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environment
(pages 208-13)

Financial market
developments
(pages 214-22)

Research and analysis
(pages 223-54)

The Inflation Report provides a detailed analysis of recent price and cost developments in
the UK economy. Output price inflation remains subdued, in spite of recent increases in
costs: RPIX inflation (the government’s target measure) was 2.4% in June —the same as in
March—while the Bank’s RPIY measure of underlying inflation (which excludes the effect
of indirect taxes) fell to 1.7%. The economy is continuing to grow at above its long-run
potential rate and unemployment has fallen further, although other labour market indicators
give conflicting signals. Section 6 of the Report lays out the Bank’s current views on the
prospects for inflation over the next two years.

Sterling remained on the sidelines in the foreign exchange markets in the second quarter,
with its effective rate index generally steady at around 80. Despite difficult market
conditions internationally, sufficient gilt sales were made to keep pace with the annual
funding target. The Bank maintained a generally neutral stance in its money-market
operations, and kept its dealing rates unchanged.

There has been a strengthening of activity in France, Germany and Japan, but recovery is
likely to be modest initially. Inflation has continued to decline in most major countries over
recent months, but some forward-looking indicators have suggested some upward pressure
on future inflation. In volatile market conditions in the second quarter, bond yields rose
further and the dollar weakened.

The further falls in government bond prices in the second quarter returned many markets to
the levels prevailing before last year’s strong rally. In the turbulent conditions, the volume
of issues was significantly lower than in Q1; most were made at maturities of five years or
less. The falling bond prices led to price falls in many equity markets.

Research work published by the Bank is intended to contribute to debate, and is not
necessarily a statement of Bank policy.

UK trade—Ilong-term trends and recent developments (by Andrew Dumble of the Bank’s
Structural Economic Analysis Division) considers why trade performance matters. It
analyses the factors that determine whether a current account deficit gives grounds for
concern, and considers some longer-term trends in UK trade performance. It then assesses
the impact of two major influences on recent UK performance —sterling’s depreciation
following the suspension of ERM membership and the recession that has affected its main
EU trading partners—and suggests some elements in the short-term outlook.

Estimating market interest rate and inflation expectations from the prices of UK government
bonds (by Mark Deacon and Andrew Derry) summarises recent Bank research into how best
to derive expectations of interest and inflation rates from the prices of gilts. It explains the
important issues of estimation and interpretation that arise, and outlines a number of
changes the Bank proposes to make to the techniques it uses.

Company profitability and finance (by Kieren Wright of the Structural Economic Analysis
Division) assesses the evolution of firms’ financial position over 1993 and 1994 Ql,
comparing it with the 1982-84 recovery. Profitability has been markedly higher this time;
ICCs’ retained earnings were up by over a third in 1993. Firms have made unprecedented
net repayments of bank debt, while increasing their use of capital markets. Investment has
been higher as a share of GDP, but has not yet picked up as the recovery has progressed.

Investment appraisal criteria and the impact of low inflation (by Andrew Wardlow of the
Conjunctural Assessment and Projections Division) looks at the impact of a return to low
inflation on corporate investment decision-making. It considers the different investment
appraisal criteria used by firms—and the role they give them—and assesses the significance
of firms’ apparent slowness to adjust.

197



Operation of monetary policy

e The economic and monetary data released during the second quarter provided further evidence of a
steady recovery with low inflation. The April tax increases did not appear to have significant impact
on the course of the recovery in the quarter.

e Although there was some increase in earnings growth and manufacturers’ input prices, current
inflation remained subdued.

e International financial markets continued to be volatile; much of the disturbance in the UK
gilt-edged and equity markets reflected this worldwide instability.

e Degspite the difficult market conditions, sufficient sales of gilts were made to keep pace with the
annual funding target. This satisfactory result was achieved by introducing at the monthly auctions a
range of gilt-edged instruments designed to take account of the unstable market conditions.

e With no significant pressure on UK interest rates in either direction, the Bank maintained a broadly
neutral stance in its money-market operations and kept its dealing rates unchanged throughout the
period.

Decisions on monetary policy are based on awide range of
indicators. The Bank’s current assessment of the latest indicatorsis
given in the August Inflation Report; this article describes the
operation of monetary policy in the second quarter of 1994. The
minutes of the monthly monetary meetings between the Chancellor
and the Governor are published by HM Treasury around two weeks
after the subsequent meeting has taken place.

Overview

The economic and monetary data released during the quarter
suggested that the economy was continuing to grow steadily. They
showed output expanding at—or just above—the rate envisaged in
the November Budget and a broadening of the recovery, with
consumer spending, investment and net trade contributing in
broadly equal degreeto GDP growth. The tax measures which took
effect in April did not appear to have significant impact on the
course of the recovery in the quarter.

Although there was some increase in earnings growth and
manufacturers’ input prices, current inflation remained subdued. At
their monthly meetings during the quarter to review monetary
developments, the Chancellor and Governor concluded that it was
appropriate to leave interest rates unchanged.

At times early in the quarter, short-term money-market rates and the
rate implied by the June short sterling futures contract fell on
expectations of afurther slight easing in official rates, but the prices
of the September and December 1994 futures contracts indicated
that the market expected any reduction to be short-lived. As
evidence of the recovery continued to accumulate, the yield curve
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tended to steepen. There was, however, no significant pressure on
current interest ratesin either direction. The Bank maintained a
broadly neutral stance in its money-market operations and kept its
dealing rates unchanged throughout the period.

Theinternational economic outlook showed signs of improvement,
with some evidence of recovery in the major continental European
economies and in Japan. Growth in the Group of Seven
industrialised countries was estimated to have been 1.5% in the
fourth quarter of 1993, and appeared to accelerate in the first quarter
of 1994, with investment rising more rapidly than consumption.
The US economy continued to grow quite strongly in the first
quarter, though below the very high rate recorded in the fourth
quarter of 1993. The Federal Reserve tightened its monetary stance
further in the quarter, raising the federal funds target rate twice by a
total of 75 basis points to 4% and the discount rate by 50 basis
pointsto 34/:%. In Germany, the Bundeshank lowered the discount
and Lombard rates twice by atotal of 75 basis pointsto 4.5% and
6% respectively, despite an M3 growth rate above its target range.
Markets neverthel ess revised upwards their expectations about
future movements in German rates as the German economy showed
signs of recovery, though such expectations moderated towards the
end of the quarter.

In the foreign exchange markets, attention was focused principally
on the dollar—and especially itsrate against the yen. Concerted
central bank intervention early in May briefly checked itsfall, but it
weakened again from the middle of June onwards, falling to a
post-war low against the yen despite a further round of intervention
on 24 June. Sterling's trade-weighted effective exchange rate index
remained steady throughout the quarter at around 80; its
appreciation against the weaker dollar was counterbalanced by
depreciation against a stronger Deutsche Mark.

There was continued turbulence in bond markets around the world,
and this again made its impact felt on the gilt-edged market.
International equity markets were also disturbed (for details, see the
review of financial market developments on pages 214-22). But
differencesin the performance of individual countries’ government
bonds were more marked than in theinitial period of turbulencein
February and March; gilts again tended to weaken by more than
many other major bond markets. Over the quarter, despite a
narrowing of differentialsin June, the spread between UK and
German ten-year yields rose from 115 to 160 basis points, and the
spread between UK and US bonds increased by 60 basis points to
130 basis points. In part, these movements reflected arisein real
yields: theyield on index-linked gilts increased from 3Y:% to 4%
over the quarter. They served to return nominal gilt yields—and
yield differentials with German and US bonds—to broadly the
levels prevailing ayear earlier, suggesting that the strong rally in
the second half of 1993 had run too far.

Foreign exchange markets

The main feature of the quarter was the dollar’ s persistent
weakness. The Deutsche Mark and the yen strengthened; sterling
remained on the sidelines.

The dollar fell sharply against the yen and reached a post-war low
below ¥100, mainly in response to the protracted and inconclusive
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US/Japanese trade negotiations. Against the Deutsche Mark, after
strengthening by five pfennigsto DM 1.72 in the first few weeks of
April, it lost 14 pfennigs, falling to just below DM 1.58—its |owest
level for over ayear.

The persistence of the United States’ trade and current account
deficits with Japan appeared to be a main factor underlying the
dollar’ s weakness against the yen. Though the US authorities stated
that afall in the dollar was not desired, setbacksin the bilateral
trade talks heightened market expectations that the necessary
adjustment would have to come through a depreciation of the dollar.

Market perceptions that the dollar would continue to depreciate
were compounded by changing expectations about the differential
between US and German interest rates. The actual spread of
German over US three-month interest rates narrowed, from 182
basis points at the start of the quarter to 14 at the end of it. But
expectations of future interest rates may have been more influential.
Throughout the quarter, eurodollar and euromark futures implied
expectations that in March 1995 US three-month rates would be
higher than German rates; but the expected differential declined
from a peak of 170 basis pointsin mid-May to 97 basis points by
the end of June. A reduction of /2% in the German discount and
Lombard rates on 13 May left the markets with the view that the
pace of any further easing in German interest rates would slow.
When the Federal Reserve raised the federal fundstarget and
discount rates on 18 May, its statements suggested that the rise of
1% —rather than */:%—showed that a neutral monetary stance
would be reached sooner than previously expected. The resulting
change in expectations about the future spread between US and
German short-term interest rates reduced a source of support for the
dollar.

The dollar rallied in the first half of April, following buoyant
employment figures and a sharp rise in the US purchasing
managers index, reaching a peak of ¥105 and DM 1.72. But it fell
back later in the month after the resignation of the Japanese Prime
Minister and a higher-than-expected increase in the US GDP
deflator (despite GDP data that were lower than expected).

There was concerted intervention by alarge number of central
banksin support of the dollar on two occasions during the quarter.
On 4 May, support was given at around DM 1.655 and ¥101.25;
statements by the US authorities made clear their view that the
dollar’ sfall had gone further than could be justified by economic
fundamentals. The intervention, which was followed later in the
month by the reduction in German and the increase in US rates, was
temporarily successful in checking the dollar’ sfall; it steadied at
around DM 1.665 and ¥102.50.

Further heavy sales, however, were triggered on 17 June by a
research report suggesting that the dollar could fall by as much as
10% against the Deutsche Mark by the end of 1995. By 21 June,
the dollar had dipped below DM 1.59, and below ¥100 for the first
time since the Second World War. A further round of concerted
intervention on 24 June provided some support at these lower levels
but, because the market had expected the further intervention and
many market participants were seeking to unwind long dollar
positions, itsimpact was smaller than the intervention in early May.
Statements by the US Treasury indicating that the administration
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would prefer a stronger dollar failed to provide lasting support.
Trading conditions remained nervous to the end of the quarter, by
which time the dollar was trading at DM 1.5915 and ¥98.65.

Against this background, sterling rose in late June to a nine-month
high against the dollar of around $1.55. Against the Deutsche
Mark, it weakened somewhat in the wake of the dollar’sfall. But
sterling remained very much on the sidelines and experienced no
significant pressure: its average value in trade-weighted terms
against the major currencies—as measured by the Effective Rate
Index (ERI)—remained steady at around 80. Sterling’s stability
was helped by strengthening market perceptions of the continuing
economic recovery and the developing view that UK rates would
fall no further. Political developments—especially at around the
time of the local and European elections—had only afleeting
influence, and sterling ended the quarter calmly at around DM 2.46
and 79.7 onthe ERI.

Most countries within the ERM followed German interest rate
reductions, and for the most part the French and Belgian francs and
the Dutch guilder traded steadily against the Deutsche Mark.
Short-term market rates in Portugal and Spain rose occasionally in
response to aweakening of the escudo and the peseta at the bottom
of the ERM grid; the divergence between the strongest and weakest
currencies widened to 8% on occasions. Outside the ERM, the lira
suffered bouts of weakness, partly as aresult of uncertainty about
the policies of the new ltalian government. The drachma weakened
markedly towards the end of May in anticipation of the removal of
capital controls; the Greek authorities moved to counter this by
raising overnight interest rates temporarily to above 200%.

Developmentsin the bond markets

The disturbance in bond markets worldwide, which began in
February, continued for much of the second quarter. Yieldsin all
major bond markets rose further. There was, however, more
differentiation in the changes in yield among the individual markets
than in the first quarter. The US bond market steadied in May and
the first half of June, whereas afurther period of disturbance
affected the German and other European bond markets from the last
week of May.

The sharpest rises in ten-year government bond yields over the first
half of the year werein Sweden, Australia, Finland, Canada, Spain
and the United Kingdom. Those countries' bonds had been among
the best performing during the rally in 1993, and the subsequent
correction in the first half restored their differentials with German
and Japanese bonds to levels close to those prevailing before last
year'sraly.

Theincreasesin nominal yieldsin part reflected arise in real
interest rates during the second quarter. By the end of June,
index-linked gilt yields had increased to 4% from 3% in January.
There were similar—or larger—measurable risesin other countries
with index-linked government bonds, such as Canada and Australia.
Thisrisein real yields may have reflected the first evidence—seen
since the start of the year—of arecovery in activity in a number of
the major overseas economies, perhaps heightened by concern at the
financing burden of high structural budget deficitsin some
countries.
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Table A

International ten-year government bond yields

Asat end month:

Dec. Mar. Change June  Change
1993 1994 inQl(@ 1994 inQ2(a inH1(a

United Kingdom 6.10 7.63 153 8.64 101

United States 5.80 6.77 97 7.33

Germany 5.55 6.33 78 7.06 73
Japan 3.04 4.01 97 4.30 29
France 5.63 6.56 93 7.60 104
Italy 8.49 9.11 62 10.46 135
Canada 6.64 7.95 131 9.28 133
Spain 8.12 9.19 107 10.67 148
Australia 6.64 7.88 124 9.64 176
Sweden 7.02 8.31 129 10.15 184
Finland 6.73 7.96 123 9.58 162

(@ Inbasispoints; apositive figure indicates an increase.

Change
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A further factor underlying the rise in nominal bond yields was the
volatility displayed by the major bond markets. Implied volatility in
both the US and German markets rose from around 5% in 1993 to
around 9% in the second quarter of 1994.

Apprehension about greater inflationary pressures probably also
played a part in therise in bond yields internationally. The
increased momentum seen in most industrialised economies this
year led to some fears that the gap between potential and actual
output might close earlier than previously expected, with
inflationary consegquences despite the low prevailing levels of
inflation. Risesin commodity prices, in part attributable to
increasing global demand and activity, were also taken by the
markets to imply upward pressure on input costs.

All these factors appeared to lie behind the rise in bond yields early
in the quarter. Around the middle of May, international bond
markets showed signs of recovering some stability, following the
concerted intervention to support the dollar, and the subsequent /2%
cut in German interest rates on 13 May and the /2% risein the US
rates on 18 May. Markets were encouraged by this sequence of
official actions, which improved confidence in US and other bond
markets.

However, renewed disturbance emerged towards the end of May,
led mainly by weakness in German Bunds. Initialy, this seemed to
reflect uncertain expectations about the future course of German
interest rates, as the Bundesbank continued to make small
reductionsin its repo rate despite evidence of strengthening German
economic activity and the continued growth of M3 above its target
range. The market weakened further when the German authorities
cancelled two bond auctionsin the last week of May. In June,
ten-year German yields briefly rose above USyields and on

21 June recorded their highest level for 18 months at 7.33%. Other
European bond markets, including the gilt-edged market, weakened
sharply in line with the rise in German yields.

International bond markets had seemed to steady in early June, but
the weakness in the dollar in the second half of the month led to a
renewed risein USyields, with the ten-year Treasury yield rising
from 6.92% on 6 June to 7.33% by the end of the month. This
produced further fallsin other major bond markets, although
European bonds performed rather better than the US market.

Gilt-edged funding

Conditionsin the gilt-edged market largely reflected the continuing
disturbance in the international bond markets; ten-year
conventional gilt yields rose from 6.2% at the turn of the year to
8.6% by the end of June. Of this 240 basis-point rise, about 100
basis points were the result of therisein real yields. Part of the
remaining increase may have reflected inflation expectations,
although surveys of analysts' short-term forecasts did not
corroborate the rise suggested by implied forward inflation rates. It
may also have reflected arisein the risk premium in response to the
increase in bond market volatility. The average intra-day range of
the price of the long gilt future was 1.15 points, compared with 0.93
points during the first quarter and 0.56 points during 1993. The
implied volatilities of options on the long gilt future were typically
twice as high in the first half of 1994 as in the second half of 1993,
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Grossofficial sales of gilt-edged stock

New issues—on application
New issues—Iater instalments
Other sales (including tap stocks)

£ billions
- -4

which suggested that nominal yields may have embodied a higher
risk premium than in 1993. In addition, the gilt-edged
market-makers (GEMMS) cut the size of their overall open positions
during the second quarter—thereby reducing the extent of the
normal buffer between price pressure and price movements—which
contributed to volatility.

In April, short and medium-term yields rose more than those at the
long end, partly reflecting the continued hedging of fixed-rate
mortgages by lenders or their swap market counterparties. The
increase was most pronounced in the six to nine-year maturity
range, with the yield curve becoming inverted further out. Gilt
yields were steadier for most of May, following the concerted
intervention in favour of the dollar and subsequent changesin
German and US interest rates, and as hedging of fixed-rate
mortgage lending came to an end. But towards the end of the
month, yields rose sharply in the wake of the renewed risein
German Bund yields. In June, the weakening in the dollar was a
further unsettling factor, but towards the end of the month the
market showed signs of consolidation after more than four months
of disturbance. Medium yields, which had touched 9% on 21 June,
recovered to 8%.% by the end of June.

Despite the difficult market environment, the Bank maintained the
required pace of funding. An auction was held each month. The
market was extremely nervous throughout the quarter and, in order
not to aggravate the fragile conditions, the Bank chose to supply
£2 billion of stock at each auction—the bottom of the published
range. When conditions began to stabilise at the end of the quarter,
the Bank supplemented the auctions with sales of stock from
official portfolios. Three packages of tap stocks were also issued
during the quarter, of which the first two raised £740 million.
(Sales of the third package of tap stocks—issued on 29 June—were
settled in July, and therefore count as sales in the third quarter.)
Gross official sales during the second quarter were £7.6 billion.

The April auction (a £2 billion tranche of 6% 1999 stock) was
designed to alleviate atechnical difficulty in the market. 1t wasthe
first tranche issued to be immediately fungible with its parent stock,
easing the problems experienced by the GEMMsin borrowing the
tightly-held five-year stock. Despite the continuing market
disturbance, demand at the auction was high; the tail—the
difference between the yield corresponding to the average and
lowest-accepted prices—was only one basis point and the auction
was covered 1.70 times.

In May, against a background of continuing uncertainty about the
future direction of yields, the Bank announced the auction of the
first convertible gilt issued since 1987: athree-year stock with four
successive options to convert into 9% 2012 stock. Theissue
provided an outlet for investment of liquid funds at a short-dated
maturity—and thereby limited lossesiif gilt prices were to fall
further—but also gave investors a method of gaining exposure to
longer maturities, which would be valuable if yields fell. The high
degree of uncertainty, evidenced by the implied volatilities on
options on the long-gilt future, suggested that a convertible would
be attractive. The response was very positive, with the issue
covered 1.93 times; thetail of 4 basis points owed more to different
methods of valuing the embedded options than to any lack of
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TableB
I ssues of gilt-edged stock

Amount issued Date Date Method Price at Details of Yield (8 Yield (b) Date

(£ millions) announced  issued of issue issue (per payment at issue when exhausted

£100 stock) exhausted
21/2% Index-Linked 2011 150 15.4.94 15.4.94 Tap 164.4375 Infull 3.38 3.36 18.4.94
212% Index-Linked 2024 100 15.4.94 15.4.94 Tap 116.3125 In full 3.46 3.67 18.5.94
6% Treasury 1999 2,000 19.4.94 28.4.94 Auction 93.6563 (b) In full 747 (o) 7.47 28.4.94
438% Index-Linked 2004 150 20.5.94 20.5.94 Tap 111.8125 In full 343 3.85 23.6.94
21/2% Index-Linked 2016 150 20.5.94 20.5.94 Tap 141.8750 Infull 3.64 3.84 3.6.94
7% Treasury Convertible 1997 2,000 17.5.94 26.5.94 Auction 100.3750 (d) Infull 6.87 (o) 6.87 26.5.94
7% Treasury 2001 150 29.6.94 29.6.94 (¢ Tap 92.1875 Infull 8.44 8.39 30.6.94
7% Treasury 2001 100 29.6.94 29.6.94 To CRND 92.1875 In full 8.44
63/4% Treasury 2004 ‘A’ 150 29.6.94 29.6.94 (9 Tap 88.5938 In full 841 8.34 11.7.94
63/4% Treasury 2004 ‘A’ 100 29.6.94 29.6.94 To CRND 88.5938 Infull 841
21/2% Index-Linked 2011 150 29.6.94 29.6.94 (o) Tap 156.0625 Infull 3.90 3.90 12.7.94
8% Treasury 2013 200 29.6.94 29.6.94 (¢ Tap 96.3125 Infull 8.38 8.34 11.7.94
8% Treasury 2013 100 29.6.94 29.6.94 To CRND 96.3125 Infull 8.38
Floating-rate Treasury 1999 2,000 21.6.94 30.6.94 Auction 99.7500 (f) In full .. 30.6.94
not applicable.

a) Grossredemption yield, per cent.

(
(b) Lowest-accepted price for competitive bids. The non-competitive allotment price was £93.7188.

(c) Yield at lowest-accepted price for competitive bids.

(d) Holders have four options to convert this stock into 9% Treasury 2012; the non-competitive allotment price was £100.4688.
(e) Tap stocksissued on 29 June were all settled in July, and will count towards funding for the third quarter.

TableC
Official transactionsin gilt-edged stocks

£ billions: not seasonally adjusted

1993/94 | 1994/95 (a)
Total April May  June
Gross official sales (+) (b) 54.6 31 21 25
Redemptions and net
official purchases of stock
within ayear of maturity(-) -5.8 -11 -05 -1.6
Net official sales (c) 48.9 2.0 16 0.8
of which net purchases by:
Banks (c) 6.5 11 1.8 0.7
Building societies (c) 1.3 0.1 — —
Overseas sector 175 -0.1 -0.1 -0.7
M4 private sector (c) 234 3.0 -0.2 22

(a) Later instalments are included in the month when they fall due, not in the month
when the saleis secured.

(b) Grossofficia sales of gilt-edged stocks are defined as official sales of stock with
over one year to maturity net of official purchases of stock with over one year to
maturity apart from transactions under purchase and resale agreements.

(c) Excluding transactions under purchase and resal e agreements.

demand. Theimplied value received on the options was about
£1.25 per £100 of stock.

The auction enabled the government to raise three-year funds at
6.83% when outright yields for that maturity were around 7.3%,
with the opportunity for investors—at the first conversion date on

6 August—to switch into the long conversion stock at ayield cost to
the issuer of 7.65%, compared with ayield of 8.15% on the 9%
2012 stock at the time of the issue. On the same day as the gilt
auction (25 May), the German authorities cancelled a four-year note
issue, and a further Bund issue scheduled for early June was
cancelled on 31 May. Inthe prevailing weak market conditions, the
Spanish, Austrian and Japanese authorities also cancelled one or
more of their auctions. In the United Kingdom, the ability to
continue with the monthly programme of auctions on the normal
schedule was a helpful element in enabling the market to stabilise
once yields had adjusted.

For the June auction, with bond markets worldwide still subject to
considerable uncertainty and volatility, the authorities decided to
deepen the liquidity of the floating-rate gilt maturing in 1999, first
issued in March with a coupon equal to Libid minus %/s%. This
stock had been largely retained by the original investors, so that
there had been relatively little trading activity. A £2 billion tranche
was therefore added. The response was positive: the cover, at 2.73
times, was the highest since April 1991, and there was a difference
of only one penny between the average (£99.76) and
lowest-accepted prices (£99.75), equivalent to atail of only a
quarter of abasis point.

