged optimism for the outcome of the 
Government's counter-i nflationary measures. Sentiment was 
helped at th is time by a reduction in the clearing banks' base 
rates. The fa l l  in the Bank's min imum lending rate by t% to 
8% on 1 3th Apri l further strengthened the market. though it 
weakened again for a whi le after disappoi nting trade figures 
were annou nced on the 1 8th.  Both short and long -dated 
stocks were in demand duri ng the month, particularly the 
conventional tap stocks - 9% Treasury Stock 1 978 (which 
was exhausted early in M ay) and 9t% Treasury Loan 1 999. 
To beg in  with, there was l ittle demand for the two new 
stocks announced in  the B udget. 

During the March q uarter, the authorities sold nearly £200 
mi l l ion more stock than they bought or redeemed. Sales of 
stocks with over fifteen years to maturity total led some £330 
mi l l ion and of stock with between one a nd five years to 
maturity over £340 mi l l ion .  By contrast, the authorities on 
ba lance bought some £1 20 mi l l ion of stocks with between 
five and fifteen years to maturity ; and they bought or 
redeemed some £360 mi l l ion of maturing or near-maturing 
stocks. One stock was redeemed in the quarter, 6i% 
Exchequer Stock 1 973, of which £1 38 mi l l ion remai ned 
to be redeemed from the market out of a total issue of £700 
mi l l ion.  

Local authority stocks 
I n  order to faci l itate the flow of new issues of local authority 
stocks to the market, the Bank decided, in consultation with 
representatives of the local authorities, to i ntroduce new 
arrangements for the granting of t iming consent. These 
took effect from the end of Apri l .  

Applications for t iming consent w i l l  be  considered only 
from local authorities which declare a firm intention of 
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making a stock issue in the near future. Having been 
a l located a date, an a uthority wil l  be expected to stick to it 
un less market conditions justify a postponement. In the 
past, an  authority wishing to make a stock issue was placed 
in a q ueue, and, on reaching the top, was then invited to 
make the issue ; if it then chose not to do so, it was put back 
to the bottom.  However, the queue had grown so big that in 
recent years authorities could wait up to five years before 
reach ing the top, by which time many of them had made 
a lternative arrangements. 

Equity and debenture markets 
Turnover i n  the equ ity market was smal l  for most of the three 
months, though the market brightened from time to time at 
particu larly good items of news. After the sharp fal ls in 
January, prices recovered a little in early February, but they 
soon eased. They reached a low point just after the Budget 
in early March .  Thereafter, for most of M arch and April 
prices moved only slowly, though the general tendency was 
upward. The F.T. -Actuaries industria l  (500) share price 
index stood at 1 94 at the end of April, s l ightly lower than 
at the end of January, having fa l len to 1 84 at its lowest on 
9th M arch .  

New issues were few. Some £40 mi l l ion of equity finance 
was raised in the three months (a half by financial com­
panies), compared with about £60 mi l l ion i n  the  previous 
three months and with nearly £350 mi l l ion in the second 
quarter of 1 972. The queue of prospective borrowers 
continued to shorten over the period. 

The debenture market was as du l l  as the equ ity market. 
After a sl ight rise in February, yields increased sharply i n  
March, before fa l ling a l ittle in  Apri l .  B y  t h e  end of Apri l, 
yields on first-class h igh -coupon debentures were nearly 
1 O�%, about �% more than at the end of January. Less than 
£20 mi l l ion was raised by companies on fixed i nterest 
stocks in the three months. 

Net sa les of u nit trust un its during February to April 
amounted to £63 mi l l ion, about £1 0 mil l ion less than in the 
previous three months. Net sales in  April fel l  to £1 7 mi l l ion ; 
apart from in September, this was the smal lest month ly inflow 
for a year. 

Banks and discount houses 
The private sector's sterl ing bank  deposits increased 
d istinctly less qu ickly in the three months to mid-April than 
i n  the previous three months. The slowi ng began with the 
sa les of sterl ing certificates of deposit before the Budget. 
The sector's foreign currency deposits a lso increased a l ittle 
less than in the previous period . Overseas sterl ing deposits 
were l ittle changed over the period as a whole. 