The funding arithmetic for 1994/95 was set out in the annual remit
for the Bank’s operationsin the gilt market.w Since the remit was
published on 17 March, the amount of overfunding in 1993/94 (net
of underfunding carried forward from 1992/93) has been estimated
at £2Y/4 billion, and the PSBR forecast for the current fiscal year has
been revised down by the Treasury to £36 billion (in the summer
economic forecast published on 28 June). Taking into account
£8'/ billion of gilt maturitiesin 1994/95, an assumed net
contribution of National Savings of £3'/- billion, and sales of gilts

(1) Reprinted in the review of the operation of monetary policy in the May Quarterly Bulletin,
pages 112-3.
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TableD
Interest rates, gilt yields and exchangerates; selected dates®
Interest rates Gilt yields (b) Exchange rates
(per cent per annum) (per cent per annum)
Short sterling
Sterling interbank rates (c) future (d) Conventionals Index-Linked
1994 1 month 3 months 6 months 12 months 3 months Short Medium Long Long ERI $IE DM/E
31 March 57132 Ss/16 513/32 51116 547 7.08 7.48 7.68 3.46 79.3 14841 24804
15 April 518 53116 50132 510132 527 7.10 7.49 7.65 344 79.9 14733 25235
4 May 53/32 57132 57/16 529132 5.44 7.85 8.19 8.25 3.62 79.6 14975  2.4891
18 May 5v32 53116 5358 5718 5.33 7.56 7.92 8.00 3.66 80.0 15070  2.5004
1 June 5v32 5732 517/32 65/32 5.78 8.45 8.80 8.81 3.95 80.3 15170 24918
21 June 43132 518 515/32 65/32 5.70 8.51 8.85 8.70 4,01 79.9 15377 24594
30 June Sv32 55132 515/32 63116 5.63 8.24 8.63 8.57 3.97 79.7 15435 24564

(@) Close-of-business middle-market ratesin London.

(b) Grossredemption yield. Representative stocks: short—6% Treasury 1999; medium—6%.% Treasury 2004; long—=8% Treasury 2013;
index-linked—2/-% Index-Linked Treasury 2016 (real yield assuming 5% inflation).

(c) Middle-market rates.

(d) Implied futurerate: until 18 May, the June contract, thereafter the September contract.

made to banks and building societies of £6.8 billion in 1992/93,
required gilt salesin 1994/95 are now approximately £32 billion

Sterling interest rate expectations® (compared with the £37 billion originally forecast). Approximately
Merket expectaions s eer cent 25%. of thg necessary gross salgswere made in the first quarter of
- - 80 the financial year between April and June.
- - 75 .. .
Official money-market oper ations
B - The Bank left its dealing rates unchanged and maintained a broadly
B . neutral stance in its money-market operations throughout the
quarter.
— - 6.0
21 March 15 April Short-term interbank rates drifted lower at the start of the period,
- -5 and were subsequently fairly stable around 5% at the three-month
k- o maturity. This reflected calm money-market conditions and an
T ireemonth Libor ‘ absence of any significant market pressure for an early changein
YT T T T T I O T A B Y interest ratesin either direction. 12-month rates rose from 5%.% to
AMJJA SONDIJIFMAMI 6%.% and the rates implied by short sterling contracts increased at
o o ® all maturities beyond September 1994.
(@ Three-month Libor implied by short sterling futures contract.
TableE In the middle of April, anumber of factors led to arevival of
I nfluences on the cash position of the money expectations of a possible further rate cut. The minutes of the
market January, February and March monthly meetings between the
I _ Chancellor and the Governor were published on 13 April, and most
£ billions; not seasonally adjusted . . - .
Increase in bankers balances(+) analysts judged that a further cut remained a possibility particularly
1993/94 | 1994/95 if, with the April tax measures, there were signs of aslowdown in
Totd  |April  May June (3) activity. The surprise cut in German interest rates on 14 April was
F%%f@,afsfggqf% égfion followed by March retail prices figuresfor the United Kingdom a
Under/overfunding (+/-) (b) 28 | 22 24 17 day later, showing afall in RPIX inflation from 2.8% to 2.4%.
Other public sector net
go'r{gw . ﬁ'cém i 19 | 07 03 01
of %i'cﬂ?l?cgl m‘aﬁi&?g T i ' ' But after the release of underlying average earnings and
ey eandbuldng 0y s o1 unemployment figures on 20 April and robust retail sales dataon
Currency circulation (-) 29 | 03 07 02 21 April, the view that short-term interest rates might have reached
Other -24 2.6 12 13 . . . . . .
— their low-point gained strength and this was reflected in the prices
. Total 62| 45 22 33 of short sterling futures contracts. During May and June, implied
Increase (+) in the stock of 42 | 45 22 33 rates came closer than in the two previous months to economists
I ) inET ; ;
nerease () In ngrgmy 17 o7 16 forecast_s of future interest rate; Sales _of short gal ing futuresto
Increase in bankers hedge fixed-rate mortgag_e lending declined, as higher mter_est rates
balances at the Bank -02 - = — reduced the demand for fixed-rate mortgages, and hedging in the
(4) Estimate; actual figuresto be published on 3 August. o market became more attractive as aresult of afall in swap spreads
(b) From 1993/94, central government net debt sales to banks and building societies . . . . .
aeinduded infunding. o N (the premium over the yield on the equivalent-maturity gilt for
(c) From 1993/94, banks' and building societies' transactionsin local authorities’ and . . . . . . .
public corporations' listed sterling stocks and bonds are included in funding. institutions in the swap market paying afixed rate of interest and
(d) Other than those held outright by the Bank and government accounts, but including .. .
those purchased by the Bank on a repurchase basis. receiving Li bor).
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Operation of monetary policy

M oney-market assistance

£ billions

Total assistance (a)

1994

Bank of England’s holdings of bills, market advances and funds supplied

under the repo and secured |oan facilities.

Bank of England’s holdings of eligible bank and local authority bills
outright and on arepurchase basis; and of sterling Treasury billson a

repurchase basis.

Bank of England’s holdings of gilt-edged stocks on a repurchase basis, and

18

16

14

12

10

loans made against export and shipbuilding credit-related paper.

The pattern of government expenditure and revenue flows, together
with the sales of gilt-edged stock, meant that the average stock of
assistance provided by the Bank fell from around £12 billion in
March to around £5 billion by the end of June. Thisreduced the
average daily money-market shortage and contributed to steady
money-market conditions. On three days, there were money-market
surpluses (for the first time in over ayear)—twice in April and once
in June.

There were very few large individual shortages and early rounds of
operations were required only on 20 and 21 April. The more
modest shortages on other days were comfortably relieved, and on
some days with small shortages the Bank invited offers of billsin
Band 1 only (bills with aremaining maturity of 1-14 days).

Overnight and other short rates became quite stable, helped by the
repo and secured |oan facilities which were made permanent earlier
this year and are now available to awider range of ingtitutions. A
Master Agreement governing use of the repo facility—formalising
the legal arrangements and incorporating margin regquirements—
was introduced on 20 April. The facility was made available to all
members of the UK banking sector, discount houses, GEMMs and
building societies; however, as short interbank rates fell below the
repo rate (5°/:%, the yield equivalent of the Bank’s Band 2 discount
rate), there was afall in the amount borrowed using the facility—
from £4.4 billion on 6 April to £2.6 billion on 22 June.

In anticipation of afall in the outstanding stock of assistance, the
weekly size of the Treasury bill tender was increased from

£200 million to £400 million on 29 April, and to £500 million on
20 May. The increase both allowed the authorities to maintain an
adequate influence over short-term interest rates and deepened the
Treasury bill market. Demand for the bills remained strong and
each issue was heavily oversubscribed. Theincreasein the size of
the tender had little obvious effect on the yield (which remained
about /1% below the yield on eligible bank bills). On this basis by
the end of August, there will be around £8.7 billion of Treasury bills
outstanding, an increase of £3.9 billion compared with April.
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The international environment

e Economic activity has strengthened in France, Germany and Japan, but recovery islikely initially to
be modest and large output gaps will remain.

e Inflation has continued to fall in most major countries. But a number of forward-looking indicators
such as commodity prices and, in the United Sates, high capacity utilisation point to some upward

pressure on future inflation.

e Despite higher activity and lower inflation, financial markets have continued to be volatile in recent
months. Bond yields have risen further and the dollar has weakened.

Chart 1
GDP growth
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(@) GDP-weighted average of France, Germany and Italy.

Chart 2
Consumer priceinflation

Percentage changes on a year earlier
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(a8 RPI excluding mortgage interest payments.
(b) GDP-weighted average of France, Germany and Italy.
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Overview

A feature of the recent period of slow growth in the industrialised
world—which began in 1990 with the US recession—has been the
diverse growth paths of the major countries: the timing, duration
and depth of recession have varied widely. Asaresult of this
variation, the overall effect of recession has probably been less
severe than in the 1981-82 downturn (when countries' growth paths
were more synchronised) but the slowdown has lasted much longer.
In the last three months, however, there has been clearer evidence
that all of the Group of Seven (G7) countries—including those
which entered the recession last—are recovering.

In the first quarter of this year, aggregate G7 GDP rose by around
0.8%—its highest rate for four years. Chart 1 shows the path of
GDP growth in the major international economies; in the first
quarter, GDP rose by 0.5% in France and Germany and by 1% in
Japan, while growth in the United States slowed to 0.8% from its
very high fourth-quarter rate.

Although economic recovery in Europe and Japan seems to be more
firmly established than three months ago, growth islikely to be
modest this year and may be uneven, at least initially. The
government sectors have provided large contributions to growth in
France and Japan, but these effects may fade later this year.
Increasing unease in bond markets over budget deficits and rising
government debt may limit the scope for future fiscal stimulus.
Consumer confidence and spending in France and Germany are still
weak and business investment is not yet recovering. First-quarter
growth in Germany and Japan may also have been overstated
because of seasonal factors.

Chart 2 shows that most of the major countries have continued to
make progress in reducing consumer price inflation in recent
months. Despite lower inflation in the G7 countries since the
beginning of the year, however, uncertainty and volatility have
continued to affect financial markets. The weakness of the dollar,
and fallsin bond and equity prices worldwide, have illustrated the
concerns of financial markets over potential upward pressure on US
inflation from high capacity utilisation and rising commaodity prices.



International environment

Chart 3
Unemployment®

Percentage of workforce

14

Germany

bbb bobie b bbb ol
1980 81 82 83 84 85 86 87 83 89 90 91 92 93 94

(a) OECD standardised rate except for the United States, which is on the

basis of anational definition.

Chart 4
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Table A

Contributionsto western German and Japanese

GDP growth
Percentage points (a)

Year
Western Ger many
Consumption 0.9
Investment 0.2
Government expenditure 0.6
Stockbuilding -0.3
Domestic demand 11
Net trade 0.1
GDP 12
Japan
Consumption 10
Investment -1.2
Government expenditure 11
Stockbuilding -0.5
Domestic demand 0.4
Net trade 0.8
GDP 12

(a) Figuresfor quarters give the change compared with the previous quarter.
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The significance of rising commodity prices for the near-term
outlook for inflation is debatable. Commodities are a small input
into OecD production; manufacturing unit wage costs are a much
larger element in manufacturers’ costs and, in the first quarter, were
lower than ayear earlier in Canada, Germany, Italy and the United
States. And, with the exception of the United States, the level of
output is still well below potential.

Economic recovery is under way in continental Europe and Japan
but is unlikely to be rapid

The 0.5% rise in GDP in France and Germany in the first quarter
was narrowly based. Private consumption made no contribution to
growth in either country.® Retail sales volumes were still falling in
Germany in April (though they rosein May) and were not yet on a
firm upward trend in France. High unemployment in continental
Europe is probably a key factor holding back a more rapid
consumer-led recovery (see Chart 3). The inflexibility of European
labour markets relative to the United States may mean that
unemployment will respond slowly to arisein activity.@ Chart 3
shows that unemployment in France and Germany has continued to
rise in recent months, though the rate of increase has slowed this
year; in the United Kingdom and the United States, which are
further advanced in the economic cycle, it isfalling. Although
personal sector activity isweak, European consumer confidence has
risen in recent months. But if continental Europe follows the
precedent of the United Kingdom and United States, confidence may
remain low despite the strengthening of activity. Chart 4 shows that,
in spite of the weakness of consumer spending, industrial production
in the major EU countries seems to have passed its low-point.

Table A summarises recent contributions to western German and
Japanese GDP growth. Therise in west German GDP in the first
quarter was largely accounted for by arise in construction output.
Net exports made a negative contribution to first-quarter GDP
growth, despite reports of buoyant foreign orders towards the end of
1993; over the previous year, they had made a positive contribution
to growth. In the last two years, Germany’s competitiveness has
deteriorated as the real effective exchange rate—the nominal rate
adjusted for changes in relative unit labour costs—has risen by
around 8%. Since 1985, Germany’s real effective exchange rate has
risen by 30%.

In France, the 0.5% increase in output in the first quarter was based
primarily on stockbuilding, with net exports—as in Germany—
making a negative contribution to growth after several quarters of
positive contribution. French unemployment—which averaged
11%:% in 1993—had risen to more than 12% by May thisyear. The
government has announced a variety of measures to stimulate the
economy and reduce unemployment: these include providing
subsidies for employing youth workers and exemptions from social
security contributions. But although the government sector made a
small positive contribution to growth in the first quarter,
unemployment has continued to rise.

As Table A shows, the 1% rise in Japanese output in the first quarter
was led by private consumption and government spending, as the
effect of earlier government fiscal packages continued to feed

(1) A box on pages 118-19 of the May 1994 Quarterly Bulletin described recent developmentsin the
household sector in more detail.

(2) Indicators of labour market turnover were presented on page 16 of the February 1994 Quarterly
Bulletin.
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Chart 5
Japan: industrial production and
manufacturing confidence
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(a) Industrial production, right-hand scale.
(b) Diffusion index of major manufacturers' view of business conditions,
left-hand scale. The figure for the third quarter of 1994 is aforecast.

TableB
Unit wage costsin manufacturing

Percentage changes on ayear earlier

1991 1992 1993 1994
Y ear Y ear Y ear Q1
Canada -2.6 -24 -2.7 -1.3
France 21 0.5 15 ..
Germany 4.3 4.9 15 -5.0
Italy 13.4 55 4.3 -1.8
Japan 4.4 8.7 45 5.2
United States 13 -0.7 -1.2 -1.6
Major six 31 18 0.3
Memo:
United Kingdom 7.0 21 0.2 21

.. not available.
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through. The latest Tankan survey of business conditions showed
thefirst rise in confidence for five years, but from alow base (see
Chart 5). Last year, industrial production and GDP rose in the first
quarter but then fell. Recovery thisyear islikely to be modest; the
OECD projects a0.8% risein GDP. Consumer confidence is weak
and the outlook for the corporate sector has been adversely affected
by the sharp appreciation of the yen and the rise in long-term interest
rates.

In the United States, economic growth has fallen from its high (and
probably unsustainable) fourth-quarter rate. Output rose by 0.8% in
the first quarter, compared with 1.7% in 1993 Q4. Nevertheless,
retail salesand industrial production in April were 4%-5% higher
than ayear earlier. The labour market has also continued to tighten:
non-farm employment rose by 34:% in the year to June, compared
with 2% last year. But so far, there has been little discernible effect
on wage costs: the annual rise in manufacturing earnings was
around 2°/:% in the second quarter, similar to the rise in the second
half of 1993.

Inflation has continued to fall in the major countries

Consumer priceinflation in the G7 countries fell from 2/:% in the
year to December to around 2% in the year to May. In the past year,
producer prices have fallen in France, Japan and the United States.
And, as Table B shows, in the first quarter of thisyear,
manufacturing unit wage costs were lower than ayear earlier in four
of the G7 countries. Despite this favourable inflation news, financia
markets—particularly in the United States—have concentrated on
forward-looking inflation indicators, such as commodity prices, and
the implications for earnings growth and output prices of a
tightening US labour market and high US capacity utilisation.

Measured by the Economist’ s dollar-denominated index, non-ail
commodity prices rose by 30% in the year to June, while Brent crude
oil pricesfell by 5%. Non-oil commodity prices have been rising
because of a series of unconnected supply shocks and some producer
agreements to limit supply. There have also been reports of
speculative inflows into some commodity markets, which may
presage arisein final demand. In the past, supply-driven non-oil
commodity price shocks have often been temporary. And Bank
research also suggests that even demand-driven changes in non-ail
commodity prices have sometimes been partly transitory: non-oil
commodity prices have tended to overshoot in response to changes
in G7 demand.®

Until March, weak oil prices had largely offset price risesin other
commodity markets. Since then, however, the Brent crude oil price
has risen from around $13.50 a barrel to $17 abarrel in June,

pushed up by higher oil demand in the United States and, reportedly,
by the threat of conflict in Korea. But, at $17 abarrel, the oil price
isat around last year' s average. The surprise, perhaps, is not that

oil prices have risen, but that they should have fallen so low in
March and April. Theimplications for inflation of rising commodity
prices are discussed in more detail in the August Inflation Report.

Financial market volatility poses a threat to nascent recovery

Despite the continuing favourable news of falling inflation and
evidence that economic growth was becoming more widespread
throughout the G7, there was further financial market volatility in

(1) A box on page 14 of the February 1994 Quarterly Bulletin described this process in more detail.
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Chart 6
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(a8 Ten-year government bond yield minus three-month domestic
money-market rate.

TableC
General government financial balances

Percentage of GDP

1990 1993 1994
Canada -4.1 -6.8 -55
France -16 -5.8 -5.9
Germany 21 -33 -29
Italy -10.9 -9.5 -9.7
Japan 29 0.3 -1.9
United States -25 -35 -2.6
Memo:

OECD Europe -3.7 -6.3 -6.1

G7 2.0 -39 3.7

Source: OECD; the figures for 1994 are OECD projections.

Chart 7
Government bond yieldsa

Per cent
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(a8 Ten-year bonds.

the second quarter. Changed perceptions over the outlook for
economic growth and the direction of short-term interest ratesin
Germany, Japan and the United States, together with a weakening of
the US dollar, have contributed to bond and equity-market falls this
year.

Earlier in the year, the trigger for falling bond and equity prices was
the Federal Reserve' sfirst increase in short-term interest rates for
fiveyears. InJune, falling US bond prices followed renewed US
dollar weakness and a growing view that short rates in Germany and
Japan might not need to fall further, given therisein activity.
European bond yields followed US yields up—though eventually
yields in some European countries rose by more than US yields.
Chart 6 shows that in Germany the gap between long and short-term
interest rates widened sharply between March and June. European
and Japanese bond yields rose because of changed perceptions of
future short rates, but perhaps also because European markets have
focused once again on high government borrowing. The latest
Economic Outlook produced by the OecD, for example, projects
that general government deficitsin European OeCD countries will be
6.1% of GDP this year, compared with 6.3% last year (see Table C).
In most European economies, deficits are projected to fall this year
but gross government debt is set to continue rising as a proportion of
GDP.

In continental Europe, most personal sector mortgages are priced
relative to long-term interest rates and the corporate sector is also
more reliant on borrowing at long-term interest rates than, for
example, in the United Kingdom.® There have therefore been some
concerns that rising long rates in Europe (and Japan) could damage
recovery—particularly of businessinvestment, which fell sharply
during the recession and has not yet begun to rise.

It should be recalled, however, that the increase in long-term yields
this year followed three years of steady fallsin nominal bond yields
(see Chart 7). With hindsight, the rally in bond pricesin the second
half of last year may have pushed prices too high, and thisyear’s
risein yields may therefore be in part a correction from that
overbuoyant period. In June, ten-year government bond yieldsin
France and Germany were 150 to 200 basis points higher than at the
end of 1993, but less than 50 basis points higher than ayear earlier;
Japanese yields were still lower than in June 1993. So it seems
unlikely that the rises seen in French and German long-term ratesin
the year to the end of June will seriously damage the recovery
(interest rates have, however, risen more sharply in other European
countries, such as Italy and Spain). Inthe United States, long-term
interest rates rose by more than 100 basis points in the year to June,
but recovery isfirmly established there and the tightening of
monetary conditions at the short and long ends of the yield curve
may be consistent with maintaining growth on a broadly steady
path. One concern, however, isthat, adjusted for current inflation,
US and German nominal bond yields rose sharply between January
and June (see Chart 8).

Monetary growth has been weak in France and Japan but high in
Germany

There islittle evidence yet that the rise in long-term interest rates
has reduced money and credit growth in the major economies

(1) Seethearticleon fixed and floating-rate finance in the United Kingdom and abroad on pages 34-45
of the February 1994 Quarterly Bulletin.
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Chart 8
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Chart 9
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TableD
Current account balances
Percentage of GDP

1992 1993 1994
Year Year Q3 Q4 Q1

Canada -3.8 -43 -4.1 -45 ..
France 0.3 0.8 16 13 ..
Germany -1.2 -1.3 -16 -16 -1.6
Italy -2.3 11 15 2.6 0.5
Japan 3.2 31 2.9 2.8 3.2
United States -11 -1.6 -1.7 1.9 -1.9
Memo:

United Kingdom -17 -1.7 -1.3 -1.3 -0.5
.. not available.
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(though effects would be expected to feed through with some lag).
In the United States, where short-term interest rates have aso
increased, outstanding corporate bond issues have continued to rise
and, in the fourth quarter of last year and the first quarter of this, the
level of bank loans outstanding rose, after falling between 1991 and
1993 (see Chart 9).

In Germany, where an intermediate money supply target is used, M3
growth has continued to be high in the second quarter. Although its
annualised growth rate (compared with the fourth quarter of last
year) has fallen in recent months, it was still above 10% in May,
compared with atarget of 4%—6%. In thefirst five months of the
year, monthly M3 growth averaged 1%. The high growth rate can
be explained partly by high government borrowing and increased
competition for savings deposits following arelaxation of rules
governing savings banks. And earlier thisyear, M3 growth was
distorted upward by taxation effects. So, despite M3 growth in
excess of the target range, the Bundesbank has focused on the
falling rate of inflation and has continued to guide money-market
rates down by cutting its repurchase (‘repo’) rate and, in May,
making alarger-than-expected, 50 basis-point cut in the discount
and Lombard rates.

In France, by contrast, the annual rate of M3 growth was negative
between October 1993 and May thisyear. There were a number of
special factors, such as taxation changes and high sales of the
‘Balladur bond’ (alarge government issue last year which raised
funds to finance measures to reduce unemployment), but underlying
M3 growth has been weak. Between May 1993 and February this
year, outstanding bank credit was also lower than ayear earlier.

In Japan, annual growth of the most widely watched money supply
measure, M 2+CDs, has continued at around 1Y/:%—2% for more than
ayear. The Bank of Japan’s foreign exchange intervention to
support the dollar—which might otherwise have boosted the money
supply—seems largely to have been sterilised by sales of Japanese
government bonds to the non-banking sector. In thefirst four
months of the year, the stock of bank loans to non-financial
enterprises was unchanged from the same period of 1993 and, with
long-term interest rates rising, the cost of bank loans has risen since
April. Thefirms surveyed in the latest Tankan survey confirmed
that loan rates had increased in the three months to May, although
the overall lending attitude of financial institutions had eased.

By the second quarter, the dollar had been depreciating against the
yen for more than ayear; by contrast, it strengthened against the
Deutsche Mark for most of last year, though it depreciated in the
first half of thisyear. Inthe year to June, the dollar fell by 6%
against the yen and, despite central bank intervention and supporting
policy statements, fell below ¥100 for the first time since 1945. The
weakness of the dollar, despite the fact that the United States was
further ahead in the economic cycle than Germany or Japan,
probably resulted primarily from underlying concerns over the
bilateral current account imbalance between the United States and

Japan.

Current account imbalances have been slow to adjust

Table D shows current account balances in the G7 countries. The
Canadian deficit is the largest relative to GDP (it rose to 4.3% of
GDPin 1993), but Japan’s surplusis the largest absolute imbalance
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Chart 10
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and it has attracted most interest. Therisein Japan’s surplusin the
first quarter reflected its weak relative demand—domestic Japanese
demand rose by less than 1% over the fourth and first quarters,
compared with nearly 3% in the United States. In thefirst five
months of this year, Japan’s visible trade surplus with the United
States was $20 billion, 9% higher than in the same period last year.
Aggregate trade volumes have, however, responded to the high
yen—Chart 10 shows that a clear gap has opened up between import
and export volume growth. Because arising yen causes the terms of
trade to move in Japan’ s favour, the surplus has been slow to
respond to these volume trends, but it might be expected to narrow if
they persist and as Japanese relative demand recovers.

Canada sreal effective exchange rate has fallen by 20% over the
two years to June, because of a depreciating nomina exchange rate
and falling manufacturing unit wage costs. Despite this
improvement in competitiveness, the current account deficit has
risen, because of strong demand relative to its non-US export
markets and—more importantly— a widening invisibles deficit
because of rising interest payments to foreign holders of Canadian
government debt. Chart 11 shows that Canada s general
government debt (domestic and foreign currency) has risen to more
than 80% of GDP. Recent risesin long-term interest rates will make
it more difficult to reduce the deficit despite a strengthening
economy and gradually-falling unemployment (now below 11%).

The mobility of capital, boosted over the last 15 years by
deregulation and atrend toward risk diversification via cross-border
investment, meansthat it is easier to finance the current account
deficits shown in Table D. But the weakness of the dollar in recent
months shows that markets are focusing on these imbalances and the
means by which they are financed.

In 1993, the main counterparts to Japan’s $130 hillion current
account surplus were a $78 hillion outflow of long-term capital, a
$26 hillion outflow of short-term capital and a$26 billion risein
foreign exchange reserves, largely the result of intervention to
support the dollar. By contrast, in the first quarter of this year,
Japan’s $34 hillion current account surplus was accompanied by a
$47 billion inflow of long-term capital. This net inflow of long-term
capital mainly comprised foreigners' net purchases of Japanese
equities (which helped to support the stock market) and a reduction
in Japanese holdings of overseas bonds—some investors were
reportedly selling overseas bonds because of capital losses following
the yen’s appreciation. The first-quarter surplus on the current and
long-term capital accounts was matched by a $6 billion risein
foreign exchange reserves and an $84 billion outflow of short-term
capital.
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e  Government bond prices continued to fall during the second quarter, prompted mainly by growing
concern about inflationary pressures and uncertainties over the future level of short-terminterest
rates. In many markets, prices returned to the levels prevailing before last year’s strong rally.

e  Thevolume of borrowing in the international bond markets was significantly lower than in the first
quarter, reflecting borrowers’ reluctance to issue and investors' unwillingness to commit funds while

mar kets remained turbulent.

e IntheUS Japanese and most European markets, yield curves steepened as investors—taking a
defensive view—shifted their interest away from long maturities. Most of the limited number of new
bond issues were concentrated at maturities of five years or less.

e Rising real bond yieldsled to price falls in many equity markets. New equity issues were therefore
more difficult, though this did not stop a large number of companies coming to the market in the

United Kingdom.

Overview

Bond prices continued to fall in volatile conditions during
the second quarter. The fallswere led by the US and
German government bond markets, but the trend of rising
yieldswas seen in al the major markets (see Chart 1).
Growing concerns about inflation, particularly in the
United States, contributed to the falls.

Chart 1
Ten-year government bond yields
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Source: Bloomberg.

The prices of US Treasuries continued their decline; the
yield on ten-year Treasury bonds rose by 47 basis points
during the quarter. The Federal Reserve continued to tighten
monetary policy, raising the target federal funds rate twice
—Dby 25 basis points on 18 April and 50 basis points on

17 May (when the discount rate was raised by the same
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amount)—to alevel of 4.25%. The second increase was
initially perceived as a move towards a neutral monetary
stance and provided a brief fillip to bond markets. With
annual inflation of 2.3% at the end of the quarter, the ‘real’
federal funds rate was then 1.95%, close to its 2% average
over thelast 25 years. The markets neverthel ess remained
sensitive to any indicator suggesting higher future inflation,
and the upward revision (to 3%) to the figure for first-quarter
GDP growth ended the minor rally seen after 17 May.

In Europe, falling Bund prices and cuts in German
short-term interest rates led to a significant steepening of the
Deutsche Mark yield curve: theyield differential between
ten-year and three-month rates, which had been negativein
the fourth quarter of 1993, increased to 212 basis points by
the end of June, influenced by rapid money supply growth,
strengthening perceptions of recovery in Germany and
diminishing expectations of further immediate cutsin
short-term interest rates.

Japanese bond markets performed relatively strongly at the
start of the quarter. Market sentiment was buoyed by
relative currency stability in the first two months of the
quarter as well as by perceptions that the government was
continuing its accommodating stance on short-term interest
rates. Lower interest rates, combined with renewed demand
frominstitutional investors following the start of the new
Japanese financia year, encouraged borrowing. After abrief
sell-off in mid-June, however, prices of Japanese
government bonds ended the period slightly lower than they
began.

The general fall in bond prices in turbulent market conditions
resulted, for most of the period, in a dearth of primary
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market issues. Borrowing in the international bond markets
totalled only $91 billion in the second quarter, athird less
than in the previous quarter (see Table A) and the lowest
total since the fourth quarter of 1992. Most of the straight
bonds issued were in currencies other than the dollar. The
high volume of floating-rate notes (FRNS) issued in the first
quarter ($39 billion) was not maintained in the second (only
$17 billion), partly because underwriters had been left with
FRNs on their books. The volume of equity-linked debt
issues fell even more sharply; only $6 billion was raised
from such issues, down from $21 billion in the first quarter.

Table A
Total financing activity:@ international markets by
sector

$billions; by announcement date

1992 1993 1994
Year Year | Q2 Q3 4 Q1 Q2
International bond issues
Straights 2815 3757 | 880 822 826 768 685
Equity-related 240 396 83 106 120 207 57
of which:
Warrants 183 208 37 55 5.3 82 08
Convertibles 57 188 4.6 51 6.8 125 48
Floating-rate notes 432 685 13.6 19.0 20.3 387 16.7
Bonds with non-equity
warrants (currency,
gold, debt) 12 15 0.4 0.2 0.1 0.1 —
Total 3499 4854 | 1103 1120 1151 1362 909
Credit facilities (announcements)
Euronote facilities 1132 1174 | 149 311 559 357 460 (b
of which:
ECP 215 242 34 29 122 39 154 (b
EMTNs 90.8 927 11.2 28.1 43.6 319 30.6 (b
NIFSRUFs 0.9 0.5 0.3 0.1 0.1 — —
Syndicated credits 2214 2212 69.4 54.7 55.0 520 645
Total 3346 3386 | 843 858 1109 87.7 1105
Memo: amounts outstanding
All international
Bonds (c) 1,686.4 1,847.9 |1,774.9 1,843.6 1,847.9 1,980.8 ..
Euronotes (b) 1731 2558 | 199.3 2346 2558 289.8 330.3
of which, EMTNs 614 146.6 948 1246 146.6 177.9 2165

not available.

(a) Maturities of one year and over. The table includes euro and foreign issues and publicised
placements. |ssues which repackage existing bond issues are not included. Figures may not add
to totals because of rounding. Bond total includes issues from MTN programmes.

(b) Euroclear figures.

(c) BlS-adjusted figures, including currency adjustment. Includes issues of fixed-rate bonds and
floating-rate notes.

Among theissuersin the international market, sovereign
borrowers remained prominent. Some domestic auctions by
sovereign issuers were, however, cancelled in the face of
adverse market conditions; but it isnot clear how much this
helped the markets, since cancellation may have heightened
concerns about the scale of future borrowing. Re-assessment
of risk by investors also led to lower levels of borrowing by
emerging-market issuers who were, on the whole, unwilling
to pay the higher premia. There was some recovery in
fixed-rate borrowing towards the end of the quarter, and
relatively strong borrowing in particular currencies. 28% of
fixed-rate bonds were issued in yen (up from 8% in the
previous quarter).

Investor interest shifted to shorter maturities in most
currency sectors since, in an environment of rising yields
(and falling prices), bonds of shorter duration® hold their

value better than those with longer duration. This move was
areversal of the trend during 1993, when investors had
bought longer-maturity instruments in order to maximise
returns while yields were falling.

Short-term instruments such as eurocommercial paper (ECP)
therefore became relatively attractive to investors:
announcements of new ECP programmes rose strongly to
$15.4 billion in the quarter and net borrowing rose to

$4.8 billion. Announcements of new euromedium-term note
(EMTN) programmes were at broadly similar levelsto the
first quarter and, with the investor preference for shorter
maturities, issues from existing EMTN programmes rose to
$38.6 hillion. Despite the low levels of international bond
issues, announcements of syndicated credits continued their
recent strength, totalling $64 billion. Some of this was
refinancing, but the attractiveness of floating-rate assetsin
the prevailing market conditions may also have boosted the
volume of new loans.

Rising real yields in bond markets undermined prices in most
equity markets, despite generally-improving economic
conditions and a favourable outlook for corporate earnings.
The general weakness of European equity marketsled to a
low level of equity-related bond issues. Another factor
[imiting volumes of these issues was a change in Japanese
accounting rules, which deterred Japanese borrowers from
issuing bonds with attached warrants.

I nternational bond markets

Only $91 billion was raised through international bond
issues in the second quarter of 1994. Asaresult of thefall in
FRN issues and weakness in the equity-related bond sector,
the share of the total formed by fixed-rate borrowing was
higher than in the previous quarter. Overall, however,

Chart 2
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(1) Duration isdefined as the average maturity of all future payments on a security (coupon and principal), weighted according to the discounted present
value of each payment. For agiven changeinyield, abond's price will move further the longer isits duration.
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falling prices made borrowers reluctant to issue, and
uncertainty about the timing of future interest rate moves
(especially in Germany and the United States) and concerns
over future inflation made investors unwilling to commit
funds, particularly at long maturities.

Of those who did borrow, public sector issuers were
prominent (see Chart 2): they raised $24 hillion in total,
including $14 billion of issues by central governments.
Banks and financial institutions were also active, raising
$38 hillion in the quarter, almost half of which was
accounted for by European banks.

Currency sectors

Dollar-denominated issues fell back markedly in the early
part of the quarter. The weakness of the currency and rising
short and long-term dollar interest rates meant that issuers
preferred to postpone borrowing or issue in other currencies.
There was, however, arecovery in the volume of
dollar-denominated issues after the 50 basis-point risein
short-term US interest rateson 17 May; over the three
months as awhole, dollar issues accounted for almost a
quarter of all fixed-rate issues (see Table B).

TableB
Currency composition of fixed-rate bond issues@

Percentage of total issues announced

1992 1993 1994

Currency denomination Year Year Q3 Q4 Q1 Q2
USdollar 32 30 29 28 24 24
Deutsche Mark 11 13 13 16 13 4
French franc 8 11 8 12 13 12
Sterling 6 8 8 6 12 4
Yen 14 13 16 16 8 28
Italian lira 2 3 4 2 6 5
Canadian dollar 6 8 8 5 5 6
Ecu 7 3 2 2 4 3
Swiss franc 5 5 6 5 2 4
Other 9 6 6 8 13 10
Total 100 100 100 100 100 100

(a) Excluding equity-related issues.

In contrast, the low cost of funding and relative stability of
the yen in the first two months of the quarter encouraged
issuesin that currency; 28% of total fixed-rate borrowing
wasin yen. Therewas renewed demand from Japanese
ingtitutional investors following the start of the new financial
year, and issues were particularly strong after the Golden
Week holiday at the beginning of May. Almost half of the
euroyen borrowing was by Japanese companies that had
been unwilling to issue before the financial year-end, but
Scandinavian public sector institutions were also prominent.

The share of fixed-rate issues denominated in European
currencies fell to 42%. This partly reflected the very low
level of Deutsche Mark borrowing (only $3 billion) asrising
long-term yields, concerns about inflationary pressures and
uncertainty over the next move in German short-term interest
rates deterred investors. Borrowing in Dutch guilders, often
viewed as a close substitute for Deutsche Marks, was also
|lower than the previous quarter. In contrast, there was heavy
borrowing in the French franc sector ($8 billion), boosted
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when two sovereign borrowers, the Kingdom of Spain and
the Republic of Finland, took advantage of the low yield
spread compared with German Bunds to issue deal s of

FFr 6 billion. The sector also saw itslargest
mortgage-backed deal to date, a FFr 2.5 billion two-tranche
issue of securitised mortgages by Comptoir des
Entrepreneurs.

Eurolira borrowing was also relatively strong (totalling

$4 hillion), helped by favourable swap rates and investor
demand for higher coupons. Over 15% of the eurolira bonds
issued in the first half of 1994 werein callable form
(offering investors ayield premium in return for giving the
borrower the right to redeem the bond early).

Volatility and sharply-rising yieldsin the gilt market meant
that the volume of eurosterling fixed-rate borrowing was
relatively low—only £1.9 billion over the quarter. Many
issuers—particularly financial institutions—preferred to
issue floating-rate notes. Activity overall remained subdued
and issuers found it difficult to judge when best to come to
the market and at what price. Investors, influenced by the
persistence of the price falls, were reluctant to buy new debt
and, with foreign investor interest in the eurosterling market
at alow ebb, new issues were increasingly targeted at UK
ingtitutions. In the gilt market, the UK government’s
programme of regular monthly auctions was nevertheless
successfully maintained, despite the market’ s turbulence; a
flexible approach was adopted and a number of
non-conventional instruments were brought to the market.

In the Ecu sector, $1.8 billion of fixed-rate bonds were
issued; investors were attracted by widening spreads over
German and French government bonds, and by arbitrage
possibilities against Italian Ecu-denominated government
bonds.

Volatility in currency and bond markets adversely affected
the liquidity of the Ecu bond and money markets during the
quarter. The Bank was nevertheless able to hold its regular
monthly Ecu Treasury bill auctions. These were
oversubscribed at all three maturities on offer, with overall
cover at each auction of at least two times, at levels between
Ecu Libid and 10 to 15 basis points below Ecu Libid at six
months. ECU 200 million of one-month, ECU 500 million
of three-month and ECU 300 million of six-month bills were
on offer at each tender. There are now ECU 3.5 hillion of
Treasury bills outstanding across all maturities; monthly
turnover averaged over ECU 2 hillion during the quarter.

Despite the adverse market conditions, liquidity in all three
of the outstanding Ecu Treasury notes (maturing in 1995,
1996 and 1997) was good, with turnover steady at around
ECU 1to 2 hillion amonth. These instruments benefited
from investor demand for good quality short-term assetsin
the volatile market conditions.

Among the United Kingdom’s other foreign currency debt,
the DM 5.5 billion five-year and $3 billion ten-year bonds,
launched in 1992 to complete HMG's ECU 10 hillion
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currency borrowing programme have continued to trade
well. Over the last quarter, they continued to be liquid and
remained among the more actively traded eurobond issues
settled through Euroclear and Cedel.

Emerging markets

I ssues by emerging-market borrowers continued to be
affected by eventsin the US bond market and investors
earlier re-assessment of risk (see Chart 3). Domestic
difficultiesin some countries (in particular, Venezuela) also
influenced market sentiment. Many issuers therefore
postponed borrowing, and those emerging-market borrowers
that did come to the international markets were reliant on
their lead managers to pre-place high proportions of their
issues or indeed to be prepared to retain some of them. The
secondary markets for Brady bonds and other less devel oped
country (LDC) debt instruments steadied in April, and
showed initial signs of recovery in May—but the Finacor
‘LDCx’ index of debt prices registered a 10% fall during
June.

Chart 3
Inter national bond issues by non-OECD borrowers
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Brazil agreed a Brady-style restructuring for $49 hillion of
itscommercial debt; net debt reduction is estimated at 18%.
Following four years of negotiation, Poland advanced
towards the completion of its Brady deal to restructure

$13 hillion of commercial debt (an overall debt reduction of
between 42% and 45%). The deal would be thefirst to give a
reduction on short-term debt; thisled some creditors to
express reservations about its terms.

Floating-rate notes

Issues of FRNs in the international markets fell significantly
from their levelsin the first quarter (see Chart 4), despite
their attractiveness to investors as defensive investmentsin
an environment of rising short-term interest rates and
steepening yield curves. At $17 billion, they represented
only 18% of total bond borrowing, compared with 28% in
the first quarter. The fall was perhapsin part areaction to
the high level of FRN issuesin the first quarter, which

Chart 4
Currency composition of floating-rate issues
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saturated short-term demand for such assets and made
further issues difficult while underwriters still held high
levels of unsold inventory.

Nevertheless a number of governmentsissued FRNs. The
United Kingdom issued a floating-rate gilt and public sector
borrowers were also prominent in issuing floating-rate debt
in the international markets: the Republic of Finland, the
Hellenic Republic (which had previoudly issued in the name
of the Bank of Greece), the Province of Nova Scotia, the
Kingdom of Sweden and the World Bank (with the first
tranche of its global MTN programme) were among those to
issue.

Severa large asset-backed issues were launched in the
sterling market during the quarter. The deals were
reasonably well received—reflecting in part a shortage of
such paper—and more are expected to follow. Two separate
mortgage-backed deals totalling £5690 million were brought
by Barclays Bank, using a special-purpose vehicle. There
were several other issues backed by residential mortgages,
both performing and non-performing. And a special-purpose
vehicle of First National Bank issued £75 million of
securities backed by a variety of small-business loans, the
first time such assets have been securitised in the

United Kingdom.

A few borrowers responded to specific investor demand by
offering short-maturity structured products. Several
dollar-denominated hybrid FRNs were issued during the
quarter. These offered investors a generous spread over
Libor (normally 50 to 60 basis points) for the first two or
three years, with fixed rates (normally above 8%)
subsequently. The small size of the deals suggested that
they were essentialy private placements.

The illiquidity of many of the structured products that had
been issued in recent quarters was, however, reflected in
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sharp fallsin the prices of ‘collared’ and ‘range’ FRNs; and
much of the $20 billion worth of these notes issued since
1992 traded at only 90% of face value. With US short-term
interest rates rising, the value to investors of these products
floors was vastly reduced, and the caps applying on
longer-maturity notes became an important potential
constraint on yield. Even without any imminent impact of
the caps (many of which are set at around 8%), the declining
value of the options embedded in the bonds reduced their
intrinsic value; at the extreme, where Libor had already
moved outside the collar, some ‘range’ FRNs paid no
interest at all. Thefallsin their prices are expected to lead to
arepackaging of many collared FRNs, as well as deterring
interest among investors for similar issues in the near future.

Structured issues were nevertheless popular in the sterling
sector. Lloyds Bank and the Cheltenham and Gloucester
Building Society both issued step-up FRNs; the Kingdom of
Sweden and the Halifax Building Society issued collared
FRNs (the latter to refinance maturing debt); and the
Swedish Export Credit Corporation issued a small reverse
FRN.

Euromedium-term notes and eurocommercial paper

Short-term dollar-denominated paper became relatively
attractive to investors taking a defensive position in US
bonds. Asaresult, net borrowing in eurocommercial paper

Chart 5
EMTN and ECP programme announcements
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(ECP) totalled $4.8 hillion, up from $1.4 billion in the first
quarter, and the stock of ECP outstanding grew to

$85.8 hillion. There was a sharp rise in announcements of
new ECP programmes; they totalled $15.4 billion in the
quarter (see Chart 5).

Announcements of new euromedium-term note (EMTN)
programmes were, at $30.6 billion, at broadly similar levels
to thefirst quarter. Those borrowers who aready had
facilities were also active: net issues totalled $38.6 billion,
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up from $31.3 hillion raised in the first quarter and more
than double the same quarter last year. The stock of EMTN
outstandings continued its upward trend to end the quarter at
$216 billion.

Outstandingsin the sterling MTN market continued to rise,
reaching £10.2 billion at the end of May. The size of the
sterling CP market increased to £6.1 billion by the end of

May.

Equity-related bonds

Equity-related borrowing totalled $6 hillion, only 28% of the
first quarter’ s total and substantially less than 1993 levels.
One reason for thisfall was the almost total absence of
bonds issued with attached warrants (they totalled only

$0.8 hillion). Thiswaslargely aresult of changesin
Japanese accounting regul ations towards the end of their
financial year. The new accounting rules, which came into
effect on 1 April and brought Japanese practicesinto line
with international ones, require straight-line amortisation of
abond’s warrant position throughout the life of the
instrument—previously only the warrant’s coupon had to be
included in the accounts. Amortising the warrant position
increases the immediate accounting cost of the bond, with a
potentialy significant impact on acompany’s recorded
profits. Although the permanent impact of the accounting
changes should not be significant, it may be some time
before issues return to recent levels; the share of
equity-linked debt issued by Japanese borrowers fell to 20%
from the 50% level in recent quarters.

This had a particular impact on the Swiss franc warrant
market; the share of total equity-related bonds denominated
in Swiss francs fell to only 10%. Such issues had been
popular with Japanese corporates, who could easily swap the
proceeds of ex-warrant bonds for yen to eliminate currency
risk. Convertibles—where the options are not detachable
—areless easily swapped. Asan aternative to Swiss franc
equity warrants, the Swiss National Bank subsequently
announced that it would permit borrowers to launch
yen-denominated convertibles (* Alpines’) in Switzerland.

Volumes of equity-related bonds were further depressed by
the general weakness of European equity markets; European
issuers raised only $1.9 billion during the quarter, down
from $6.8 billion in the previous quarter, with UK and
French borrowers completely absent from the market.

Syndicated credits activity

The volume of syndicated credits was higher than in the
previous three quarters, with atotal of $64 billion announced
in the second quarter. Non-financial borrowers accounted
for the majority of this, and 23% of credits were explicit
refinancings of existing loans. OECD borrowers were
prominent, including Dutch and Portuguese entities, as well
as more regular borrowers from the United States and United
Kingdom. Asian borrowers, notably those from Hong Kong
and Thailand, accounted for 16% of total borrowing, and a
$100 million credit for the State Bank of Vietnam
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represented that country’ s first ever internationa financing.
In currency terms, the dollar share of loans fell dightly to
75%, sterling’ s share increased to 14% and a number of
borrowers moved into more unusual currencies, including
the Norwegian krone, Malaysian ringgit and Thai baht.

Settlement

On 1 June, the International Securities Markets Association
(IsmA) Board announced that the euromarket’ s standard
settlement period would be reduced from seven calendar
days after the transaction date to three business days after
with effect from 1 June 1995. The decision, approved at the
IsmA annual general meeting, followed widespread
consultation with international securities market participants
and should reduce the level of market risk inherent in the
settlement of euromarket transactions.

Equity markets

During the quarter as awhole, the FT-se Actuaries world
index fell by 1%, as price fallsin Europe and the United
States outweighed price increases elsewhere (see Chart 6).
After prices of European equities had increased early in the
quarter as German interest rates were lowered, price falls
were subsequently triggered by rising bond yields, higher
inflation expectations and perceptions that there was a
reduced likelihood of significant reductions in interest rates
in the near future (indeed that increases might be more
likely). Over the quarter as awhole, the Paris SBF 250 fell
by 10%, the Frankfurt FAZ 100 by 4.2% and the FT-se 100
by 5.4%.

Chart 6
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In the United States, weak equity prices were boosted by
hopes that the 50 basis-point rise in interest rateson 17 May
would lead to a period of stable interest rates. Towards the
end of the quarter, however, prices fell sharply as
expectations of rising short-term rates returned: the

S& P 500 ended the quarter down 0.3%. In Japan, the

Nikkei 225 index continued the upward trend which had
begun at the start of the year; a series of well-received
economic indicators and steady capital inflows from abroad
helped the index to rise above 20,900—its highest for over a
year—and the Nikkei 225 ended the quarter up 8%.

Despite the volatile and difficult conditions in the equity
market, substantial amounts of new issue activity continued
to take place in the United Kingdom: well over 100 issues
were announced by companies seeking to raise atotal of
over £4.2 hillion; this compares with £6.5 billion for the
first quarter of the year. Over half of the equity wasraised in
rights issues, compared with only 15% in the first three
months of the year. Much of thiswas, however, accounted
for by the launch of the £858 million rights issue by
Eurotunnel—the largest issue in the transport sector to date
and one of the largest ever in the UK market.

A large number of new companies continued to come to the
market. Inall, 140 new companies were floated during the
first half of 1994, compared with 63 in the first half of 1993.
With the FT-st 100 Index falling by aimost 17% from its
all-time high of 3,520 in February, however, new issues have
become increasingly difficult and some may have been
postponed or even cancelled.

Secondary market turnover in UK equities fell away steadily
from the records set in the previous quarter to levelsin line
with the average last year (see Chart 7). Daily turnover on

Chart 7
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SEAQ averaged £2.1 hillion, of which customer business
accounted for £1.2 hillion. Turnover on SEAQI also declined
from the previous quarter’s record level, though it remained
above 1993 levels at a daily average of £2.8 billion.

CREST project

Theinitial design phase of the CREST project ended in May
as scheduled, with the publication by the Bank’s project
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Developmentsin inter national banking in 1993

This box summarises devel opments in international
banking in 1993: the first section looks at global trends,
asrevealed by quarterly statistics published by the BIS;
the second section focuses on developments in the

L ondon market, using the Bank’ s own data.

Banking business within the BI Sreporting area

International lending by banks in the BIS reporting area
rose by $261 hillion (4%) in 1993, to an outstanding
stock of $7,592 billion® (see Chart A). Lending between
banks accounted for $5,130 billion (68%) of this stock, an
increase of $140 billion (3%) compared with 1992. The
majority of this increase occurred during the second half
of the year and was related to the turbulent conditionsin
foreign exchange markets. Lending to non-bank
end-users increased by $122 billion (5%); it remained
virtually unchanged as a proportion of the total stock of
international bank lending.

Chart A
Stock of international bank lending
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Bl S-area banks businesswith non-BI Sreporting
countries

Lending to countries outside the BIS reporting area
continued to rise during 1993, but at a much slower pace
than in 1992 (see Table 1). Once again, the developing
economies of the Far East were the principal recipients of
the new lending: the largest increases were to Thailand
($6.1 billion), China ($5.5 billion), Malaysia

($4.8 billion), South Korea ($2.9 billion) and Taiwan
($2.5 billion). Lending to Latin America also increased,
with the total $6 billion rise more than accounted for by
Mexico and Brazil, which received additional funds of
$3.8 billion and $2.4 billion respectively.