After a very large increase in sterl ing advances in the 
month to mid- February, the expansion of lending slowed 
marked ly during the remainder of the period. Both the 
increase and the subsequent slackening reflected the 
'merry-go-round' process mentioned earlier. Manufacturing 
companies seem to have been heavily involved in th is, as 
shown by the development of their borrowing over the three 
months. Borrowing by construction companies grew fairly 
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strongly during the period as a whole, but that by persons 
and property companies showed signs of slowing down. 
The banks lent much less in  foreign currencies to their 
domestic customers i n  M arch a nd Apri l .  after several months 
in which they had lent unusual ly large amounts, mostly for 
portfol io investment abroad. 

The banks, and particu larly the London clearing banks, at 
fi rst continued to sell g i lt-edged stocks in  order to mainta in  
the  expansion of their lendi ng, and by the  middle of  March 
their holdings were exceptional ly small. In Apri l ,  however, 
they bought stocks very heavily. 

The banks' e l ig ible l iabi l ities rose by some £1 ,090 mi l l ion 
during the period, but their  reserve assets by less than 
£1 00 mi l l ion.  As a result, their  combined reserve ratio was 
genera l ly under pressure, especia l ly early on : from 1 4 ·6% 
in mid-January, it fel l  to 1 3 ·6% i n  mid- February, but subse­
q uently recovered to 1 4 ·4% in  Apri l .  With in  the total, the 
London clearing banks' ratio fell from 1 4 ·9% to 1 3 · 5%, and 
then rose to 1 4 · 7%.  Specia l  Deposits remained at 3%. 

The discount houses' borrowed funds were little changed 
in  total over the period, a lthough the pattern of their assets 
changed markedly. They bought £1 50 mi l l ion of gi lt-edged 
stocks, more than doubl ing the historically low amount of 
just over £1 00 mi l l ion which they had held in January ; 
their holdings of sterl ing certificates of deposits rose sharply ; 
but as Treasury bi l ls became very scarce their holdings fel l 
throughout the period. The houses' publ ic sector lending 
ratio fel l  from 54·0% in  January to 51 ·8% in  March, r ising 
aga in  to 56·0% in  Apri l .  

Finance houses 
The finance houses' h i re purchase and other i nstalment 
credit business continued to grow very strongly in the fi rst 
quarter : i n  both January and March the rise i n  debt out­
standi ng, after seasonal adjustment. was over £50 mi l l ion, 
an exceptional ly large amou nt. The total i ncrease for the fi rst 
quarter of some £1 30 mi l l ion was well above the previous 
record of around £1 00 mi l l ion in the preced ing quarter. 

Holdings of reserve assets by the e leven houses observing 
a min imum reserve ratio of 1 0% went up substantia l ly i n  
t h e  two months to mid - March, a n d  their combined ratio 
rose from 1 0· 9% to 1 3 ·4%. However, much of this was 
owing to the acqu isition of extra reserve assets by Forward 
Trust prior to its recognition as a bank  in March . '  I n  the 
middle of Apri l, the combined ratio for the ten remain ing 
houses was down to 1 0 ·5%. The change i n  the number of 
reporting houses also accounts for the apparent fa l l  i n  
el igible l iabi l ities in  t h e  month t o  mid -Apri l, after two 
months of strong rises. 

A typical rate of i nterest offered by finance houses on 
three-month deposits rose from 1 0% in  early February to 
1 1 ;l% in  March, much in l ine with the genera l trend of 
short-term rates. Thereafter, finance house rates, l ike other 
rates, eased, and they had fal len to around 9�% by the 
end of Apri l .  The Finance H ouses Association's base rate, 
which is calcu lated monthly from the average three- month 
i nter-bank rate during the previous two months, rose 
1 A bank is required to observe a ratio of 1 2t% against eligible liabilities which include 

net borrowing from other banks. 



Bui lding society funds 

Seasona l ly adj usted £ mill i ons 

New commitments fell sharply as advances on 
mortgage outstripped the mflow of funds. 

rapidly from 9% on 1 st February to 1 0% on 1 st March and 
1 1  % on 1 st April. but then fell back to 1 O�% on 1 st May. 