Tablel
Lending to, and deposits from, countries outside the
BISreporting area

$billions
Exchange rate adjusted flows Stocks at
1989 1990 1991 1992 1993 end-1993
Total lending -2 -12 8 66 17 829
of which:
Developed countries 3 6 — 7 3 157
Eastern Europe 9 -10 -1 4 -4 88
Qil exporters 6 -2 -5 23 -4 151
Non-oil developing
countries -20 -6 14 33 22 434
of which:
Latin America -17 -23 — 15 6 208
Asia — 18 18 19 18 196
Total deposits 58 92 -12 14 -15 707
of which:
Developed countries 17 8 3 11 7 118
Eastern Europe — -6 1 10 2 32
Qil exporters 14 25 -14 -9 -26 193
Non-oil developing
countries 26 65 4 2 1 363
of which:
Latin America 5 19 3 1 2 113
Asia 16 35 2 -6 1 172
Source: BIS.

Deposits from countries ouside the BI'S reporting areafell
by $15 billion. There were continuing widespread
withdrawals by Middle Eastern oil-exporting countries,
including the United Arab Emirates ($6.3 hillion),

Saudi Arabia ($4.2 billion), Kuwait ($3.2 billion) and
Libya ($2.8 billion). Deposits from Taiwan aso fell by
$3.3 billion. Of those countries increasing their deposits,
Malaysia ($6.9 billion) was prominent for the second
successive year, along with Portugal ($5.0 billion) and
the Former Soviet Union ($2.3 hillion).

Analysis by centre and currency

The United Kingdom increased its share of international
lending (comprising foreign currency business within the
United Kingdom as well as cross-border claims) during
1993, underlining London’s position as the world's
leading international banking centre. Outstanding
cross-border loans by banks located within the BIS
industrial area at the end of 1993 amounted to

$4,997 hillion; as Chart B shows, $1,053 hillion (21%)
of thiswas lent by banks in the United Kingdom, an
increase of 5% compared with 1992. The amount of
foreign currency lending in the United Kingdom also
increased, by $24 billion to $287 billion. Within the BIS
industrial area, cross-border lending denominated in
Deutsche Marks increased strongly (by $112 billion), but
the yen’s share of cross-border lending continued to
decline (falling $23 hillion), as did lending in Swiss
francs (down $18 billion) and US dollars (down

$9 billion).

Analysis by nationality of bank

As agroup, Japanese banks remained the largest lenders
of funds within the BIS reporting area, with 26.9% of

(1) Stock dataare converted to dollars at the prevailing end-year exchange rates; appreciation of acurrency against the US dollar will

therefore increase the value of foreign currency assets when converted into dollars.

220




Financial market developments

Chart B
Cross-border businesstransacted by banks
within the BlISindustrial area®@
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(a) BISreporting countries other than offshore banking centres.

international bank assets (see Chart C), but their share has
fallen for the last five years (from a high of 38.3%in
1988). Whereas the retrenchment of the previous two
years reflected a genuine withdrawal from the
international interbank market, in 1993 the fall was the
result of reduced cross-border business with affiliated
offices. German banks markedly increased their share of
lending (from 11.3% to 12.6%), and British-owned

banks' share of business rose from 4.9% to 5.3 %, the
third consecutive annual increase.

Chart C
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(a) Stocksat end-year, includes cross-border and domestic foreign currency lending.

Analysis of international banking businessin L ondon

There was a continued increase in cross-border lending
by banksin the United Kingdom during 1993 (see

Table 2). British and German-owned banks were
particularly active in this market, with the Deutsche Mark
and sterling both used increasingly as a currency of
transaction.

Table2
External lending of banksin the United Kingdom

$billions
Exchange rate adjusted flows Stocks at
1989 1990 1991 1992 1993 | end-1993

By country
BIS reporting area 57 86 -45 78 34 900
Outside reporting area:

Developed countries -2 1 -1 3 — 34

Eastern Europe 2 -2 -3 -2 -1 10

Oil exporters -1 -5 -2 2 — 17

Non-oil developing

countries -4 -3 3 2 4 50

Other 3 9 5 -4 14 42
Total 55 86 -44 79 51 1,053
of which:
By currency
USdollar 1 18 -38 38 12 496
Deutsche Mark 12 18 3 32 18 163
Sterling 5 8 -10 25 15 99
Yen 18 8 -28 -31 12 63
Ecu 6 7 1 4 2 43
By nationality of bank (a)
Japanese 3 -5 -57 -44 1 245
British 8 -1 -3 24 32 190
American 9 10 3 4 6 96
German 13 28 5 33 21 147
French -1 5 2 14 -1 44
Italian 10 19 2 3 -9 69

(8 Nationality flows only relate to monthly reporting banks, whereas other figuresinclude
quarterly reporting banks and some other financial institutions.

Most of the new funds were lent to countriesin the

BIS reporting area (up $34 billion), and to Germany in
particular (up $26 billion). There were also sizable
increases in lending to Latin American countries (Brazil
$1.1 billion, Argentina $0.9 billion and Mexico

$0.8 hillion) and to the Far East (Malaysia $0.9 billion
and China $0.5 billion).

Lending by banksin the United Kingdom to other
countries in the European Union continued to grow (up
by $31 billion, or 8%), though more slowly than in 1992.
Deposits from these countries also increased strongly (up
$77 billion, or 20%). Almost half of this was from
Germany (with German non-bank residents accounting
for $10 hillion of thisrise).

The impact of the general increase in activity in global
securities markets was seen in a number of ways. Greater
recourse to the capital markets reduced banks' general
lending opportunities; but banks faced an increased
demand for funding from securities dealers, including
bank subsidiaries (though there was evidence that some
securities dealers looked to overseas banking markets for
additional finance). Banks themselves also increased
their holdings of securities, particularly those issued by
European governments; during 1993, the stock of
portfolio investments held by banksin the

United Kingdom rose by 46% to $162 billion.
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team of a concluding group of papers.® The business
requirements were thus finalised, and an enlarged Bank team
has begun to develop the fine detail of the system.

CREST will be owned and managed by CResTCo. A further
25 firms have indicated their commitment in principle to
subscribe capital for the development of CREST, bringing the
total to 73. The Bank estimates that this group will be
responsible for about three quarters of the activity in CREST.
Individual subscriptions have been scaled down
considerably, since the total commitments offered exceeded
the £12 million sought by some 75%. Pen Kent, a director
of the Bank and the chairman designate of CResTCo,
addressed afirst meeting of representatives of the 73
committed firmsin June; the company will be capitalised in
October, subject to a satisfactory audit of the project’s
progress to be completed in the middle of that month.

The project team has now made an outline functional
specification available to potential software developers: it
describes the logical processes that will form the core of the
CREST system. By making it available, the team hopes to
help developers take forward their own business analysis;
the documents that will enable them to begin programming
will not be available until the late autumn.

Potential network providers have given the Bank their
proposals for devel oping a network to carry CREST
messages. These were delivered by the beginning of
August; the CReST team will use them to select up to four
providers whose names will be announced on 1 October.

Derivative exchanges

Turnover on London’s derivative exchanges remained high
during the quarter: athough 14% lower than in the first
quarter, it was 70% higher than in the same period last year
(see Chart 8). Trading on LIFFE was stimulated by the
continuing volatility in the cash markets. The commodity
exchanges also registered high turnover, because of fears of
rising inflation and the sharp price rises of some
commodities—notably oil, copper, aluminium and coffee.

L1FFE accounted for 73% of London’s exchange-traded
derivative businessin the first half of 1994. Itsvolumes at
the half-year stage were already 86% of itstotal turnover in

Chart 8
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1993. Inthelight of these high trading volumes, LIFFE has
acted to remove one potential capacity constraint, related to
the fact that the number of trading permits was fixed in
proportion to firms' holdings of LIFFE shares. A
one-for-four rights issue was agreed at an extraordinary
general meeting on 26 May; thiswill increase the number of
trading permits available, which should facilitate future
growth and reduce the pressure on firms to concentrate their
trading activities in the most liquid contracts.

There has been amajor restructuring of GLOBEX during the
quarter, with the Chicago exchange, CBOT—as expected
—leaving the venture. CME and Reuters have been joined
by the French exchange, MATIF, asafull partner. LIFFE
declined the offer of asimilar partnership but the DTB, the
Frankfurt exchange, has agreed in principle to join the
system.

In aggregate, turnover on the London commodity exchanges
(the LME, the IPE and the LCE) increased by 6% in the
quarter compared with the first three months of the year.
One factor influencing the level of business was the
increased presence of funds and other institutional investors
in these markets. With the turbulence in bond markets,
many funds turned to commoditiesin search of greater
returns, encouraged by the fact that commodity prices tend
to rise during periods of economic recovery.

(1) Summarised in the review of financial market developmentsin the May Quarterly Bulletin, pages 130-31.
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UK trade—Ilong-term trends and recent developments

By Andrew Dumble of the Bank’s Structural Economic Analysis Division.

This article examines why UK trade performance matters; in particular, it considers the factors which
determine whether or not a current account deficit provides grounds for concern. It also looks at a
number of longer-term trends in UK trade performance, and at the evidence of a structural improvement
in manufacturing export performance from the mid-1980s onwards. These opening sections provide the
context for an analysis of the impact on recent UK trade performance of two major devel opments—
sterling’s depreciation following the suspension of UK member ship of the exchange rate mechanism, and
the recession affecting the United Kingdom's main export markets in other EU states. The article
concludes by examining some elements in the outlook for UK trade in the short term.

I ntroduction

The recorded current account deficit for the United Kingdom
in 1992—at the trough of the recent recession—was 1.7% of
GDP; the deficit for trade in non-oil goods and services was
1.8% of GDP. At the corresponding point in the previous
cycle—in 1981—there was a current account surplus of
2.7% of GDP, and a surplus for trade in non-oil goods and
services of 1.5% of GDP. The comparison led a number of
commentators to express their concerns that the United
Kingdom was running a deficit at the trough of the
recession.

Since 1992, however, the balance of trade in non-oil goods
and services has been broadly stable—in contrast to its sharp
decline after the 1979-81 recession. By 1984, the deficit on
trade in non-oil goods and services was 2.5% of GDP; in
1993, it was 1.7% of GDP.

Movements in the trade and current account balances depend
chiefly—at least in the short term—on movementsin the
exchange rate and, more importantly, on the different rates
of growth in demand in the United Kingdom and el sewhere.
Between 1988 and 1991, for example, the trade deficit
declined significantly, as UK demand fell by around 1% and
world demand rose by over 8% (see Chart 1). Inthelast two
years or so, there have been two major developments. First,
anumber of continental European economies, which
together account for over 50% of the UK export market,
entered into recession. There were particularly strong
downturnsin domestic demand in Italy and in Germany
—the United Kingdom’ s largest export market, according to
1993 data. Second, following the suspension of its
membership of the exchange rate mechanism, sterling’s
effective exchange rate index—its nominal value against a
UK trade weighted basket of world currencies—fell by more
than 12% between 1992 Q3 and 1992 Q4.

Before examining the impact of these two developments on
recent UK trade performance, this article looks at why UK
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trade performance matters. It then considers long-term
trendsin UK visible trade, including its changing
composition by region and by commaodity since the late
1970s, and asks whether the improvement in manufacturing
export performance seen since the mid-1980s can be
explained by such compositional factors. After looking at
UK trade performance in the last couple of years, the article
concludes with a discussion of the outlook for the evolution
of the UK trade and current account balances over the next
few years.

UK trade perfor mance—some issues

To assess the importance of movements in the current
account, two main questions need to be answered. First,
how are sizable current account deficits financed? And
second, what are the limits to this financing?

So far as the financing of deficitsis concerned, international
capital markets provide a means of financing imbalances
between domestic savings and investment. The world’s
stock of international assets has been estimated at around
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$7,540 billion at the end of 1988, over 450 times the
United Kingdom'’s current account deficit in 1993. Asthe
comparison suggests, only minor shiftsin the allocation of
international portfolios would be required to finance far
larger deficits over along period.

Despite capital market liberalisation, financing large current
account deficits over long periods may lead to difficulties.
Continued deficits will prove difficult to finance if there are
expectations of an indefinitely-rising trend in the ratio of net
external debt to national income, since this would mean
continuing increases in the share of national income being
devoted to payments of interest, profits and dividends
abroad, and a steady decline in the proportion of national
income accounted for by domestic consumption.

Judgments about financing must be applied to the long-run
position. In the short term, there are a number of reasons
why a current account deficit may be financed comfortably
inagiven year even if the associated capital inflowsimply a
rate of increase in external debt above that in nominal GDP.
First, the recorded current account deficit (and the associated
recorded net capital inflows) may not accurately measure the
increase in debt. For example, the recorded current account
deficit includes the interest payments, but not the changesin
the capital values, of external assets and liabilities. Asthe
United Kingdom is a net creditor in equity, the effects of
capital gains on the United Kingdom'’ s assets would be
expected, at least in part, to offset the impact of current
account deficits.

More fundamentally, the composition of the current account
deficit isimportant. Even if a deficit wereincreasing rapidly
(and, notwithstanding the above statistical complications, net
external debt were increasing faster than nominal GDP), this
might, for example, reflect arapid increase in domestic
investment that would lead to faster GDP growth in the
medium term. Between 1987 and 1989, when the current
account deficit rose from 2.7% of GDP to 4.8% of GDP,
domestic investment increased from 17.7% to 20.3% of
GDP.

There are other criteriafor judging whether a current account
deficit provides grounds for concern. For example, agiven
current account profile may be consistent with a stable ratio
of net external debt to GDP in the long run, but be the result
of aprivate sector financia surplus being more than offset by
ahigh public sector financial deficit. The reasonsfor being
concerned about high public sector deficits have been
well-rehearsed.@ Briefly, public sector deficits may ‘crowd
out’ private sector spending, which may reduce efficiency
and therefore output. High public sector deficits may also
increase inflation expectations, as aresult of the perceived
incentive for the government to monetise its debt at some
timein the future; thiswould increase the costs, in terms of
output in the short term, associated with achieving a given
inflation target.

So if acurrent account deficit is associated with aweak
public sector financial position, it islikely to be a matter of
concern.

When a current account deficit is associated with a private
sector financial deficit—asit wasin the late 1980s (see
Chart 2)—the conclusions are less clear-cut. By definition,
if the public sector isin balance, the private sector can only
run afinancial deficit if overseas investors, based on their
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assessment of the future returns, are willing to finance it.

But there have been times when a current account deficit has
reflected borrowing by the private sector based on
expectations that were subsequently revised. This seemsto
have been the case in the late 1980s, when the significant
increase in debt reflected overoptimism about continued
growth.

Finally, arapid rise in the trade and current account deficits
may indicate arisein inflationary pressures, and so the need
to tighten monetary policy. Inthelate 1980s, for example,
rising inflation was the result of domestic demand increasing
much more rapidly than supply; Chart 3 shows that arapid
risein the trade deficit—as both domestic and overseas
tradable producers increased their supply to the UK
market—was an early indicator of future capacity constraints
and rising prices.

But this does not mean that a given level of the trade deficit
(or of itssizerelative to GDP) should be seen mechanically
asa‘trigger’ for rising inflation. What determines
inflationary pressure in the short term is the pressure of
demand on the available resources within the economy: this
has no stable relationship with the trade balance. For given
levels of domestic and foreign supply, rising inflationary
pressures may be associated with atrade surplus, as demand
pressures from abroad lead to increased UK exports and
capacity constraints.

(1) Source: ‘Report on the measurement of international capital flows', International Monetary Fund, September 1992.

(2) See, for example, Buiter, W H (1985), ‘A guide to public sector debt and deficits,” Economic Policy.
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Chart 3
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(a) Retall Price Index excluding mortgage interest payments.

Trendsin UK trade

This section looks at longer-term trends in UK imports and
exports of goods,® particularly in the 20 years or so to the
start of thisdecade. It considers changes in the composition
of UK trade, both by region and commaodity, and
whether these changes can explain the changesin the
United Kingdom’s share of world exports. In particular, it
examines the improvement from the mid-1980s onwards in
the UK share of main manufacturing countries’ exports of
manufactures—a development which has attracted the
attention of a number of economists. It looks at whether the
increase in share can be explained by the composition of
UK export markets—that is whether it merely reflects
higher-than-average growth in the markets for the types of
goods exported by the United Kingdom or in the regions to
which it exports.

As Chart 4 shows, import penetration—the proportion of
total final demand constituted by imports of goods and
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services—has increased moderately in the main EU
economies in recent decades, asinternational trade has
grown more rapidly than domestic demand and economies
have grown more specialised. Import penetration in the
United States and Japan has remained at much lower levels
than in the United Kingdom and the other large European
economies, though import penetration in the European
Union asawholeis slightly below that for the United States
and Japan, reflecting the extent of intra-regional trade within
the Union. The relationship between the growth in imports
and in GDP in the United Kingdom has been broadly in line
with that in other major EU economies.

By contrast, UK export performance over the post-war
period has been poor in comparison with its main
competitors, and it has been this historical trend which has
attracted considerable attention. As Chart 5 shows, the UK
share of the total manufacturing®@ exports of the main
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manufacturing countries® has fallen fairly steadily over
recent decades, both in value and volume terms. But its
share began to stabilise in the mid-1980s and, as the chart
indicates, then rose—by */> percentage point in volume
terms—Dbetween 1985 and 1991.

A clearer picture of the factors behind the changesin UK
export share is discernible by looking at export figures
disaggregated by destination and commaodity composition.
These can clarify whether arecorded increase in UK export
share reflects the relatively strong growth of those overseas
markets to which the United Kingdom predominantly
exports, or of the types of commodity that it exports.
Movements in export share that cannot be attributed to the
composition of UK exports—ie changes in share across al
goods and all markets—could be the result of any factor
which increases the demand for and supply of UK products;
for example, increased foreign direct investment that leads to
an increased supply of tradable goods. Before constructing

(1) Tradein (ieimports and exports of) goods constituted almost 80% of trade in goods and servicesin 1993; excluding oil, the figure was around 75%.

(2) UK manufacturing exports constituted almost 90% of non-oil good exportsin 1993.

(3) Includes the United Kingdom, Belgium, Luxembourg, France, Germany, Italy, the Netherlands, Sweden, Switzerland, the United States, Canada and

Japan.
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measures of UK export markets on a disaggregated basis,
however, the next sections examine how the regional and
product composition of UK exports and imports has changed
in the last 20 or so years.

Trendsin the regional composition of UK trade

The pie chartsin Charts 6 and 7 show how the regional
breakdown of UK visible imports and exports, in value
terms, has changed since 1975. Both imports to, and exports
from, the European Union have increased significantly: by
1993, 50% of UK imports came from other EU countries,
compared with 39% in 1975; and 53% of UK exports were
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Per centage of UK exports

European Union Oil-exporting countries

Other western Europe Other OECD

North America Rest of world

11.8%

1975 1993

to other EU countries, compared with 35% in 1975.
Although in total both imports and exports have increased as
a percentage of GDP, the increase in EU imports and
exports as a percentage of GDP has occurred at the expense
of most of the other main regions with which the United
Kingdom trades—as Table A shows. This suggests that
closer European integration has led both to trade creation
and to trade diversion. Within the European Union, the
proportion of UK trade that is with the other major
economies—Germany, Italy and France—has increased over
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Table A
UK visible exports and imports by region
Visible exports by region as a percentage of UK GDP

1973 1983 1993
European Union 5.8 9.2 10.1
Rest of Western Europe 2.0 1.9 16
North America 2.6 31 2.8
Qil exporters 11 2.0 1.0
Other OECD 12 0.7 0.7
Rest of world 35 29 29
Visible imports by region as a percentage of UK GDP

1973 1983 1993
European Union 7.6 10.5 10.9
Rest of Western Europe 29 29 26
North America 3.2 3.0 29
Qil exporters 2.0 0.9 0.6
Other OECD 15 15 1.6
Rest of world 4.0 238 33

the period, as shown in Table B. The Benelux countries (the
Netherlands, Belgium and L uxembourg) accounted for
around the same percentage of UK exports as Germany in
1993.

TableB
Visible exportsto EU countries as a per centage of
UK GDP

1973 1983 1993
Germany 11 2.0 25
France 0.9 1.9 1.9
Italy 05 0.7 10
Netherlands 0.8 18 13
Belgium/Luxembourg 0.6 0.8 11
Denmark 0.4 0.4 0.3
Republic of Ireland 0.8 1.0 1.0
Greece 0.1 0.1 0.1
Portugal 0.2 0.1 0.2
Spain 0.3 0.4 0.7

Trendsin the commodity composition of UK trade

In the visible goods sector, exports of fuels have fluctuated
markedly; but excluding fuels, export shares by category of
commodity have been relatively stable (see Table C).
Within visible imports, finished manufactured goods now
constitute around 54% of UK imports, compared with 25%
in 1970. Thisincreaseismirrored by a sharp fall in the
proportion of UK imports accounted for by primary
products: food, beverages, and tobacco; basic materials;
and fuels. Changesin import volumes, rather than prices,
accounted for most of these changes in share: the volume

TableC
UK visible exports and imports by category

Visible exports; percentage by value

Food, beverages Basic Fuels Semi- Finished Others
and tobacco materials manufactures  manufactures
1970 6.2 34 26 34.0 50.6 3.2
1980 6.8 32 13.6 294 44.6 24
1990 6.9 22 7.7 28.3 52.7 22
1992 8.1 18 6.4 284 53.4 19
1993 75 19 6.9 29.2 53.1 14

Visibleimports; percentage by value

Food, beverages Basic Fuels Semi- Finished Others
and tobacco materials manufactures  manufactures
1970 224 14.8 85 28.4 24.8 11
1980 12.0 77 14.3 27.4 36.9 1.7
1990 9.6 4.6 6.2 26.2 51.9 15
1992 10.5 3.8 55 25.9 52.9 14
1993 9.9 3.8 52 25.6 54.4 11
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increase in imports of manufactures was much greater than
their pricerise over the period, and primary products’ share
of importsfell despite price increases for food, beverage and
tobacco and basic materials far in excess of volume
increases. One statistic illustrates well the changing
structure of UK visible trade (and particularly of imports):

in 1970, exports of finished manufactures were around twice
the level of imports, but by 1993 there was a deficit in
finished manufactures.

Shift-share analysis

How can the significance of these trendsin UK trade by
region and commaodity be quantified? One possible
explanation for the post-war declinein the UK share of
world trade might be that, compared with its main trading
partners, the United Kingdom was initially exporting goods
the demand for which was growing relatively slowly. Or the
explanation might be linked to the regional composition of
UK exports, so that UK export growth was limited by
continued close trading links with relatively slow-growing
economies.

Using atechnique known as shift-share analysis, it is
possible to quantify the extent to which the commodity and
regional composition of UK trade has affected export
performance. The results of a shift-share analysis, based on
afairly disaggregated data set covering manufacturing
exports within the OECD area, aregivenin Table D. (A
description of the technique and of the dataused isgivenin
the Appendix.)

TableD
UK export performance

US$ millions, manufactured goods

Product Regional Residual Tota (a)

composition  composition effect effect

effect effect [
1970-85 -407 -1,017 -7,108 -8,532
1985-90 373 6,912 3,719 11,004

(a) Thetotal effect isthe sum of the three other effects. A positive figure represents an
increase in market share.

The product composition effect shows the impact of the
commodity composition of UK exportsin the relevant
starting year: if over the relevant period the growth in OECD
imports of the types of goods exported by the United
Kingdom was greater than the average growth of OECD
imports of al commaodities, the product composition effect
would be positive. Theregional composition effect shows
the effect of the regional composition of UK exportsin the
relevant starting year: if the growth of the United
Kingdom's OECD export markets was greater over the period
than the average growth of OeCD markets, then the regional
composition effect would be positive. The residual effect is
the change in total UK export share over a given period
which cannot be attributed to either the product or the
regional composition effect. If, for example, UK exports as

ashare of OecD imports remained unchanged over a period
but the sum of the product and regional composition effects
was positive, then by definition the residual effect would be
negative. So theresidual effect comprises all factors which
can explain UK export share but are not directly related to
the regional or commodity composition of exports.

Table D shows that between 1970 and 1985 the declinein
the UK share of other OEcD countries’ manufacturing
imports was in part the result of the slower-than-average
growth in the markets for the types of goods exported by the
United Kingdom and in the regions to which it exported in
1970. Most of the decline, however, was the result of the
residual effect—the United Kingdom lost market share
across al goods and across all regions. Between 1985

and 1990, the increase in UK export market share was partly
the result of faster-than-average growth in both the markets
for the types of goods exported by the United Kingdom
and—in particular—in the regions to which it exported in
1985. But in addition, around athird of the increase,
according to the results of the shift-share analysis, was
accounted for by theresidual effect. The next section
examines this further.

Manufacturing exportsin the 1980s

As aready noted, a number of economists have examined
theimprovement in the UK share of main manufacturing
countries’ manufacturing exports which has taken place
since the mid-1980s (see Chart 5 above). In particular, they
have looked at whether this change in export share can be
explained by movements in demand abroad and/or by
movementsin UK relative costs and prices (ie the measured
real exchange rate). If these factors do not account for the
change, then there may have been a structural improvement
in the United Kingdom'’ s export performance.

The shift-share analysis in the previous section suggested
that not all of the increase in the UK share could be
explained by the growth of demand abroad, whether of the
types of goods exported by the United Kingdom or of the
regions to which it exported.®

Another possible explanation is a change in relative costs
and prices. Intheory, an increase (or decrease) in one
country’s share of world trade could, other things being
equal, be associated with a decrease (increase) in relative
prices or costs: afall inrelative prices could lead to an
increase in demand for a country’s goods; and afall in
relative costs could increase the supply of exports. As

Chart 8 shows, however, UK relative costs and prices did not
fall in the second half of the 1980s, though the delayed effect
of thefall in relative costs and pricesin the first half of the
1980sislikely to have had an impact.

A number of econometric studies® have confirmed that UK
manufacturing export performancein the late-1980s cannot

(1) The shift-share analysis was based on value data, but changes in the UK share of manufacturing exports based on values and volumes have tended to
move together, particularly during the time periods examined in the shift-share analysis (as Chart 5 shows).
(2) See, for example, Church, K (1992), * Properties of the fundamental equilibrium exchange rate in models of the UK economy,” National Institute

Economic Review, August, pages 62—70.
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Chart 8
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be fully explained by standard export equations relating
export volumes to relative costs and prices (or the measured
real exchange rate) and overseas demand.

One possible explanation for these results—one that
encompasses both the conclusions of Muellbauer and
Murphy,® that UK exportsin the 1980s benefited from afall
in the growth of world trade relative to output, and
Landesmann and Snell’ s finding®@ of aworsening trend share
of world trade for Japan and the United States in the same
period—is that the United Kingdom may have been a
beneficiary of bilateral trade barriers between the United
States and Japan.

Alternatively, research by Owen and Wren-Lewis® suggests
that movements in the UK share of world trade can be
explained by changesin the ratio of cumulative UK
investment to cumulative investment abroad (thisratio
increased in the latter half of the 1980s), as well as by
changesin world trade and in sterling’ sreal exchange rate.
Their explanation of the link between investment and exports
isthefollowing. Asacountry’s supply capability increases,
firms produce new varieties of products (since doing thisis
more profitable than contesting existing export markets).
Because consumer demand for differentiated products
increases as incomes rise, thisincreased supply will then be
associated with higher export demand.

Recent developments

A structural improvement in UK export performance would
mean an increased level of demand for and supply of

UK -produced manufactured goods at given levels of the
exchange rate and of aggregate demand. But in the short
term, the actual levels of the exchange rate and demand
conditions at home and abroad are the main factors
determining imports and exports.

Over the last few years, UK trade—and particularly
export—performance has been affected mainly by the
recession in continental Europe and sterling’ s depreciation
after the suspension of UK ERM membership.

Exchange rate movements

Table E shows changesin sterling’ s exchange rate against
the currencies of all other countries, other EU countries and
countries outside the European Union. The depreciation

TableE
Movementsin the sterling exchangerate
Percentage change in the exchange rate

1992-93 1992 Q3-92 Q4
Against world
currencies (a) -9.2 -12.2
Against EU
currencies (b) -6.1 -10.4
Against non-EU
currencies (b) -13.1 -14.6

(a) Sterling effective exchange rate index.
(b) Bank estimates based on EU/non-EU trade weightsin sterling effective exchange
rate index.

between 1992 and 1993 in sterling’ s effective exchange rate
(iethe weighted sterling exchange rate against the currencies
of the United Kingdom’s most important trading partners)
was the largest since 1976. And the change in value was far
more rapid: the depreciation of sterling between 1992 Q3
and 1992 Q4 was larger than any quarterly change during the

Chart 9
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1975-76 period. The effect of the nominal exchange rate
movements on the real exchange rate—measured by relative
prices—isillustrated in Chart 9.

Movements in EU demand

As shown in Chart 10, demand within the rest of the
European Union fell by almost 3% between 1992 Q2 and

(1) Muellbauer, Jand Murphy, A (1990), ‘Isthe UK balance of payments sustainable?’ Economic Policy, October, pages 348-82.
(2) Landesmann, M and Snell, A (1993), ‘ Structural shifts in the manufacturing export performance of OECD economies,” Journal of Applied

Econometrics, Vol. 8, pages 149-62.

(3) Owen, C and Wren-Lewis, S (1992), ‘Variety, quality and UK manufacturing exports,’” July, Strathclyde University.
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Chart 10
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(a) Consists of Germany, France, Italy and Spain weighted by their share of UK exports.

1993 Q1. And as Table F shows, demand in Germany—the
United Kingdom’s largest single export market—fell by 2%
between 1992 and 1993.

TableF
M ovementsin EU demand
Percentage change in demand

1992-93 1992 Q493 Q1
European Union (a) -2.6 -2.1
Germany -2.0 -2.3
France -1.9 -11
Italy -5.0 -3.8

(a) Consists of Germany, France, Italy and Spain weighted by their
share of UK exports.

The impact on trade prices

The major influence on export and import prices over the
last few years has been the depreciation of the sterling
exchange rate. To the extent that goods are traded in
perfectly competitive markets, a nominal depreciation would
normally lead to a proportionate increase in sterling import
and export prices. Between 1992 Q3 and 1994 Q1, the
prices of exports of goods other than oil increased by
15.7%, compared with an increase in non-oil import prices
of 12.6%. Over the same period, the sterling effective
exchange rate depreciated by 10.6%. In the past, however,
exchange rate changes have prompted a greater reaction
from import prices than from export prices. So,
notwithstanding the revisions which followed the CSO’s
recent quality audit of the Intrastat system (the system used
since the beginning of 1993 to collect EU trade statistics), it
is possible that export prices were overstated (and export
volumes understated) in last year’ s trade figures.

The impact on trade volumes

Movements in the exchange rate and in demand would
usually both be expected to have a significant impact on

import and export volumes. The effect of achange in either
the real exchange rate or demand depends, as well as on the
size of theinitial change, on the responsiveness of trade
volumes to any change: technically, it isthe estimated
elasticities of trade volumes with respect to the real
exchange rate and demand that are important.

There are anumber of uncertainties associated with
quantifying the impact of movementsin the real exchange
rate and demand over the last few years. In particular,
estimates of the elasticities of UK import and export
volumes with respect to demand and to the real exchange
rate (measured by either relative prices or costs, expressed in
acommon currency) vary widely. In addition, the impact of
changesislikely to feed through with long and variable lags.

It is possible, however, to offer abroad indication of the
effects of the EU recession and the depreciation of the real
exchange rate on export and import volumes. UK costs fell
by around 12% relative to those of the other members of the
G7 between 1992 and 1993. If the elasticity of import and
export volumes with respect to the real exchange rateis
around athird,® then the long-run effect of the 1992-93
movement in the exchange rate would be to increase export
volumes and reduce import volumes by around 4%. EU
demand fell by around 2Y/:% between 1992 and 1993.
Assuming that the elasticity of export volumes with respect
to EU demand is around one,® then export volumes to the
European Union would fall by around 2Y/:% in response.

The drop in EU demand and the fall in the United
Kingdom’'s real exchange rate have not, of course, been the
only developments to have influenced trade volumes since
1992. Theincrease, for example, in UK domestic demand
—which rose by around 2% between 1992 and 1993—has
provided an offsetting influence to the downward impact of
lower UK relative costs on import volumes. In addition, the
trend towards economies becoming more specialised in
production has continued gradually to increase trade as a
proportion of output.

The impact on the trade balance

The effect of recent movementsin trade prices and volumes
on the balance of trade in non-oil goods and servicesis
summarised in Table G.® Over thetwo yearsto 1994 Q1,
the deficit in non-oil goods and services increased by

£0.3 billion. The increase resulted from movementsin net
trade volumes: between 1992 Q1 and 1994 Q1, the volume
of non-oil goodsimported increased by 15%, while the
volume of exportsrose by 9.9%. Movementsin the terms of
trade (the ratio of export prices to import prices, both
expressed in sterling) have, in part, offset this volume
effect—between 1992 Q1 and 1994 Q1, the prices of non-ail

(1) Unitvalueindices, using weights determined according to the pattern of 1990 trade.

(2) Theelasticity of export volumes with respect to overseas demand, for example, is the proportionate change in export volumes divided by the
proportionate change in demand; if a 1% increase in overseas demand were estimated to lead to a 0.5% increase in export volumes, then the

estimated elasticity would be 0.5.
(3) A figurewithin the range implied by most econometric estimates.

(4) The effect on aggregate export volumes would be a reduction nearer to 1'/:%, given that the European Union accounts for around 55% of UK

exports.

(5) The price effect estimates the change in the balance which occurred solely as aresult of movements in export and import prices (ie assuming import
and export volumes had remained unchanged). The volume effect calculates the change in the balance which occurred solely as aresult of changes

inimport and export volumes (ie assuming import and export prices had remained unchanged).
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goods imported rose by 10.5%, compared with arisein the
prices of non-oil good exports of 15.9%.®

TableG
Contribution of movementsin volumesand pricesto
trade balance

£ millions
Exports Imports Balance
Non-oil goods: I
1992 Q1 24,566 27,748 -3,182
Change resulting from:
Price effect 2,933 2,064 869
Volume effect 2,433 4,159 -1,726
Residual 280 335 -55
1994 Q1 30,212 34,306 -4,094
Services:
1992 Q1 8,281 7,243 1,038
Change resulting from:
Price effect 737 573 164
Volume effect 590 201 389
Residual 57 20 37
1994 Q1 9,665 8,037 1,628
Non-oil goods and services:
1992 Q1 32,847 34,991 -2,144
Change resulting from:
Price effect 3,670 2,637 1,033
Volume effect 3,023 4,360 -1,337
Residual 337 355 -18
1994 Q1 39,877 42,343 -2,466

Standardly, economic theory analyses the effects of an
exchange rate depreciation on the trade balance in terms of a
‘J curve: thetrade deficit first increases—as import prices
rise significantly faster than export prices—and then steadily
falls, asaresult of the delayed impact of the fall in relative
costs and prices on export and import volumes. Following
the suspension of UK membership of the exchange rate
mechanism in 1992 Q3, theinitial part of the‘J curve was
very short-lived: the terms of trade fell sharply in 1992 Q4
but by 1993 Q1 were back at around their 1992 Q3 level. In
the year after 1993 Q1, despite the recovery in UK demand
at atime when demand in other EU countries remained
depressed, there was an improvement in the relative
performance of non-oil export volumes compared with
non-oil import volumes. Between 1992 Q1 and 1993 Q1,
non-oil import volumes increased by 7.3% while non-oil
export volumes increased by 3.9%; between 1993 Q1 and
1994 Q1, the respective growth rates were 7.2% and 5.8%.

Outlook

Since the United Kingdom is presently running atrade
deficit, exports will have to grow faster than importsin the
next few yearsto prevent the deficit increasing. |f imports of
goods and services were to increase by 4.2% thisyear in
value terms (in line with the average growth rate in
1991-93), exports would need to increase by 4.4% just to
ensure that the trade deficit in goods and services remained
unchanged.

Increases in EU growth over the next few years may increase
the rate of growth of demand overseas relative to UK
demand; movementsin relative demand would then have a
more positive impact on the trade and current accounts than
they have had recently. Furthermore, although it isunlikely
that future changes in relative costs will be as favourable as
those seen in the last few years, some residua effect of the
fall in UK relative costs since 1992 will continue to provide
aboost to exports and to restrain imports.

Another way of considering the prospects for the trade and
current accounts is by assessing the outlook for the public
and private sector (personal and corporate) financial
balances—since, by accounting identity, the sum of the
public and private sector balancesis equal and opposite to
the current account balance.

The planned reduction in the fiscal deficit will tend to lead to
areduction in the current account deficit; but this effect is
likely to be offset, at least in part, by afall in the private
sector financial surplus. Two factors make afall in that
financial surpluslikely. First, investment islikely to
increase in the next few years, given the recent increasesin
the rate of return on capital and in the retained earnings of
industrial and commercial companies; retained earnings rose
by athird in 1993. Second, the personal sector islikely to
react to the recent and planned tax increases by reducing
savingsin order to smooth consumption levels. Inthe
extreme, areduction in the public sector deficit would have
no impact on aggregate savings, if the private sector wereto
reduce its savings commensurately in response to the
reduction in the future expected debt burden. The path of the
current account deficit in the next few years will depend on
the speed and the extent of the increase in investment and the
declinein personal sector savings.

(1) Unitvalueindices; the prices used to calculate the ‘ price effects’ in Table G are average value indices, which are based on current trade weights.
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Appendix

UK export performance 1970-90: shift-share analysis

The main article reports the results of the use of atechnique
known as shift-share analysis to analyse the trendsin UK
manufacturing exports as a share of OECD manufacturing
imports between 1970 and 1990. This appendix briefly
describes the technique.

Methodol ogy®

Using shift-share analysis, we can divide the United
Kingdom'’s changing share of OECD imports between any
two periods into three effects:

o a product composition effect—the effect of
specialising in goods whose market growth has
differed from the average for all commodities;

o aregional composition effect—the effect of
concentrating in regional markets whose growth rate
has differed from the average for al markets; and

. a competitiveness effect—the increase/decrease in
market share as aresult of factors other than the
product and regional composition of trade. This effect
can be thought of as resulting from a host of factors
not connected with the regional and commaodity
composition of UK exports. Thisthird component is
obtained as aresidual.

Three formulae@ are used to separate the three components
outlined above. For each period, the formulae are:

0] Product composition effect =

* i(+g)X ouk — (1+9)XouK
(i) Regional composition effect =

oo j(1rghxlguK — i(1+g)X ouk
(iii) Residual effect=

Xuk —* i j(+gh)Xoyk

where:
g = Growth in OEcD imports of good i over period.
Xlouk = UK exportsof good i in base year.
Xouk = UK exportsto OECD in base year.
g = Growth in OECD imports over period.
gl = Growth in country j’s imports of good i over
N period.
XUk = UK exports of good i to country j in base year.
Xtuk = UK exportsto OECD in end year.
Data

Datafor the following OECD countries were used:

Canada France Austria Sweden

United States  Greece Finland Switzerland
Japan Germany Portugal  Turkey

Belgium Ireland Iceland United Kingdom
Luxembourg Italy Norway

Denmark Netherlands Spain

All the data came from the OecD’ s Foreign Trade by
Commodities.

(1) Based on Thirlwall, A P and Gibson, H, ‘Balance of payments theory and the United Kingdom experience’, Macmillan, London, 1992.
(2) SeeMagee, SP, ‘Prices, income and foreign trade’, International Trade and Finance: Frontiers for Research, ed Kenen, P B, Cambridge University

Press, 1974.
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Estimating market interest rate and inflation expectations
from the prices of UK government bonds

By Mark Deacon and Andrew Derry.m

Mar ket expectations of interest rates and inflation can give important insights into the credibility of
monetary policy. For that reason, the Bank has carried out extensive research over the past two yearsinto
the ways in which inferences about these expectations can be drawn from the market prices of gover nment
bonds. The preliminary results of this work were discussed at a one-day conference in March organised by
the Bank, in which researchersin the field from other central banks and a number of academics took part.
Their comments—and the results of further research in the Bank—are reflected in thisarticle. Thearticle
explains the important issues of estimation and interpretation which arise in thiswork, and outlines
possible changes to the techniques the Bank uses in its analysis of market expectations—for example, in its

Inflation Report. Comments on the issues raised and on the methodological changes proposed will be

most welcome.

I ntroduction

The disruption in the foreign exchange markets during 1992
and 1993 led to the suspension of sterling’s membership of
the exchange rate mechanism (ERM) and to the widening of
the fluctuation bands of most of the remaining currencies.
The move from essentially afixed (though adjustable)
exchange rate environment to one of floating currencies has
meant that the Bank now relies more heavily on monetary
policy indicators other than the exchange rate when
assessing monetary conditions. These include indicators of
inflationary pressures, inflation expectations and perceptions
of the monetary policy stance. For instance, estimates of
market interest rate expectations can provide an insight into
whether participants expect interest ratesto rise or fall in the
future. The Bank reports on these indicatorsin its Inflation
Report. In addition, knowledge of market inflation
expectations can be a useful input into decisions about the
funding of the public sector borrowing requirement.

Theyield curve obtained from government bond prices has
long been used as a source of information about interest rate
expectations: both itslevel and slope are useful monetary
policy indicators. More recently, however, emphasis has
focused increasingly on the implied forward rate curve. This
contains the same information as the yield curve, but
presentsit in away that allows expectations of interest rates
in the short, medium and long term to be distinguished more
easily.

Information on inflation expectations has until recently
typically been obtained from surveys. But these have shown
themselves to be unreliable—perhaps because survey
respondents have little incentive to answer accurately. There
are other drawbacks to using survey evidence: surveys take
time to compile, and so may not give accurate estimates of

current inflation expectations; and they usually survey only
short-run expectations.

Some efforts have also been made to infer financial markets
inflation expectations from asset prices. For example,
between 1985 and 1987 the New Y ork Coffee, Sugar and
Cocoa Exchange traded futures contracts on the US
Consumer Price Index. Using the prices of these contracts, it
was possible to obtain a direct estimate of inflation
expectations. But no similar contracts on the UK Retail
Price Index (RPI) have ever existed, so other means of
deriving inflation expectations from the prices of financial
assets must be sought. Research has shown that generally
only the prices of assets with fixed nominal rates of return
contain accessible information on inflation expectations,
and that only in the case of government bond pricesisit
likely that such information can be extracted satisfactorily.
This article describes how, by comparing the yields on
conventional and index-linked bonds, a measure of inflation
expectations can be obtained. It also examines the waysin
which such estimates of interest rate and inflation
expectations may differ from ‘true’ expectations.

Deriving interest rate expectations from gilt
prices

When pricing financial instruments, participantsin financial
markets are—either explicitly or implicitly—revealing
information about the interest rates that they believe are
appropriate for the transactions they are making. Soiit is
possible to gain an insight into their interest rate
expectations by calculating the yield or internal rate of return
on theinstruments. Theseyieldswill also reflect other
factors—such as the liquidity of the securities, the effects of
taxation and the perceived risk of default by the issuer. But
the underlying interest rate (for a given level of risk) should

(1) Thisarticleisbased on two working papers written while the authors were in the Bank’s Economics Division: Deacon, M P and Derry, A J,
‘Deriving Estimates of Inflation Expectations from the Prices of UK Government Bonds', Bank of England Working Paper No 23, and
Deacon, M P and Derry, A J, ‘ Estimating the Term Structure of Interest Rates', Bank of England Working Paper No 24.
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Some ter minology

The gilt-edged market currently consists of around 70
different bonds, the majority of which are conventionals.
These entitle the purchaser to a stream of cash flows
consisting of regular (semi-annual) fixed interest—or
coupon—payments, and a redemption payment together
with the final coupon payment on the gilt’s maturity date.
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(a) Based on prices on 27 June 1994.

The most commonly used measure of abond’ s return is the
gross redemption yield—the single rate that, if used to value
each of the bond’ s cash flows individually, equates the
bond’ stotal valuetoitsprice. But two bonds with the same
maturity and different coupons may not have the same yield,
since the composition of their returnsis different—the
higher-coupon bond provides more of its return in coupon
payments than does the lower-coupon bond. Since (other
things being egual) investors prefer assets that provide a
return sooner, they are willing to pay a premium for
high-coupon bonds. This effect makesiit difficult to
interpret gross redemption yields—and any measures
constructed using them—so other measures have been
developed to avoid these interpretation problems. The most
fundamental of theseis the rate at which an individual cash
flow on some future date is discounted to determine its value
today—the spot interest rate or zero coupon yield. It can be

thought of astheyield to maturity of a (hypothetical) zero
coupon bond, and as such is an average of the single-period
rates out to that maturity. The term structure of spot rates,
or zero coupon yield curve, is the curve which is usually
referred to when talking about the term structure of interest
rates.
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(a) Based on priceson 27 June 1994.

The zero coupon yield curve can be transformed uniquely
into three other useful curves: the par yield curve, the
discount function and the implied forward rate curve. The
par yield curve shows the coupons that bonds would require
in order to trade at their face value—at ‘par’. The discount
function is a continuous function of discount factors—the
value of the discount function for any maturity t is the value
today of £1 repayableint years. Finally, theimplied
forward rate curve consists of implied future one-period
interest rates—that is, the one-period rates expected to
obtain at future dates. It contains the same information as
the spot rate curve but, because it isin effect amarginal
curve (whereas the spot rate curve gives an average of
expected rates over the chosen horizon), it presentsitin a
way that makesit easier to interpret for monetary policy
purposes. Charts A and B give examples of the four curves.

in principle be unique for each maturity; so, when trying to
recover underlying interest rates from market prices, the aim
isto construct a curve expressing interest rates as a unique
function of time to maturity—the term structure of interest
rates.

Domestic currency government securities are generally used
in the estimation of the term structure of interest rates, since
they are normally regarded as being free of default risk. If
there were single-payment, liquid government bonds
maturing at every future date, the interest rates on them
could be used directly to construct the term structure. Inthe
United Kingdom (asin other countries), however,

government bonds—gilt-edged securities—are not equally
spaced through the maturity spectrum: there are many

‘gaps’ in which one needs to interpolate in order to construct
a continuous term structure. Moreover, there are no
single-payment—zero coupon—agilts, so the technical task of
identifying the underlying term structure is further
complicated by the existence of periodic interest payments.

Estimating the curve
Thefirst problem inyield curve estimation is how to fill the

gaps in the maturity spectrum. A key decision to be taken
concerns the shapes that the term structure should be allowed
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to take—in other words, what trade-off to make between the
‘smoothness’ of the curve (removing ‘noise’, such as pricing
anomalies, from the data) and its ‘ responsiveness’ (its
flexibility to accommodate a genuine movement in the term
structure). The purpose to which the term structureisto be
put is clearly relevant to this decision. For monetary policy
analysis, there isless need than when pricing financia
instruments for a precise fitting of local anomalies; a
method of estimation better able to generate a smooth curve
is preferable.

The Bank’ s recent research has investigated a number of
different models for estimating the term structure—those
due to McCulloch, Schaefer, Nelson and Siegel, and
Svensson (an extended Nelson and Siegel model)—as
alternatives to the current Bank of England model.®

The Bank of England yield curve model estimates a par yield
curve, essentially by fitting a curve through redemption
yields so as to minimise the sum of squared differences
between the observed and the fitted yields. The functional
form used for the yield curve is known as a cubic spline and
can be thought of as a number of separate cubic functions
joined ‘smoothly’ at so-called knot points.

The other four models are all fitted to a discount function, an
approach pioneered by McCulloch. The choice of the
functional form in these cases reflects not only the choice
between smoothness and responsiveness, but also the fact
that a discount function must conform to certain
prerequisites based on economic theory—in particular, it
should be both positive and ‘ monotonic non-increasing’,@
and be such that the present value of £1 receivable today is
£1.

Like the Bank model, the standard McCulloch model uses a
cubic spline as the functional form.® Nelson and Segel start
from a different perspective, by specifying asimple
functional form for the forward rate curve. Fromthis, itis
straightforward to derive equations for the term structure of
interest rates and the discount function; again, it isthe
discount function that isfitted by the estimation procedure.
An important property of thismodel isthat it is constrained
to produce asymptotically flat forward rates for long
maturities—a property shared by the Bank model, because
of the type of spline used. Svensson increases the flexibility
of the original Nelson and Siegel model by adding two
further parameters, though he considers the standard model
to be generally satisfactory for monetary policy applications.

Tax effects

A second major consideration in deciding how best to
estimate the yield curve is the choice of method to model tax
effects. Tax rules can materially affect the prices of bonds

and, if their effects are ignored in the modelling process, can
distort the estimate of the term structure of interest rates.

A substantial proportion of investorsin the gilt market are
taxed at their marginal rate on any coupon income they
receive, but are exempt from taxation on capital gains.
Bonds with high coupons provide more of their return in the
form of coupon income than do low-coupon bonds; so
investors who face a non-zero marginal income tax rate but
who are not taxed on capital gains will—other things being
equal—prefer low-coupon to high-coupon bonds. This
preference on the part of tax-paying investors will increase
the prices of low-coupon bonds relative to those of
high-coupon bonds, a distortion that needs to be removed
when attempting to measure the underlying term structure.

The McCulloch method for modelling tax effects consistsin
estimating asingle ‘effective’ tax rate for all maturities. In
contrast, Schaefer argues that there is no unique term
structure of interest rates, but rather a series of tax-specific
term structures, each of which should be estimated using
only those bonds which are *efficiently’ held by investorsin
that tax bracket. Schaefer’s specification of the problem
highlights a number of difficulties with McCulloch’s
approach. First, McCulloch’s effective tax rate will be some
kind of average of all income tax rates faced by investors,
rather than the marginal rate of the investor whose trading
choices determine bond prices. Second, thistax rateis
(implicitly) assumed to apply to all bonds along the length of
the curve, which is unrealistic if any category of investors
has preferences about the maturity of debt held.