U nder stage two of the Government's cou nter- i nflationary 
policy, the f inance houses' h i re purchase and credit sale 
business is subject to the same arrangements for a l lowable 
costs and simi lar restrictions on net profit margins as other 
compan ies. U nder the arrangements, the houses are per­
mitted to pass on in increased h i re purchase charges any 
i ncreases in  their i nterest costs. Such increases had not been 
permitted under stage one of the pol icy. 

Building societies 
The cl imate of risi ng i nterest rates which persisted u nti l  
ear ly Apri l seriously impai red prospects for the bui ld ing 
societies' l iquidity, even though the Bu i ld ing Societies 
Association recommended an exceptional sequence of 
i ncreases in deposit rates in order to attract funds. 

A rise agreed in January came i nto effect on 1 st February, 
only four months after the previous rise. The new rate was 
then worth over 9% to the standard rate tax payer (though 
due to be cut to a bout 8% on 6th April under the un ified 
tax a rrangements confirmed in the Budget) . B ut the net 
i nflow into the societies fel l  to a rate about 1 0% below the 
monthly average for the December quarter, partly because 
some personal spending in February and March before the 
start of va lue added tax seems to have been financed by 
withdrawals from bui ld ing societies. The societies, however, 
had to meet the very large mortgage commitments they had 
undertaken in earl ier months, and by the end of February 
their l iqu id assets had on average run down, after seasonal 
adjustment, to 1 5 · 1  % of total assets, compared with 1 6 ·9% 
six months earl ier and as much as 1 8·8% a year earlier. 
Then national savings instruments were g iven added 
attractions in the Budget on 6th March. These circumstances 
prompted the association on 1 6th March to recommend a 
fresh increase in the share rate from 5 ·6% to 6 ·3% to take 
effect on 1 st Apri l : the new figure was equiva lent to 9 ·0% 
grossed up  at the new basic rate of income tax. Two large 
societies, as well as some of the smaller ones, in  fact offered 
their depositors h igher rates than this. A decision on the 
recommended mortgage rate - which was then 8 ·5% - was 
deferred, although a number of smal ler societies found it 
necessary to increase this rate a lso. 

The situation continued to worsen during M arch, and the 
net i nflow of funds fel l  by a further 1 0%, reducing the 
combined l iqu idity ratio to 1 4 ·4%, its lowest si nce June 
1 965, though sti l l  wel l  above the requi red min imum of 
7 ·5%. At the same time, the societies entered i nto many 
fewer commitments to lend : a l lowing for seasonal factors, 
these were over 1 5% less in va lue than in February, and 
commitments i n  February too had been worth about 1 5% 
less than i n  January. The recent phase of l i beral lending 
had now had to give way to greater selectivity towards 
mortgage appl ications. 

On 4th Apri l the association recommended yet another 
i ncrease in the share rate, to 6 ·75% on 1 st May, equivalent 
to 9 ·64% grossed up at the basic rate of tax. At the same 
time, the association announced a rise in their recommended 
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Comparative interest ratesa 

Per cent 

M J S D M J  S D M  

1971 1972 1973 

The climate of persistently rising interest rates 

moved the Building Societies Association to 

recommend an unprecedented series of increases 

in deposit rates in order to attract funds. 

8 Last working day of month. 
b Net redemption yield grossed up at standard/basic rate ot 

income tax. 
c Recommended rate grossed up at standard rate of income tax. 

38· 75% until 6 April 1973 and thereafter at  the basic rate 
of 30%. 

d National Savings Bank investment account. nominal deposit 
rate. ( National savings certificates. it held tor tour years. 
now yield 8·19% grossed up at the basic rate ot tax.) 
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mortgage rate from 8 ·5% to 9 ,5%. They would have raised 
it to 1 0%, but the Government made avai lable an exceptional 
'bridg ing grant' to help borrowers. This is to run for three 
months only at a cost of about £1 5 mi l l ion and wi l l  be found 
from with in  the Department of the Environment's existing 
expenditure programme. The new deposit rates, a nd the  
effect of  the  general easing of  interest rates, succeeded in  
stimulati ng a much  greater net i nflow into the societies i n  
Apri l ; a t  the  same time their lending on mortgage. which 
had fal len a l ittle during February and M arch from the record 
amount lent in January, fell more sharply. as did the 
volume of their new commitments ; and their  combined 
l iq uidity ratio rose a l ittle, to 1 4· 6%. 