The Bank of England model tacklestax effects by explicitly
modelling the relationship between yield and coupon, as
well as that between yield and maturity. It does this by
using capital-income curves which describe the trade-of f
between capital gain (assuming the bond is held to maturity)
and income. Using this method, it is possible to estimate the
tax rate faced by the category of investors who determine the
price of each bond. Both the Nelson and Siegel and the
Svensson models ignore tax effects.

Although Schaefer’s approach of producing tax-specific
term structures iswell suited to an individual or an
institution facing a known marginal tax rate, it has
drawbacks for estimating asingle ‘market’ term structure of
interest rates. The Bank method, though theoretically less
rigorous, has distinct practical advantagesin this respect and
so remains the Bank’ s preferred approach.

Other issues

Since the choice of model for tax effects isindependent of
the curve-fitting technique, the choice between fitting a par
yield curve or using a discount function is largely
independent of the tax model. It isto some extent a matter

(1) Themodels are presented respectively in: McCulloch, JH, ‘ The tax-adjusted yield curve', Journal of Finance, 1975; Schaefer, SM, ‘Measuring a
tax-specific term structure of interest rates in the market for British government securities’, The Economic Journal, 1981; Nelson, C R and
Siegel, A F, ‘Parsimonious modelling of yield curves', Journal of Business, 1987; Svensson, L E O, ‘ Estimating and interpreting forward interest

rates. Sweden 1992-93—first draft’, Institute for International Economic Studies, Stockholm University.

(2) A function fis said to be amonotonic non-increasing function of timeif f(t,) ” f(t;) for al timest, and t, such that t; <t,.

(3) Schaefer (and others) have criticised the specification of a cubic spline on computational grounds—it can introduce signﬁicant rounding errors.
Schaefer’'s model instead uses alinear combination of Bernstein polynomials, which give better approximations to the derivatives—which is
important since the forward curve depends on the first derivative of the discount function. Other research has suggested the use of ‘B-splines'.
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of taste and beliefs about market behaviour. The discount
function approach is explicitly consistent with economic
theory, but can be very difficult to estimate; the resultant
forward rate curve is also sensitive to small changesin the
discount function. The approach of fitting a par yield curve,
although theoretically less attractive, appears more robust in
practice (particularly when producing implied forward rate
curves); this may indicate that it better reflects market
pricing realities.

Thereis aso a choice to be made between minimising yield
errors and price errors, which can produce significant
differencesin the forward rate curve. The appropriate
choice will again depend on the purpose behind the
estimations and—following from that—on the maturity
range in which greatest precision isdesired. Since the focus
in monetary policy analysisison interest rates rather than
prices, it makes sense to minimise yield rather than price
errors. A further argument for minimising yield errorsis
that it improves the fit of the curve at shorter maturitiesv—
the most interesting from a monetary policy perspective.

Results of comparative testing

To choose between the different curve-fitting approaches,
the Bank’ s research involved carrying out comparative tests
of the Bank, McCulloch, Nelson and Siegel, and Svensson
model s—with each adjusted to incorporate the Bank tax
model to ensure fairness of comparison.@ Charts 1 and 2
show the different forward rate curves for two recent dates
(the Nelson and Siegel curveis excluded because of its
closeness to the Svensson curve for these particular dates).
They illustrate the sensitivity of the forward rate curve to the
choice of fitting approach, and in particular to the constraints
set on the long end.

The Bank’s provisional judgment is that the economic
constraints imposed by the discount function approach—
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which are not rejected by the data—are desirable, and that
the functional form suggested by Svensson is that best suited
to provide stability in the shapes of the curves. By imposing
these restrictions, of course, the model becomes less able to
represent observable data, but statistical tests are unable to
distinguish between Svensson’s approach and other models.
It has therefore been decided that, since the gain from
restricting the curvesto ‘reasonable’ shapesis offset by only
asmall lossin precision, a combination of Svensson’s
functional specification of the discount function and the
current Bank adjustment for tax effects should be the main
contender to supplant the Bank’s current methodology.

A further decision is required concerning the estimation
criterion: should price errors or yield errors be minimised?
In principle, smaller yield errors might be preferable, on the
grounds that it isthe interest rates rather than the prices that
are the principal factor for monetary policy purposes;
moreover, minimising yield errorsimplicitly gives greater
weight to shorter maturity (and therefore more relevant)
bonds. Statistical tests, however, point in the other direction:
there appears to be a statistically significant estimation cost
to minimising the sum of sgquared yield errors.

Deriving inflation expectations using
index-linked gilt prices

The prices of index-linked gilts, which were first issued
following the 1981 Budget and now make up approximately
15% of the UK government bond market, can be used in
several ways to derive the markets expectations of inflation.
Index-linked gilts are designed to give the investor aknown
real return independent of theinflation rate: both the coupon
payments and the redemption payment are revalued to keep
pace with RPI inflation, so preserving the real value of both
income and capital. Index-linked gilts do not offer complete
real value certainty, however, since thereis an eight-month

(1) ‘Shorter’ in this context means up to about ten years. It seems unlikely that participants form anything more than very approximate expectations

about economic variables beyond this horizon.

(2) Sinceincorporating the Bank's tax model makes the McCulloch and Schaefer approaches to modelling the term structure virtually identical, only the

former was included in the testing.
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lag in the indexation.® The effect of thisisthat an investor
will gain if, once the nominal value of a payment isfixed,
inflation falls over the succeeding eight months, and will
loseif it rises.@

Index-linked gilts allow real rather than nominal returnsto
be measured and so, in conjunction with the nominal returns
estimated from the prices of conventional gilts, allow
inferences about inflation expectations to be drawn. But an
important consequence of the eight-month indexation lag is
that, when computing the real yield on an index-linked gilt,
some assumption must be made about future inflation in
order to value some of the future cash flows.

Smple measures of inflation expectations

Central to the derivation of inflation expectations from bond
pricesisthe Fisher identity. This states that the nominal
yield on abond can be separated into (at least) two
components: itsreal yield and the average expected
inflation rate. Using asimple interpretation of the Fisher
identity, a measure of average inflation expectations can be
calculated by subtracting the real yield (at some assumed
average inflation rate) on an index-linked gilt from the
nominal yield on a conventional gilt, preferably of identical
maturity. For example, by subtracting the real yield on a
five-year index-linked stock from the nominal yield on a
five-year conventional, this method gives an estimate of
average inflation expected over the next five years.(®

As mentioned above, the gross redemption yield of abond is
dependent on factors other than its maturity—not least on
the size of its coupon—so that matching bonds by maturity
and ignoring other factors may produce misleading
estimates. Conventional bonds are often compared with one
another on the basis of their duration—a measure that
weights each of abond’s cash flows by the length of time
beforeit is received—to standardise the timing of cash
flows. It is sometimes suggested that by analogy it is more
appropriate to compare conventional and index-linked gilts
of similar duration (rather than maturity). However, this
assumes that the factors determining the importance of the
timing of cash flows are the same for both types of bond.
This s reasonable when comparing two conventionals, since
the important factor—the risk of a move in the nominal
interest rate—is the same for each bond. But when
comparing a conventional with an index-linked bond, the
risks are not comparable and it is therefore less clear that
matching bonds by duration offers any real advantage over
matching by maturity.

Since the real yield on an index-linked bond is dependent on
an assumed average rate of inflation, the inflation
expectation produced by this method depends to some extent
on the original inflation assumption: in effect, an inflation

expectation is used to estimate an inflation expectation.
Comparing, for example, the real yield on 2% Index-linked
1996 with the nominal yield on 10% Conversion 1996 for a
recent date, the latter was 7.4%, while thereal yield on the
index-linked gilt was 4.5% using a 3% inflation assumption
and 4% using a 5% inflation assumption. Using thissimple
method, the inflation expectations using the 3% and 5%
inflation assumptions were 2.9% and 3.4% respectively.
The problem can, however, be overcome by using the
break-even inflation rate methodology: this embodies an
iterative procedure that solves for thereal yield and the
inflation expectation simultaneously, and so does not depend
on the origina inflation assumption. In the above example,
the break-even inflation rate is 2.8%.

Implicit in these computationsis the crucial assumption that
investors require no risk or liquidity premium for holding
either index-linked or conventional gilts; or, if they do, that
the premia areidentical for the two sorts of asset. The
assumption implies that, in an equilibrium where there are
no arbitrage opportunities, a conventional and an
index-linked stock will have the same expected nominal rate
of return.

Problems with simple measures

There are several deficiencies with these methods of
deriving inflation expectations. First, it will often only be
possible to find pairs of gilts of approximately the same
maturity, introducing inaccuracies into the values cal cul ated
for the real rate and the expected inflation rate. More
seriously, there may not be an index-linked stock of even
approximately the maturity for which it iswished to derive
an inflation expectation.

Another problem isthat, since the value of abond to an
investor depends on his or her marginal tax rate, some
assumption must be made about the tax rate in order to
calculate the return. The tax assumption then feeds through
into the calculated inflation expectation. Chart 3 showsthe
sensitivity to the tax assumption of a break-even inflation
rate (cal culated here using the 2.5% Index-linked 2003 stock
and a conventional stock of similar maturity). It shows how
expectations of the average inflation rate over the period

until 2003—as measured by the break-even rate
methodology for investors facing different marginal tax
rates—changed over the course of 1993. Without aview on
the appropriate tax rate to apply, it is clear that little useful
information can be gained from the level of a break-even rate
series. It seems, however, that the changesin the series vary
little with tax: thereisafairly stable differential between the
break-even time series at different tax rates.

In addition, the fact that a break-even inflation rateis
derived from only two gilt prices—one index-linked and one

(1) When abond is traded between coupon payment dates, the seller foregoes the next coupon. It is market practice for the buyer to compensate the
seller by paying accrued interest (over and above the quoted price)—an amount proportional to the period for which the seller has held the bond but
will not receive a coupon payment. To compute the accrued interest payment, the size of the next coupon payment must be known. Since coupons
on index-linked gilts are paid every six months, and the RPI for a particular month is known only with alag, alag of eight monthsin the indexation

of paymentsis needed to ensure that the nominal value of the next coupon is always known.

(2) TheBank of England’s recent publication, ‘British Government Securities: The Market in Gilt-Edged Securities', gives more information on
index-linked gilts (see in particular Chapter 3). It isavailable from the Bank of England PO Box 96, Gloucester, GL11YB.

(3) The measure s often misinterpreted as giving an expectation of inflation in five years' time, rather than the average rate over the next five years.

(4) Inthe context of thisarticle, arbitrage involves the simultaneous purchase and sale of two financial instruments for ariskless profit; the equilibrium

referred to is a state in which no such opportunities exist.
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Chart 3
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conventional—means that it is particularly vulnerable to
distortions produced by the specific pair of stocks selected.
For instance, when matching stocks by maturity there may
be two conventionals of roughly equal maturity but
widely-differing coupons. The difference in the break-even
rates derived using the different stocks can be significant, as
Chart 4 shows. Another weakness of the approach is that, by
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concentrating on only two stocks, it ignores any inflation
information contained in the prices of other bonds.

By calculating a break-even inflation rate for each
index-linked gilt, it is possible to build up a picture of

market expectations of inflation over different time horizons.
But as the index-linked market currently consists of only 13
stocks, spread over a maturity range from two to 37 years, it
isnot very detailed. In addition, such an approach does not
allow reliable estimates of implied future one-year inflation
rates (as opposed to the average rates that break-even rates
represent).

So although these simple measures are useful in showing
how inflation expectations may have changed over time,
only alimited amount can be learnt from them about the
level of inflation expectations.

Term structure of real interest rates

Before looking at the use of term structure models to derive
estimates of inflation expectations—an approach which
deals with severa (though not all) of the problems discussed
above—it is helpful to outline how estimates of areal yield
curve can be derived using index-linked gilt prices. The
estimation of such a curve provides the real equivalent of the
nominal interest rate curve discussed above. In particular, it
allows areal forward rate curve to be derived. In practice,
however, there are two factors which complicate the
estimation: there is—once again—the eight-month lag in
indexation; and there are far fewer index-linked giltsin
issue. Thefirst means that, without some independent
measure of expected inflation, real bond yields and hence the
term structure derived from real yields are dependent to
some degree on the assumed rate of futureinflation.@ The
second problem is more practical: there are currently only
13 index-linked bonds in issue and the Bank yield curve
model—to take that example—estimates 12 parameters. So
using the Bank model asit stands to estimate areal yield
curve from index-linked bonds would give an exact fit to the
yields observed. Such an approach would be impractical
sinceit would lead to highly unstable forward rate curves.

Despite these problems, the four term structure models
investigated can be amended to produce real yield curves
dependent upon an assumed rate of inflation. The Bank
model can be adapted to produce areal yield curve by
ignoring all tax effects and simply fitting the yield to
maturity structure, once real yields have been calculated for
some assumed rate of inflation. In addition, the number of
knot points defining the cubic spline can be reduced (from
six to three at present) to accommodate the relative lack of
data—with little loss of accuracy, since one would not
expect the real curve to be as flexible asthe nominal. This
fitted curveisinterpreted asthe real par yield curve, from
which the term structure of real interest rates and the implied
real forward rate curve can be calculated.

The main drawback with this approach isthat it includes no
parameters to account for taxation effects. Not only isit
impractical to apply the full Bank model but it may not even
be appropriate, given the difference in nature between the
index-linked and conventional markets. The variation of
coupons on index-linked bonds is not so large as in the
conventional market, so tax rules are unlikely to affect to the
same extent the prices of indexed bonds with the same
maturity but different coupons. But indexed bonds with
different maturities may attract different categories of
investor. Anecdotal evidence suggests that high-rate income
tax payers, who are attracted to indexed gilts because of the
advantageous ratio of capital to income, prefer the liquidity

(1) Infact, since the index-linked market contains three stocks which are beyond the maturity of the longest conventional, only ten break-even

observations are possible.

(2) Thisdependence can be important when calculating the yields on index-linked gilts approaching maturity, but becomes less important the longer the

maturity of the bond.
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and reduced price volatility of short-dated securities. In
contrast, long-dated index-linked gilts are favoured by
pension funds, which are exempt from income tax.y The
Bank’s current implicit assumption is that the marginal
investor at all maturitiesin the index-linked market does not
pay income tax, so any distortions introduced by this
assumption are likely to be at short maturities. Research
continuesin this area.

McCulloch’s term structure model can be adapted in a
reasonably straightforward manner to produce areal yield
curve. For the reasons outlined above, however, histax
treatment may not be appropriate for the index-linked
market. But estimation of the parameter does at least
partially allow for any tax effect that may exist in the
index-linked gilt market, so it may still be desirable to
include it in the model—even if the estimated parameter
cannot readily be interpreted. Aswith the Bank model, the
number of estimating functionsis reduced to accommodate
the limited number of observations available to be used in
the estimation.

Schaefer’s model is more difficult to apply, since the lack of
datawill severely reduce the number of efficient bonds. The
data-set therefore needs to be expanded to include all
index-linked bonds, in which case Schaefer’s approach
becomes essentially equivalent to McCulloch’s. The Nelson
and Segel model has only four parameters, and so can be
applied directly to the index-linked market; increasing the
flexibility of the model by adding the two extra (Svensson)
parameters seems unnecessary.

Implied forward inflation rate curve

Because it is possible to estimate two interest rate term
structures for the gilt market—areal yield curve modelling
the index-linked sector and a nominal curve modelling
conventionals—it is possible to create pairs of hypothetical
conventional and index-linked bonds of identical maturity®
for any desired maturity.® The break-even approach can
then be applied to these pairs to give continuous curves for
both average and (more importantly) forward inflation
expectations (ie implied future one-year inflation rates). As
the prices of most bonds are used in the estimation of the
yield curves,® this approach has the additional advantage of
using virtually all the information on inflation expectations
available in the gilt market. 1t also ensures that the rates
derived should be free of any stock-specific distortions and
adjusts for most tax effects.

Since an inflation assumption is heeded to estimate a real
yield curve, theimplied forward inflation rate curve® that is
derived will depend on this assumption—the same problem
of consistency that arose with the simple measures of
inflation expectations discussed above. To remove this

dependency, an iterative procedure has been developed to
avoid the need for an assumed inflation rate—in simple
terms, the real yield curve is re-estimated for each iteration
until consistency between the assumed and the estimated
forward inflation rate curve is achieved.

Charts 5 and 6 illustrate implied forward inflation rate
curves for the Bank, McCulloch and Svensson approaches.
Although there are some differences between the curves,
they are all of broadly the same shape; therisein the
McCulloch curve for long maturities is attributable to the
lack of constraints that the method places on nominal
interest rates.
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(a) Based on prices on 22 June 1994, so that at the start of year 6, for example, the curves
estimate the expected rate of inflation on 22 June 2000.

(1) Pension funds also find long-dated index-linked gilts attractive because they have long-dated, (quasi) index-linked liabilities.

(2) Since the zero-coupon curve is used, the two hypothetical bonds also have identical duration.

(3) Itis, however, unwise to extrapolate beyond the maturity of the longest actual bond of either type.

(4) Currently, calable bonds are included in the estimation procedure for nominal curveswith asimple rule to determine the maturity date, but

convertible, floating-rate, irredeemable and illiquid stocks are excluded.

(5) Inpast Inflation Reports (and in the working papers on which this article is based), the implied forward inflation rate curve is referred to as the

inflation term structure.
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Since estimation of the forward inflation rate curve relies on
ano-arbitrage condition, it is necessary to produce nominal
and real curvesfor the same category of investor. The
Bank’s current methodol ogy involves modelling both
nominal and real curves from the perspective of a zero-rate
tax-payer, estimating the nominal curve by modelling the tax
effect on the prices of bonds not naturally held by such
investors and in this way adjusting them to be comparable
with the remainder, and assuming for index-linked gilts that
their prices are set by zero-rate tax-payers. The no-arbitrage
condition can then be applied, since the index-linked and
conventional markets are being compared from the
perspective of the same investor paying no income or capital
gainstax.®

Several previous academic studies have adopted a similar
approach to the extraction of inflation expectations. They
have not, however, modelled the real yield curve and asa
result have derived inflation expectations only for the
maturities at which index-linked gilts exist, rather than using
the continuous term structure produced by the Bank method.
They have also tended to be rather simplistic in dealing with
tax effects.

One prerequisite that it may be desirable to impose on a
model of the implied forward inflation rate curveisthat it is
flat for long maturities. This can be achieved by requiring
both real and nominal forward curvesto be flat at long
maturities.

Problems with expectations derived from yield
curves

In order to interpret the derived curves as representing ‘ true’
market expectations of interest rates and inflation, it is
necessary to assume that the forward interest rates calculated
from the term structure model are expected future short

rates. In practice, however, there are three main kinds of
factor which make it likely that there are differences between
the two: those related to risk premia; to liquidity premia;
and to ‘ Jensen’ s inequality’.

Risk premia

There are two main sources of risk for the holders of
government bonds: the risk of unexpected changesin
inflation; and the risk of unexpected changes in the spot
interest rate. Inflation risk isincurred by holders of bonds
with variable real returns, ie without a guaranteed real
return. Theinflation risk premium on index-linked bondsis
therefore likely to be small, since they offer a high degree of
real value certainty. For conventionals, however, it may be
significant, because al payments are fixed in nominal terms.
Theinterest rate or price risk premium represents the

compensation a bondholder requires for variability in the
value of the bond over time. Asthe prices of long-duration
bonds are generally more sensitive to a change in interest
rates than short-duration bonds, the price risk premium
included in their returns will be higher.

Liquidity premia

Liquidity premiaare important in two respects. First, the
prices of bondsthat are identical in all respects other than
their liquidity may differ. Thisis particularly likely if one of
the bonds is perceived by the markets as a ‘ benchmark’.
How such effects should be treated depends partly on how
they are viewed: if, for example, abond’s priceisrelatively
high because the bond is more liquid than comparable
stocks, then it islikely to represent the market better. If,
however, the bond is being used primarily as a hedge
instrument, its priceislikely to reflect more than just the
term structure of interest rates. The second important effect
isaresult of the relative liquidity of conventional and
index-linked gilts. Because the index-linked market is less
liquid, any comparison between the two will implicitly
include a premium reflecting the difference in liquidity. The
Bank’s current methodol ogy assumes that al liquidity
effects are negligible, but this may be unrealistic.

Jensen’ sinequality

There are several competing hypotheses on the economic
relationship which should hold between expected future
rates and bond prices. If the underlying process corresponds
to either of two of the most influential (the
return-to-maturity hypothesis and the local -expectations
hypothesis),® implied expected future rates will not
correspond to actual expected future rates, but will be
lower—to an extent dependent on the volatility in future
rates. Thisis essentially because of the difference between
E[(1+r)1] and (1+E[r]) 1, where E(.) is the expected value
function and r is afuture interest rate—an example of
Jensen’sinequality.®

The effects of both Jensen’ sinequality and risk premia need
to be taken into account when deriving estimates of inflation
expectations. The nominal inflation risk premium, the
nominal interest rate risk premium and the effect of Jensen’s
inequality on real rates al tend to bias estimates of inflation
expectations upwards. The real inflation risk premium
(whichislikely to be small), the real interest rate risk
premium and the effect of Jensen’sinequality on nominal
rates work in the other direction.

Preliminary investigation into the effect resulting from
Jensen’sinequality suggeststhat it is unlikely to be large if

(1) These estimates can be scaled in the usual way for investors facing other tax treatments.

(2) Therestriction isachieved for the Bank model by constraining the cubic spline to flatten at the long end. Although McCulloch’s cubic spline will
not in general produce asymptotically flat forward rate curves, it can be constrained to do so by applying a technique due to Vasicek and Fong. The
McCulloch-based inflation term structures shown in Charts 5 and 6 use the original McCulloch spline specification without the Vasicek and Fong
adjustment, and illustrate the unrealistic long rates which this can generate. The functional form of Nelson and Siegel (and that of Svensson) is

specifically designed to produce forward rate curves with horizontal asymptotes.

(3) Thereturn-to-maturity hypothesis suggests that the expected return from a single n-period bond is equivalent to the return from rolling over a series
of none-period bonds. The local expectations hypothesis suggests instead that the expected rate of return on any bond in asingle period is equal to

the corresponding short rate of interest.

(4) More precisely, Jensen’sinequality states that for a strictly convex function, the expectation of the function of a random variable will be greater than
the function of the expectation of the variable, ie E[g(x)] > g(E[X]). For adetailed exposition of the effect of Jensen’s inequality when estimating
expected interest rates, see the forthcoming Bank of England Working Paper by Anderson, N L and Barr, D G, ‘ Jensen’sinequality and the implied

forward rate curve'.
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the short-term interest rate follows a strongly mean-reverting
process. Although it isnot clear at this stage how large the
net effect of risk premia and Jensen’ sinequality is, itis
possible that the Bank’s current estimates over state ‘ true’
inflation expectations when referring to implied forward
inflation rates in the Inflation Report (the risk premia effects
probably outweigh those resulting from Jensen’ s inequality).
Further work is under way to model these effects more
accurately. Most similar academic studies do not attempt to
estimate risk premia.

Summary

Over the past two years, the Bank has investigated a number
of sophisticated techniques to extract information on interest
rate and inflation expectations from gilt prices. Itisnot at all
easy to choose between them but, on the basis of economic
prerequisites and comparative statistical testing, the
approach proposed by Svensson seems the most appropriate
for creating the forward inflation rate curves used in the
Inflation Report and for the analysis of monetary policy
choices. No final decision has yet been taken on the precise
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specification to be used to implement the Svensson
approach. This—in particular, the choice between
minimising price and yield errors—will be determined after
further testing and after monitoring the stability of the
various options over the coming months. Theintentionisto
make afinal decision in time for the new approach to be
adopted in the November Inflation Report. In order to make
as well-informed a decision as possible, the Bank would
welcome practitioner comment on the issues raised in this
article and on its provisional conclusions.

Irrespective of the precise methodology, it seems clear that
further research will be required into the accuracy with
which these methods represent market expectations: in
particular, the lack of quantification of the effects of risk
premiaand of Jensen’sinequality are potentially important
gapsin knowledge. Nevertheless movementsin the term
structures generated using these techniques can be useful
indicators of changesin markets perceptions of policy
credibility and so have arole to play in informing monetary
policy decisions.



Company profitability and finance

By Kieren Wright of the Bank’s Structural Economic Analysis Division.

As the recovery has become more firmly founded, the financial position of industrial and commercial
companies (ICCs) has strengthened. This article compares the present recovery with that of 1982—84, and
examines in detail how firms have performed in 1993 and thefirst quarter of 1994. The main points

include:

e Profitability is at a markedly higher level than at a similar stage in previous recoveries. Inthefirst
quarter of 1994, the pre-tax return on capital in the non North Sea sector increased to 9.5% from a
trough of 6.3% in thefirst quarter of 1992. This return on capital is almost double that at the

equivalent stage in the previous recovery.

e ICCs retained earningsincreased by over a third in 1993, when firms made unprecedented net
repayments of bank debt. ICCs' net repayments to banks were equivalent to 1.8% of GDP in 1993,
compared with total net borrowing equal to 2.4% of GDP in 1982, the comparable year in the last

recovery.

e Atthe sametime, firms have increasingly used the capital markets as a source of external finance.
Gross capital issues by ICCsincreased by 51% to £23.9 billion in 1993, representing 30.3% of total

ICCs' funding.

e |ICCs dividend payments—which have been historically high since the mid-1980s—have grown
further in the recovery; they increased 9.3% to £22.7 billion in 1993. But many firms with relatively
weak profitability and high indebtedness have chosen to cut or pay no dividends in the recent cycle.

e Fixed investment has been higher as a share of GDP than in the previous recovery. Thisreflectsa
higher starting level of investment at the end of the recession; but to date, investment has not risen

further as the recovery has picked up.

Performancein the present and previous
recoveries compared

Company performance in the present recovery so far has
differed in a number of ways from the previous onein
1982-84. The differences have to some extent reflected the
relative shallowness of the recent recession, and they have
been seen in the profitability, investment and financial

transactions of industrial and commercial companies (ICCs).

The recent cycle has also had a different sectoral impact—
with business failures in the service sector, for example,
remaining high compared with the previous recovery.

Profitability

Excluding the North Sea sector, ICCs' pre-tax return on
capital recovered to 8.3% in 1993—almost twice as high as
in 1982, the similar stage in the last recovery (see Table A).
Therisein profitability has occurred from a higher
starting-point than both in the early 1980s and after the

197475 recession, but has not been significantly sharper
than in those recoveries. The pre-tax rate of return on capital

TableA
Measuresof ICCs performance
(1980-84 and 1990-93)

Per centinitalics

Firms Returnon  Netincome Capital Valuation

operating capital () gearing ()  gearing (d) ratio (e)

below

capacity (a)
1980 73 4.1 27.3 9.0 04
1981 80 3.0 23.7 75 04
1982 76 4.3 22.6 9.8 04
1983 70 51 18.1 9.2 05
1984 58 5.4 17.7 9.5 0.5
1990 49 75 31.2 24.9 0.9
1991 67 7.2 2715 26.3 10
1992 69 6.9 25.2 27.1 11
1993 65 8.3 18.1 233 12

(a) Source: CBI quarterly survey of manufacturing firms.

(b) Pre-tax rate of return on capital stock at replacement cost in the non North Sea sector.

(c) Net interest payments as a percentage of after-tax income.

(d) Outstanding borrowing (debt at nominal value) as a percentage of the capital stock at
replacement cost.

(e) Ratioof ICCs' net financial liabilities to their capital base.
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rose to 9.5% in the first quarter of 1994 from atrough of
6.3% in the first quarter of 1992. This compares with rises
over asimilar period of two percentage points from atrough
of 2.3% in 1981 Q2, and of three percentage points from a
trough of 3.5% in 1975 Q3.

The higher level of profitability has reflected in particular
the strong growth of labour productivity relative to the
growth in real wagesin the last decade or so. ICCs’ labour
productivity® increased by 36% between 1990 and 1993,
compared with arise of 9.4% in 1979-82.

In addition, the shallowness of the recent recession has
meant that manufacturers’ levels of capacity utilisation have
remained higher than previously, helping to contain fixed
costs per unit of output. As Table A shows, CBI survey
evidence suggests that 65% of manufacturers were operating
below capacity in 1993, compared with 76% in 1982.

I nvestment

Investment by ICCswas 9.1% of GDP in 1993, compared
with an average of 6.4% ayear between 1982 and 1984.2
Stronger investment in plant and machinery has been a
notable feature—it represented 6.1% of GDP in 1992 and
1993, compared with an average of 5.1% a year between
1982 and 1984 (see Chart 1).@ There has also been greater
investment in ‘other’ new buildings and works—6.6% of
GDPin 1993, compared with 5.6% in 1982.

Chart 1
Whole-economy investment—analysis by asset

Vehicles, shipsand aircraft
Plant and machinery
Dwellings
Other new buildings and works
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So far, however, there has not been a strong upturnin ICCs
capital spending, and over the last year or so investment has
contributed less to the growth of GDP than in the previous
recovery. Inrea terms, ICCs investment grew by 1.7% in
1993, compared with arise of 2.4% in 1982 (see Chart 2).

A possible explanation for this may be that firms have given

Chart 2

ICCs investment in three r ecessions@

— — 125
Start of recession
1979 Q2

1981 Q2=100

Start of recession
1973 Q3

1992 Q1=100 — 9%

1975 Q3=100

S S O I SO SN ST R RNy
-Q8-Q7-Q6-Q5-Q4-Q3-Q2 -Q1 Q0 Q1 Q2 Q3 Q4 Q5 Q6 Q7 Q8
Quarters since trough of recession
@  Trough of GDP recession = 100

(@) Investment in 1990 prices.

priority to reducing their higher levels of debt thistime
rather than to new investment.

Changes in profitability do, however, tend to precede
changes in the investment to output ratio—as Chart 3 shows.
In the previous recovery, ICCs' profitability started to
increase in the first quarter of 1981, but the investment to
output ratio did not grow until the third quarter of 1983. In
the present recovery, profitability reached a trough in the
first quarter of 1992, and the investment to output ratio is yet
to show any sustained rise.

Chart 3
ICCs return on capital@ and | CCs' investment asa
per centage of GDP®

Per cent
— — 14

Profitability

- Investment/GDP
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(a) Pre-tax rate of return on capital stock at replacement cost.
(b) Investment and GDP at 1990 prices (GDP at market prices).

In an upturn, firms may postpone major investments until
output shows definite signs of recovery and profitability
beginsto increase. In addition, the installation of plant and
equipment is often alengthy process. Nevertheless, the
sharp rise in profitability in recent quarters should add

(1) Thefigures cover the mining and quarrying, manufacturing, utilities, construction, distribution and transport, and communication sectors. Sectors

are weighted using the Central Statistical Office’s 1990 weights.

(2) The higher corporate-sector investment to output ratio, however, partly reflects the effect of privatisations, which have widened the sector.

(3) Thefigures cover whole-economy investment in plant and machinery, and not just that by 1CCs.
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strength to the recovery in investment—aview which is
supported by survey evidence (see below).

Financial transactions

ICCs' financia transactions have been very different in this
recovery from that in the early 1980s. Firms have reduced
their levels of bank debt significantly and turned
increasingly to the capital markets for external finance; bank
borrowing has been much lower than in the previous
recovery. Nevertheless, capital gearing—outstanding
borrowing at nominal value as a proportion of capital stock
at replacement cost—remains high. Most of the
improvement in ICCs' income gearing—the ratio of interest
payments to after-tax income—reflects lower interest
payments (Chart 4).®

Chart 4
Financial transactions

I:I First two years of recovery

Capital gearing [ratio of outstanding borrowing (debt at
nominal value) to capital stock at replacement cost]
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Although profits fell asthe economy entered the recent
recession, investment levels were maintained and thisled to
asignificant worsening in companies’ financial balancein
1990-92. The sharp improvement in retained earnings last
year has enabled firms to improve their financial position:
ICCsrecorded afinancial surplus of £2.8 billion (0.4% of
GDP)—thefirst surplusfor six years. Inthe previous
recovery, ICCsrecorded an average surplus of £4.1 billion a
year (1.4% of GDP) between 1982 and 1984, as capital
expenditures remained below retained earnings.

After ahigh net borrowing requirement—boosted by
mergers and acquisition activity—in the years leading up to
the last recession, there has been alargefall in ICCs' net
borrowing requirement, though it remains above the levels
seen in the previous recovery. It fell from £28.6 billion to
£14.3 billion in the year to end-1993, compared with an
average of £3.7 billion between 1982 to 1984. Although the
borrowing requirement has been higher in this recovery,
bank borrowing has actually been lower. Instead, ICCs have

made significant net repayments to banks. In 1993 alone,
companies repaid £11.4 hillion to banks (£2.3 billion in
1992), compared with average borrowing of £5.1 billion a
year between 1982 and 1984 (see Table B). The emphasis
that firms have placed on reducing gearing levels by
repaying bank debt may be partly the result of low inflation.
Capital gearing levelswere similarly highin the
mid-1970s, but with strongly negative real interest rates
following that recession, real debt values were rapidly
eroded; itisunlikely that firms expect debt to be eroded by
inflation in such away in this recovery.

TableB
Selected itemsfrom | CCs' accounts and financial
transactions (1980-84 and 1990-93)

Percentage of GDP (3

Total Undistributed Investment Financial  Borrowing Bank
income (b) income surplus(+)/  requirement borrowing
deficit(-)

1980 155 8.1 71 — 24 2.7
1981 155 7.8 6.4 0.6 17 2.2
1982 16.4 7.8 6.2 1.1 25 24
1983 17.6 8.8 5.8 1.7 0.3 05
1984 19.2 9.7 6.8 1.3 10 22
1990 195 6.7 9.9 -4.1 6.7 3.6
1991 18.6 7.0 87 -1.4 47 -0.2
1992 175 6.8 8.0 -1.3 4.8 -0.4
1993 183 8.6 7.8 0.4 23 -1.8

(@) GDPat current market prices.
(b) Net of stock appreciation.

There has been increased recourse to the capital market, with
ICCs' net capital issuestotalling £17.3 billion in 1993.
There was a significant rise in the volume of equities issued;
this was partly a consequence of therisein share pricesin
1993, which contributed to the relative attractiveness of the
capital market.

There has also been atendency since the early 1980s for the
corporate sector to issue a greater amount of fixed, rather
than floating-rate, finance: only about 60% of the stock of
corporate sector debt is now closely linked to short-term
market rates, compared with over 90% in 1982.2 A
consequence of the large debt repayments by |CCs has been
that their capital gearing has fallen, although it remains at
historically ahigh level. 1CCstherefore remain sensitive to
changesin nominal interest rates, but the tendency to issue
more fixed-rate finance may reduce that sensitivity in the
short term.

Company performancein 1993 and 1994

The cash flow of firms has improved significantly over the
last year, as consumer demand has strengthened and sales
have recovered. In 1993, output grew across all sectors
except construction; growth in this sector resumed in the last
quarter of 1993. Chart 5 shows the annual changein
manufacturing output and the balance of manufacturers
expecting an increase in output (as reported by the CBI).
Therate of output growth is expected to continue increasing
in 1994, albeit moderately. Improved trading conditions

(1) For adisaggregated analysis of corporate sector debt, see the article on personal and corporate sector debt in the May 1994 Quarterly Bulletin,
es 144-55

ag .
(2) Seethearticle, ‘Fixed and floating-rate finance in the United Kingdom and abroad’, in February 1994 Quarterly Bulletin, pages 34-45.
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have aso led to a sharp declinein business failuresin the
recovery so far.

Chart 5
Output expectations
Percentage balance, seasonally adjusted Annual percentage change
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(a) Source: CBI Industrial Trends survey.

Profitability

Cost containment and sustained productivity growth have
contributed to the continued risein profitability. Non North
Sea |CCs pre-tax rate of return increased sharply from the
third quarter of 1993, and by the first quarter of 1994 was
only 1.2 percentage points below its peak in the fourth
quarter of 1988 (Chart 6). The return on capita of these

Chart 6
Return on capital@
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(a) Pre-tax rate of return on capital stock at replacement cost.

ICCsisnow 3.2 percentage points higher than its trough in
the first quarter of 1992. Chart 7 shows that the gap
between the profitability of the UK business sector and those
of other G7 economies narrowed sharply in the first half of
the 1980s, but that the improvement was not sustained later
in the decade. Recently, UK profitability hasimproved
once more, particularly relative to other European
€conomies.

Chart 7
Cross-country profitability
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Source: OECD.

Income and appropriations
As Table C shows, gross trading profits (net of stock

appreciation) increased markedly in 1993; they were 14.4%

higher than in the previous year. Intheyear to the first
quarter of 1994, they increased by 16.6%. ICCs' profits

TableC
ICCs income and appropriation accounts

£ billions
1990 1991 1992 1993 1994 Q1

Income
Gross trading profits (a) 74.4 78.1 77.8 89.0 243
Rent and non-trading income  15.4 13.9 12.0 9.9 26
Income from abroad 18.0 15.0 14.6 16.2 4.0
Total income (a) 107.8 106.9 104.3 1151 30.9
Allocation of income
Dividends on ordinary

and preference shares 17.6 184 20.8 22.7 51
Interest and other payments ~ 32.1 29.8 26.8 211 49
Profits due abroad 7.7 5.4 5.0 6.3 2.0
UK taxes 187 154 134 13.0 31
Undistributed income (a) 317 37.9 38.2 51.9 15.8
Capital transfers -0.5 -0.5 -0.5 -04 -0.2
Fixed investment 54.7 50.0 47.8 48.7 11.8
Physical increase in stocks -11 -4.8 -21 0.2 -0.3
Financial balance (surplus +) -22.8 -7.8 -7.6 28 43

(a) Net of stock appreciation.

have now increased in every quarter since their trough in the

first quarter of 1992, rising atotal of 33.2%. ICCs’ tax
payments declined marginally in 1993, reflecting the

increase in capital allowances between November 1992 and

October 1993, and the stability of profitsin the previous
year.

Dividend payments rose by 9.3% in 1993—more slowly

than the growth in profits—but fell by 1.3% in the year to
the first quarter of 1994. Over the last ten years, dividend

payments by | CCs have doubled as a percentage of GDP—to
3.1% in thefirst quarter of 1994 (Chart 8). The path of the

(1) Profitability is measured here by the pre-tax operating surplus net of depreciation as a percentage of the capital stock net of cumulative depreciation.
Differences in estimates of asset lives mean that the levels of profitability are not directly comparable across countries.
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Chart 8
Selected itemsfrom | CCs' balance sheets@
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(a) Tax, interest and dividend payments at current prices;, GDP at current market prices.

dividend payout ratio—dividends as a proportion of
post-tax income—has been similar during the early 1990s
cycleto that in the early 1980s, but from a higher
starting-point.®

The ratio remained above 30% between 1990 and 1993—
high by the standards of the last 20 years (though not as high
asinthelate 1960s). A possible explanation for thisis that
the long-term profit growth of firms has been expected to be
higher and this optimism has influenced dividend behaviour.
It may also reflect the provision for tax-exempt shareholders
to reclaim advance corporation tax on dividends. For
companies paying mainstream corporation tax, thereisa
higher charge on retained than on distributed profits when
shareholders are exempt from tax on dividends. As
profitability increased in the 1980s, a greater proportion of
firms paid mainstream corporation tax, and so dividend
behaviour was more influenced by the difference in effective
tax rates. Asprofits have increased in the recovery, this
difference may have provided an incentive to increase
dividends.

In addition, firms have continued to restructure their balance
sheets by increasing their use of the capital market and
lessening their reliance on bank borrowing (see below). The
resulting greater proportion of equity has contributed to the
risein dividend payments. Reduced bank borrowing and
lower nominal interest rates led interest paymentsto fall by
21.4%in 1993; they continued to fall in the first quarter of
1994. ICCs undistributed income rose 33.7% in nominal
termsin 1993, primarily reflecting higher profits. Company
performance continued to strengthen in the first quarter of
1994, when undistributed income rose to £16.3 billion. The
level of ICCs’ undistributed income as a proportion of GDP
hasin fact been similar to that seen in the previous recovery,
because dividend payments have been higher—ICCs'
dividend payments were 3.6% of GDP in 1993, compared
with 1.6% in 1982.

Capital expenditure

Inreal terms, ICCs' fixed investment grew in the third and
fourth quarters of 1993, but fell back in the first quarter of
1994, when it was 0.2% lower than ayear earlier. Thefall
was greatest in the manufacturing sector, where investment
was 3.7% down on 1993 Q1.

According to CBI survey evidence, however, investment
intentions have increased in the manufacturing sector. The
balance of manufacturing firms expecting investment to
increase in the following 12 months improved from -13% in
1992 to -5% in 1993. In thefirst two surveys of 1994, there
was a positive average balance of +6%.

CBI surveys have aso shown that an increasing proportion
of firms are investing to increase capacity—27% in the April
1994 survey, compared with 19% in 1992 (see Table D).
These indications are consistent with the rise in the CBI
capacity utilisation balance (see Table A above), but that

bal ance al so suggests that capacity pressures are not
significant. At thisstage, firms' priority when investing
seems to be to improve efficiency—a view supported by the
contacts of the Bank’ sregional agents. The number of firms
reporting the cost of finance as a factor limiting investment
has fallen markedly in the recent recovery, from 12%in
1992 to 2% in the April survey. Uncertainty about demand
has remained the major limiting factor, with 55% of firms
mentioning it in April, compared with a peak of 60% in
January 1992.

TableD
CBI survey evidence on investment (per centage of
manufacturing firms)

Reasons for capital expenditure:

Expand Increase For Other
capacity efficiency  replacement
1991 18 71 53 11
1992 19 70 50 11
1993 23 70 52 10
1994 Q1 25 75 52 8
1994 Q2 27 76 47 7
Mean 1979 Q4—
1994 Q1 23 72 50 7
Factors limiting capital expenditure:
Cost of Inadequate  Uncertainty Lack of Lack of
finance net return about demand  interna external
finance finance
1991 17 42 55 24 4
1992 12 44 58 23 4
1993 5 46 54 26 5
1994 Q1 2 46 44 24 3
1994 Q2 2 44 55 23 3
Mean 1979 Q4—
1994 Q1 11 41 46 21 3

There is also some evidence that firms have continued to be
deterred from investing by inadequate rates of return; a
balance of 46% reported this as alimiting factor in 1993.
One reason for it might be that firms have not yet adjusted
their required rates of return to take account of lower and
less variableinflation.@

(1) Seethe box on the cross-sectional analysis of dividend payments on page 247.

(2) Thearticle on pages 2504 looks at companies’ criteria for investment appraisal and the implications of areturn to sustained low levels of

inflation.
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It seems likely that investment will show stronger signs of
recovery in the near future, asfirms' financial positions
improve further. Anecdotal evidence suggests, however,
that rates of scrapping were lower in the recent recession
thanin 1981-82; if so, thereislikely to be significant spare
capacity in the economy—particularly in sectors such as
construction—and this may weaken the growth in
investment in the short term.

Sockbuilding

Whole economy stocks rose by £335 million in 1993,
compared with afall of £1.8 billionin 1992 (see Chart 9).
There was, however, significant destocking in the
manufacturing sector: stockstherefell by £1 billion in

1993, though they recovered by £334 million in the first
quarter of thisyear. The latter wasin line with CBI survey
data which suggest expectations of reduced destocking: the
April survey showed a balance of -14% of firms expecting to
increase stocks, compared with atrough of -26% in July
1991.

Chart 9
Stockbuilding in the manufacturing and distribution
industries
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Overdl inthefirst quarter of 1994, total stocksfell by

£449 million.» Manufacturing and wholesaling stocks
increased—the latter by £158 million—but in the retailing
sector, there was afall of £184 million, perhaps because
firms underestimated demand prior to announced tax
changes. Firms may beinclined to increase rather than
reduce stocks in the near term, as they become more
confident about the strength of demand, and with the
incentive provided by low inflation and low nominal interest
rates.

Financial transactions

ICCsrecorded afinancial surplus of £2.8 billion (0.4% of
GDP) in 1993—the first surplus for six years; in the

Chart 10
Financial deficit/surplus, net borrowing requirement
and stock of net bank borrowing
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previous five years, their financial deficit had averaged 2.5%
of GDP (Chart 10). The dramatic turnaround in financial
position seems to have resulted from the emphasis firms
have placed on reducing debt levels, with their large growth
in profits enabling them to do so. Firms' net borrowing
requirement began to fall in 1989, at an earlier stage of the
downturn than in the previous recession. 1n 1993, the
borrowing reguirement was 2.3% of GDP, compared with
the 1988 peak of 10.6%. The financial balance of firms took
longer to adjust, as capital expenditures remained high by
historical standards, so that firms did not record a surplus
until last year. The trend continued in the first quarter of
1994, when ICCs' financia surplus of £4.3 billion was the
largest on record.

ICCsrepaid £11.4 billion to banksin 1993 (1.8% of GDP)
continuing the trend seen since 1991 (see Chart 11); thishas

Chart 11
Real@ stock of bank lending® to ICCs and
unincor por ated businesses
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(a) Deflated by GDP deflator (at market prices).
(b) Includes building societies.

(1) Thiswasin large part the result of significant destocking in the *other industries’ category.
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A cross-sectional analysis of dividend payments

Since the late 1970s, firms as awhole have increased their
dividend payout ratio—the proportion of post-tax income they
distributein dividends. This box investigates whether the
increase has been afeature across the corporate sector or has
been confined to arelatively small number of firms.(1)

Some commentators have suggested that the dividend payout
ratio remained at historically high levelsin the recent recession
because firms did not wish to give an adverse signal to
shareholders. If so, such behaviour would mean that one
commonly-perceived difference between equity and debt
finance—that interest payments are less contingent on company
performance than dividends—was in practice less clear cut. To
explore this, the box also examines the proportion of firms that
cut dividends, and compares the performance of those firms that
cut and those that raised dividends.

In order to examine whether the increase over time in the mean
dividend payout ratio is a feature shared by firms generally,
Chart A shows a cross-sectional distribution of dividend payout
ratios. The lines show the ratio for representative firms at
various pointsin the distribution; for example, the line showing
the 95th percentile gives the payout ratio of the firm with aratio
higher than 95% of the firmsin the sample.

Chart B
Per centage of firms cutting and/or paying no
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(a) Dividend payments expressed in real terms (deflated by the GDP deflator).
(b) Dividend payments expressed in current values.

Chart A
Dividend payout ratio:@ cross-sectional distribution
and mean
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(a) Dividend payments as a proportion of total income net of tax and interest payments.
(b) The mean dividend payout ratio increased from 13.9% in 1974 to 23.4% in 1991.

further 36% of firms paid lower (real) dividends. Thiswas,
however, rather less than in the early 1980s.

The cross-sectional analysis can be used to examine the
characteristics of firmsthat cut their real dividend payments.
For most of the 1970s, there was little difference between the
profit to output ratio of firms cutting and those raising
dividends, but from the late 1970s a widening wedge devel oped
between the two groups—see Chart C. A similar picture

Chart A shows that although the mean dividend payout ratio
increased steadily from the mid-1970s to 1991, it did not
increase across al firms. In the late 1980s, it increased sharply
for firmsin the upper tail of the distribution, but by 1990 at |east
15% of firms paid no dividends. So therisein the averageratio
may reflect aminority of firms paying higher levels rather than
low-income firms being resistant to cutting dividends.

Chart B reinforces the view that some firms did choose to cut
dividends (or pay no dividends) in the recent recession. A
greater proportion of firms cut their nominal dividendsin the
recent recession than in the early 1980s. Indeed, the proportion
of firms cutting the real dividends they paid rose to 58% in
1992: 22% of the firmsincluded paid no real dividends and a

Chart C
Profit-output ratios® of real® dividend-cutting
and dividend-raising companies

Ratio
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(a) Post-tax income net of interest payments as a proportion of turnover. The lines represent
the median profit to output ratio of the group in each year. The composition of the groups
changesin each year.

(b) Deflated by the GDP deflator.

emerges from looking at the capital gearing of dividend-cutting
and dividend-raising firms: the cross-sectional analysis
therefore confirms that firms with relatively low profitability
and high indebtedness were prepared to cut or pay no dividends
in the recent recession. This may have sent asignal of their
relatively poor performance to shareholders, but it helped to
relieve their cash-flow difficulties.

(1) It uses company accounts data compiled by Datastream International. The accounts of, on average, 1,200 quoted companies are used for each year. 1993 data are provisional,

as only around half of the data have been collected to date.
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been followed by afurther £2.8 billion repayment in

1994 Q1. The switch away from bank borrowing partly
reflects the desire of firms to reduce their income and capital
gearing. There have been significant differencesin the rates
at which different sectors have reduced their borrowing.
Table E shows that the reductions have been greatest in the
construction industry—where firms borrowed 15.7% less in
1993 than in the previous year—and in the manufacturing
and distribution sectors. Bank lending to the utilities
increased by 17.6% over the course of 1993, reflecting
strong investment in that sector.