Industrial management and the institutional 
investor 
As described in the J u ne 1 972 Bulletin. page 1 78, a working 
party was asked to examine a possible structure and method 
of operation of a centra l organisation through which 
i nstitutional investors would help stimu late action to 
improve efficiency i n  i ndustria l  and commercia l  companies. 
The report of the working party was reprinted in  the last 
issue of the Bulletin. Thereafter discussions continued 
among the bodies directly concerned as to how the new 
arrangements would function. As a result of these dis­
cussions, the Bank announced on 1 6th Apri l that the 
British I nsurance Association had now agreed to join the 
existing member associations to form a new body, to be 
cal led the Institutional S hareholders' Committee. The text 
of the Bank's announcement is reprinted on page 1 48 .  

Conclusion 
The economy has grown rapid ly th is year ; under-used 
resources have a l lowed th is expansion to take place without 
overheating and should cont inue to do so for some time. 
The Chancel lor estimated i n  the B udget that the resources 
were avai lable to support continued growth at 5% per annum 
for a further year or so. Some current reports of  inc ipient 
shortages probably spring from temporary lags in adj ustment 
to the higher levels of output ; but signs of the approach of 
capacity l imitations, should they at any time a ppear, would 
cal l  for prompt action to bring the rate of growth back to a 
susta inable level .  

Looking ahead, the Chancel lor acted i n  May to  reduce the 
rate of i ncrease i n  publ ic expenditure, releasing resources 
for greater investment, for exports, and for the needs of 
consumers. 

The estimated borrowing requi rement for the publ ic 
sector i n  1 973/74 is exceptional ly large, but government 
debt has been made more attractive, and sales of g i lt-edged 
stock to the publ ic have generally gone well since the 
B udget. The growth of bank lending and of the money stock 
has begun to moderate. Short-term interest rates have eased, 
but whether long -term rates can fol low depends - as does so 
much else - on the continued success of the counter­
inflationary measures. 

Largely, no doubt. as a result of the decision to a l low the 
sterl ing exchange rate to f luctuate, there was no great 



movement of funds i nto or out of sterl ing during the inter­
national  exchange upheavals in  February and March. B ut a 
floating rate provides no simple antidote to a deficit i n  the 
balance of payments current account, because the immediate 
effects of a depreciation of the currency are to worsen the 
balance of payments through the terms of trade and to 
i ncrease i nflationary pressures. This has been the experience 
of the U n ited Ki ngdom since J une of last year, though the 
effects have been exacerbated by sharp rises in  the world 
prices of many commodities. These mostly appear now to be 
slowing ; and, as the longer-term benefits to the volume of 
trade of the depreciation in J une 1 972 accrue, the balance 
of trade should improve, as indeed it did in  April .  

The latest rea l ignment of the world's currencies wil l un­
doubtedly contribute towards a better balance of  world trade 
in the years ahead, though the effects are bound to take 
time to develop. The benefits of the previous rea l ignment i n  
December 1 971 scarcely h a d  time t o  begin to appear before 
being cal led i n  question by the markets. An enormous 
problem for i nternational monetary reform is posed by the 
great and rapidly growing weight of l iquid funds which can 
nowadays be moved at speed between one international  
market and another. Progress i n  reform is bound to be 
d ifficu lt, but agreed arrangements are clearly important if 
world trade is to be free to develop its fu l l  potentia l .  I n  
the meantime, most major currencies are floati ng, some 
joi ntly in the main European block and others i ndependently ; 
the experience so far with these a rrangements suggests that 
they are not so vu lnerable to crises of confidence as the 
previous system had become. 
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