TableE
Stock of sterling bank lending across UK industrial
sectors

Utilities  Construction  Transport ~ Manufacturing Distribution

£ billions, constant 1990 prices, levels:
End-1993 Q4 6.4 11.3 6.2 34.3 337

Percentage change on ayear earlier:

End-1990 34.0 15.0 12.1 10.9 13.6
End-1991 274 -8.1 7.2 -4.5 -0.1
End-1992 46.8 -7.3 -3.6 -11 -0.2
End-1993 17.6 -15.7 72 -7.2 -7.9

Percentage change on previous quarter:

End-1993 Q1 14 -4.8 11 -3.2 -2.1
End-1993Q2  -6.1 -35 0.9 -3.2 -0.3
End-1993Q3  10.3 -2.9 -14 1.9 -3.0
End-19930Q4 11.9 -5.6 6.6 1.0 -2.7

Reduced recourse to the banking system was to some extent
counterbalanced by an increase in capital issuesin 1993
(Chart 12). ICCs' sterling capital issues (net of redemptions)
totalled £15.2 hillion in 1993, which was followed by net

Chart 12
Estimated total quarterly sterling borrowing
by ICCs

Total, of which:

E Net issues of sterling commercial paper, unadjusted

Net sterling capital issues, seasonally adjusted

Borrowing from banks and building societies, seasonally adjusted
£ billions

issues of £4.1 billion in 1994 Q1 on a seasonally adjusted
basis. Theincrease was the result of a sharp risein net
issues of ordinary shares by ICCs:. in 1993, ordinary share

issues totalled £12.3 hillion, a 134% increase on the
previousyear; in 1994 Q1, £2.4 hillion worth of shares were
issued.

Chart 13 showstheratio of ICCs' net debt to net financial
wealth (or market valuation).® The fall in the stock of
ICCs' net debt combined with the rise in their market
valuation led to theratio falling to 24.1% in 1993, from a
peak of 28.1% in 1990. The capital gearing ratio—net debt
as aproportion of the physical capital stock—also fell in

Chart 13
M easur es of gearing
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Capital gearing (b)
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(a) Ratioof ICCs' net debt at market value to the market value of ICCs' firms.
(b) Ratio of outstanding borrowing (debt at nominal value) to capital stock at replacement cost.

1993, to 23.3% compared with 27.1% in 1992; it was 22.8%
in the first quarter of 1994. Since 1990, the ratio of net debt
to market valuation has fallen more than the capital gearing
ratio, as net financial wealth has increased more than the
physical stock of capital. Firms continued the reductionin
income gearing seen since 1990: average income gearing
fell by more than 7 percentage pointsto 18.1% in 1993. It
fell further to 15.2% in the first quarter of thisyear.

Mergers and acquisitions in the corporate sector have
showed some signs of recovery in the last year. 1n 1993, the
number of domestic acquisitions in the United Kingdom
totalled 526, an increase of 22% on the previous year, but
still athird below their peak in 1987. In the year to the first
quarter of 1994, the number of acquisitions increased by
71%. Spending by ICCs on mergerstotaled £2.7 hillionin
1994 Q1—a 69% increase (in nominal terms) on ayear
earlier. Anincreasing proportion of domestic mergers have
been financed by cash rather than through share issues. 80%
in 1993, compared with 64% in 1992. Thefirst quarter of
1994 showed a sharp fall in cash-financed mergers,
however—down to 46% from 87% in the last quarter of
1993.

Insolvencies

Company insolvencies peaked much earlier in the present
recovery than in the previous upturn, but the number of

(1) Thisisan aternative measure of capital gearing to the one commonly used: the major difference is that the denominator is the market valuation of

firms rather than the replacement value of the physical capital stock.
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insolvencies remains higher—see Chart 14. Since the peak
in 1992 Q3, company failures have fallen sharply; they were
14.7% lower in 1993 than in the previous year. Company
failures continued to fall in the first quarter of 1994—hy
2.6% on the previous quarter and 21.6% on the same quarter
of 1993—and now stand at their lowest level since the third
quarter of 1990. The improvement partly reflects the fact

Chart 14
Company insolvencies
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that firms took active steps early on in this recovery to
reduce indebtedness, which was a mgjor factor in many
insolvencies in the recent recession.

Table F shows that a higher proportion of the business
failures during the recent recession were in the financial and
business service and construction sectors; in the early
1980s’ recession, insolvencies increased most in the
manufacturing, and retailing and wholesaling sectors. This

TableF
Company insolvencies by sector

Insolvencies by sector, as a percentage of
total insolvencies excluding ‘other’ (a)

Total ‘Other’ Manufact- Construct- Retailing ~ Financial
insolvencies (’000s) uring ion and and
('000s) wholesaling business
services
1981 8,596 2,341 42.8 15.8 244 17.0
1982 12,067 3,059 45.0 158 25.7 135
1991 21,827 7,249 345 231 233 19.1
1992 24,425 8,072 333 234 22.8 205
1993 20,825 7,193 337 234 221 20.8
1993 Q1 6,235 2,142 354 237 20.9 20.0
1993Q2 5,318 1,845 33.0 24.4 214 212
1993Q3 4,356 1,425 35.1 221 22.7 20.2
1993Q4 4,916 1,781 30.9 232 24.0 219

1994 Q1 4,887
. not available.

(@) Not seasonally adjusted; source: Department of Trade and Industry.

sectoral difference has had aregiona element. Firmsin the
financial and business service sector, for example, tend to be
concentrated in the south of England, which was affected
relatively severely in the recent recession because the debt
burden was greatest there.® Manufacturing industry is more
concentrated in the North and Midlands, which were less
affected by the recent recession.

Manufacturing company failures have fallen sharply during
the recovery—by 15.8% in 1993. They still account for
more than 30% of total insolvenciesin England and Wales
(excluding ‘others’), however. In the construction sector,
failuresfell by 16.7% in 1993, but activity in the sector has
remained depressed. Company insolvencies are also falling
in the financial and business service sector, though at a
slower rate than elsewhere, so that the sector’ s share of
insolvencies has been rising, accounting for 20.8% of the
total in 1993 compared with 19.1% in 1991. The downward
trend islikely to continue as the recovery becomes more
established and the financial position of firms becomes even
stronger. At the sametime, a significant minority of firms
remain highly indebted, so that in the short to medium term
business failures are likely to remain above levels seen in the
previous recovery.

Summary

There has been a marked turnaround in the financial
performance of ICCsin the recent cycle. Therisein profits
since 1992 has led to areduction in ICCs' financial deficit:
indeed, they have recorded surpluses in the last three
quarters, with an unprecedented surplusin the first quarter of
1994. Lower costs, higher productivity and higher capacity
utilisation have meant that profitability has been increasing
from a higher starting-point than in the previous recovery.
The combination of strong profitability and increased
recourse to the capital market has enabled firms to make
significant net repayments of bank debt. This, together with
thefall in interest rates, has contributed to afall in their
income gearing to levels similar to those in the previous
recovery. Capital gearing has also fallen in aggregate, but
the debt overhang from the late 1980s remains a constraining
factor on the spending of a number of firms.

Capital expenditures have been maintained—rather than
increased significantly—so far in the recovery, but the
outlook for investment growth isfavourable. Asdebt levels
are reduced further, firms are likely to become more
confident about their financial position. The growth in
retained earningsis likely to continue, enabling more
investment to be financed internally; the need for such
investment is likely to rise as firms approach capacity
constraints.

(1) Seethe persona sector section of the article in the May 1994 Quarterly Bulletin, pages 144-55.
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|nvestment appraisal criteria and the impact of low

Inflation

By Andrew Wardlow of the Bank’s Conjunctural Assessment and Projections Division.

An informal inquiry conducted by the Bank earlier this year suggested that firms were being cautious in
the rate at which they were reducing their required returns on investment to reflect lower and more stable
inflation. Thisarticle considers the impact of a return to low inflation on cor porate investment
decision-making. It looks at the various appraisal criteria employed by firms—and the role they give them
in their decision-making—and assesses the significance of firms apparent slowness to adjust.

The prospect of sustained lower inflation and lower nominal
interest rates has implications for all areas of economic
decision-making. Thisarticleisconcerned with just one
area—corporate investment decisions—and focusesin
particular on firms' adaptation of the appraisal criteriathat
they use to guide these decisions to reflect the return to low
inflation.

Businesses are obviously concerned with the real returns
generated by their investments. But the relationship between
real and nominal rates of return is often distorted by
volatility and uncertainty—both in periods of significant
inflation and in the period of transition to a more stable
economic environment. |t is appropriate to consider how
low and stable inflation might affect investment appraisal
criteria.

Investment decisions involve the assessment of a great many
interrelated variables—and judgments about the future
course of these variables—often many years ahead. The
decision-making is complex, both in the assessment of
particular projects and in the management of the process;
and it is therefore sensible to have rules and systems to
guide the process. But arule about the required rate of
return from an investment that is appropriate in aworld of
unpredictable and significantly positive inflation may not be
appropriate in aworld where prices are generally stable.
Clearly, thereis aneed for firms to ensure that the systems
they use for appraisal are responsive to changesin their
economic environment. In considering the process of
adjustment to an environment of sustained lower inflation,
this article considers the use that firms make of investment
appraisal criteria. It drawson aninformal inquiry
undertaken earlier in the year by the Bank—the box on
page 251 summarises its main findings—which offered
some preliminary indications and insights into the
adjustment process.

Investment and high inflation

By their nature, investment decisions involve uncertainty. In
the recent past, however, there has often been the additional

uncertainty stemming from unexpected changesin the
general level of prices. High and variable inflation makes it
more difficult to determine the discount rate that should be
applied in order to calculate expected real returns on
investment.® If thelevel of futureinflation islikely to be
different from that seen in the past, past returns are aless
reliable guide to what is currently appropriate, complicating
judgments about what level of returnsto require. And
uncertainty about inflation may affect not only the allocation
of investment among different projects, but also the overall
level of investment and saving. Savers may require higher
average expected rea returns. Such arisk premium will
affect thereal cost of funds, and so affect investment
decisions.

Over much of the last three decades, it would have been
inappropriate for companies deciding how to allocate their
resources to have assumed generally stable prices. Both
average inflation and inflation volatility were high in the
1970s and 1980s, much higher than in the 1950s and the
early 1960s. Between 1945 and 1965, average annual retail
price inflation was around 3.75%. Between 1965 and 1990,
it was close to 9% and its variance was about four times
higher than in the earlier period. Similarly, thereal cost of
funds has been more variable in recent decades, adding to
the difficulties in making investment calculations. It isnot
surprising in such an environment that companies—and
households—not only try to alow effectively for inflation in
their calculations, but require a higher return because of the
additional uncertainty and risk that accompanies
unpredictable monetary conditions.

A return tolow and stable inflation

One benefit of areturn to an environment of lower and more
stable inflation, in addition to alower cost of capital, should
be that uncertainty about the value and cost of money isa
less critical factor in investment decisions. In such
circumstances, the assumptions used in past investment
decisions may need to be amended. But the process of
transition may be problematical if companies have become
accustomed to high and variable inflation.

(1) Seethebox on page 252 for an explanation of the use of discount factorsin investment appraisal.
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With the benefit of hindsight, it is clear that at times during
the 1970s and 1980s it would have been reasonable for
companies considering investment projects with five or ten
year horizons to have incorporated nominal discount rates of
20% or more into their appraisal criteria. Between 1970 and
1990, the average annual rate of increase in producer prices
was just over 9.5%. Taking 3.5% as arough estimate of the
required real rate of return on risk-free debt—the real yield
on index-linked gilts since the first issue in the early 1980s
has usually been between 3% and 4%—and adding arisk
premium of about 6% (based on the average excess return on
equities over debt) suggests arequired real return on a
typical project financed by equity of around 10%.% So,
allowing for inflation at the average rate between 1970 and
1990 produces a required nominal return of around 20% for
the period. Making some allowance for tax raises the figure
till higher. These rough calculations illustrate that nominal
discount rates of 20% would not have been unreasonable in
past high inflation years, and explain why companies may
have come to use factors of 20% or more to discount future
cash flows.

Firms may be cautious about changing their required rates of
return, given both the past history of uncertainty and the
relatively short period of low and stable inflation to date; it
may take a considerable period for them to become confident
about making thiskind of adjustment. But if inflationis
expected to remain lower over along period, it would be
rational for firms to consider lowering their nominal target
rates of return. There would also be reason to reconsider
their required real rates of return, if the real cost of capital
hasfallen or if less variable inflation and lower interest rates
have reduced the relevant investment risks. Clearly, if firms
require excessive rates of return, they are likely to reject
good investment opportunities with the consequent risks for
their future earnings and competitiveness.

The appraisal criteria used by firms

This section considers some of the underlying practical
issues raised by the adjustment of investment criteria. To
understand the process of adaptation to an environment of
stable prices, it is necessary to consider both the kinds of
investment appraisal criteriafirms use and the role they give
them in their investment decision-making.

Firms use awide variety of criteriain their appraisal of
investment opportunities. The Bank’sinquiry revealed
significant differencesin appraisal techniques and in the
rates of return that firms seek. Those using required real
rates generally reported targets in the range of 7%—20%, and
those using nominal rates targetsin the range of 10%—25%.
The average among firms targeting areal rate of return was
around 15% after tax; nominal targets averaged around
20%. (Given the nature of the inquiry, it would be
inappropriate to draw any conclusions from the differential
between these average nominal and real target rates of

Summary of the Bank’sinquiry

Through its network of regional agents, in early
March the Bank of England conducted an informal
inquiry involving around 250 of itsindustrial contacts.
The firms contacted were mainly large and
medium-sized companies, including a number of large
plcs and foreign-owned enterprises, but smaller firms
were also represented. Some 65% of respondents
were in the manufacturing sector.

Firms were asked to comment on a number of
questions concerning the investment appraisal criteria
they used, the role given to these criteriain their
investment decisions, and the impact of lower
inflation and interest rates to date on their use. The
Bank is grateful to all the firms that took part in the
inquiry and who continue to inform it on a range of
issues.

It should be stressed that the inquiry was an informal
one; there was no attempt to structure the sample or
totrial the questions. The detail of the findings
summarised in the table below should therefore be
treated with caution, and the results viewed as
indicative, rather than representative. The aim was
simply to gain some early indications about the
process of adjusting investment criteriato the new
inflation envionment and to deepen our understanding
of the way that firms use appraisal criteriain practice,
in order to judge the significance of such an
adjustment.

Summary of inquiry findings

1 Investment criteria: percentage of firmsusing:
Target required  Target required  Payback Payback

real rate of nominal criterion plusa
return rate of return only required
rate of return
29% 32% 8% 32%

2 Net present value (NPV): percentage of firms:
Making some use
of NPV

70%
3 Thresholds: approximate average post-tax threshold rate(a)

15% real 20% nominal

4 Adjustment to date: percentage of firmsthat had: (o)
Reduced required Increased required Left required
rates of return rates of return (or rates of return (or
(or lengthened shortened payback) payback period)
payback) unchanged
26% 2% 2%

(a) Some firms used more than one threshold rate, depending on the type of investment.

(b) Among firms using nominal required rates of return, 27% had lowered their targets.
Among firms using real required rates of return, 34% had lowered their targets.
Among firms using payback rules and a required return, 27% had lowered their
thresholds.

return.) Larger firmstended generally to employ lower
target rates than smaller firms.

Other differences—for example, in the cost of capital faced
by large and small firms—may partly explain the width of

(1) Infact, the average real yield on index-linked gilts has been less than 3':%. And the return on a diversified portfolio of UK equities has exceeded
the yield on government bonds by about 8%. The latter, however, overestimates the risk premium on an all-equity financed project, because the 8%
reflects the risk of claims upon geared corporations. Gearing increases the riskiness of returns to shareholders; shares are more risky than the firm's
other liabilities. Making arough adjustment for the effect of debt suggests an appropriate risk premium for an average all-equity project of about

6%.
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these ranges; the ranges may also reflect differencesin the
nature of the investments that firms tend to undertake.
Nevertheless, the wide variance is an area that warrants
further investigation. 1t would be interesting to assess the
significance to the threshold level of firm size, status

(eg whether the company is public or private) and other
variables.

I nvestment appraisal techniques

The Bank’sinquiry confirmed that the main
investment appraisal techniques used by companies
are:

o Net present value (NPV)

The economic value of a project is calculated by
estimating its future cash flows over the projected life
of the investment, which will depend on a series of
assumptions about demand, prices etc. The cash flows
are then discounted at a compound rate reflecting the
opportunity cost of capital, which—in turn—will
reflect the risk and timescale of the investment. The
discounted present value of the cash flows compared
with the initial cost of the investment.

Financial theory stresses the superiority of the net
present value method of investment appraisal and that,
asarule, projects with a positive NPV should be
undertaken.

. Internal rate of return

Formally, the internal rate of return isthat rate at
which expected future cash flows must be discounted
to equate them with the initial project cost—ie to
produce a net present value of zero. Once calculated,
the internal rate of return isthen compared with a
specified threshold rate reflecting the firm'’s cost of
capital. The technique can generate the same
decisions as NPV, but has a number of potential
pitfalls—for example, when ranking competing
projects or accommodating variable rates of risk
through the life of a project—which are more easily
avoided with the NPV method.

o Payback period

The criterion used is the length of the period before
the initial investment cost is recovered. Payback rules
require that the cost of an investment should be
recovered within a specified timescale. Discounted
cash flows may be used in the calculation.

o Accounting rate of return

Accounting rates of return are based on the average
annual forecast profits of a project (after depreciation
and tax) divided by the average annual book value of
theinvestment. Thisratio may then be compared with
the existing book rate of return for either the firm asa
whole or, in some cases, an industry average.
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Within individual companies, target rates of return varied
according to the nature of the investment project: itsrisk, its
necessity for the firm and its size. For example, investment
in manufacturing operations—where the returns are largely
in the form of known cost savings—attracted lower target
rates of return than ‘riskier’ investment in new product
development. The difference in the threshold rates within a
single company was as much as 10%. Some multinationals
distinguished between investments undertaken in different
countries, notably between those in Europe and the United
States (where the required rates of return are often lower).

In addition, a number of firms noted that a significant part of
their recent capital expenditure had been on projects which
offered no direct commercial return, such as compliance
with environmental, and health and safety legislation.

The Bank’ sinquiry also showed that many firms used more
than one criterion when assessing investment opportunities.
The criteria used included: net present values; internal rates
of return; accounting rates of return; payback periods and
broader measures such as the return on capital employed.
Many used accountancy-based measures together with other
techniques; thisis not surprising given the importance
accorded to accountancy practicesin many areas of
corporate decision-making. It isalso not surprising to
observe that larger firms tend to employ more sophisticated
appraisal and capital-budgeting techniques.

70% of inquiry respondents reported that they made some
use of net present values, but other techniques are aso
common, even in larger firms. Some 40% of firms surveyed
used a payback criterion in one form or another; thiskind of
criterion was used mainly—but not exclusively—by the
smaller companiesin the sample. 1t was aso notable that
many of the firms that used payback criteria alongside other
measures stressed the importance of payback rules at that
time, ie they sought atarget rate of return within a specified
period.

The use of payback criteria

The Bank’sinquiry drew attention to the prevalence of
payback criteria; anumber of advantages and limitations of
their use can be suggested.

Among the limitations, payback rules give no weight to the
timing of cash flows within the period specified; they also
do not take account of cash flows beyond the chosen cut-off
point. In addition, the payback period that companies useis
often short—the inquiry indicated a normal period of around
two to three years. And in aperiod of transition to low
inflation, use of a payback criterion may make it more likely
that projects will be rgjected, if firms do not increase the
threshold period: since, when inflation is high, the nominal
outlay on a project will be covered more quickly by
incoming cash flows.

There are anumber of reasons which may explain why
firms, particularly smaller firms, feel that the use of payback
criteriaisjustified—or at least that more sophisticated
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methods are not appropriate. Future cash flows can only be
estimated after assumptions about the productive and market
possibilities of an investment have been made; for
investments relating to export sales, exchange rate
assumptions will in addition be a central consideration.
Assumptions about, for example, the benefits of new process
technology or larger-scale production will be more important
than the choice of appraisal technique. Even with reasonable
assumptions, it may be difficult to estimate the cash flows
over the life of an investment project, particularly if the way
that the new project fitsinto the existing businessis
complex. This uncertainty and complexity may encourage
smaller firms to adopt simpler investment criteria, and to
base their investment decisions on more general
considerations, often governed by an assessment of ‘what
needs to be done’.

But perhaps the main reason, for the widespread use of
payback criteria—at least recently—has been the financia
constraint that firms have faced or imposed on themselves to
improve their financial condition. Credit restrictions clearly
make it sensible to be concerned about the time-horizon over
which investment projects generate returns. Although in
larger companies with fairly unrestricted access to capital
markets, financing decisions can be relatively easily
separated from investment decisions, in smaller firms
managers may have to consider the impact of individual
projects on the wider corporate position. The impact of a
project on the overall financial condition of the company
may be the prime concern, and if capital expenditureis being
tightly controlled, investment decisions will have to be made
on apriority basis. Thisis, however, less of ajustification if
the capital rationing is self-imposed as a means of financial
planning and control. It will be interesting to see to what
extent thiskind of criterion is modified as the corporate
sector’ s financial position continues to improve.

None of these points, however, is an argument against
discounted cash flow techniques. If used in an appropriate
way, they are widely agreed to offer a better basisfor firms
to formulate their business plans, though thisis not to
suggest that such criteria should be used uncritically or in
isolation.

Theroleof appraisal criteria

The Bank’sinquiry indicated that appraisal criteria—in the
form of threshold rates of return—are a critical hurdle when
there are many competing claims on corporate resources,
most frequently in larger groups. Formal appraisal criteria
act to limit the number of projects that are brought
forward—operating as a kind of feasibility test prior to a
more qualitative consideration. Large companies often have
to decide between a number of competing claims from
different business areas or subsidiaries. Although offering
the required rate of return may not guarantee a project
success, it may be used to rank it among similar projects.

Broader observation suggests, however, that rate of return
criteriatend to be used in aflexible way, depending on wider

commercial considerations. Although important, arate of
return criterion appears rarely to be the sole determinant of
investment decisions. Many firmsin the Bank’ sinquiry
underlined the importance of overall corporate strategy and
of ‘strategic fit’ in investment decision-taking. In some
cases, lower target rates of return are applied to projects
considered important (or essential) for corporate strategy
than to more marginal operational investment decisions. In
the case of acquisitions in particular, the usua criteria may
be overlooked or relaxed.

These findings might be seen as more coherent with the
tenets of strategic analysis than with financial theory. Of
course, it is possible that investments that fit well within a
company’s overall strategy—and so concentrate on areas
where the company has a rel ative expertise or competitive
advantage—are more likely to be profitable. But what such
observations emphasise is that firms do not tend to use
formal appraisal techniquesin an uncritical or mechanical
fashion.

The short-run impact of lower inflation

Having considered both the nature and the role of rates of
return criteria, this section looks at the adjustment of them
that firms have so far made in the light of lower inflation and
interest rates.

Responses to the Bank’ sinquiry in March showed that over
70% of firms questioned had yet to adjust their target rates of
return, around a quarter had already made a reduction and a
number said that they were currently considering revising
their criteria.

Of those firms that employed atarget real rate of return,
around athird reported that they had reduced their threshold
rate; this may have reflected either alower cost of capital or
areduction in the risk premium being included as a result of
lower inflation and interest rate expectations. Just over a
quarter of respondents using nominal required rates had
made an adjustment by the time of the survey.

Firms reported that their current tendency was to leave their
target rates of return—and nominal discount rates
—unchanged over long periods. Their arguments for this
were usually that investments are affected by longer-term
considerations and that there was little reason yet to adjust
their longer-term expectations of inflation rates and the cost
of capital.

Overdl, the findingsin this area suggested that, by March,
the process of adjustment was not very advanced. The
transition to an environment of stable pricesis, however,
unlikely to be rapid or smooth, particularly if many firms
continue to face fairly difficult trading conditions. The
findings in relation to firms using nominal required rates of
return would, though, be of some concern if they persisted
over alonger period. And it would be of particular concern
if firms had implicitly reduced their expectations of inflation
in their expected future nominal revenue streams, but had not
similarly reduced their nominal discount rates.
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One important question arising from the inquiry’ sresultsis
whether the lack of adjustment by March had had significant
impact on investment decisions. Growth in investment has
played only asmall part in the economic recovery to date:
investment has risen by lessin thisrecovery than it did
between 1982—-84 (though its share of GDP remained higher
throughout the last recession and it may now be picking up).
By the time of the survey, however, firms slownessto
adjust their investment criteria may not have implied that
they were failing to identify profitable investment
opportunities. It has been suggested above that formal
appraisal criteriaare often given aflexiblerolein
companies’ investment decisions; firmsmay have
considered other factors to have been more central to their
decisions at the time.

Many firms have suggested, for example, that they will not
consider new investment without more evidence of an
increasein demand. In addition, overcapacity has remained
areal issuein anumber of sectors. There has also clearly
been some continued caution among companies about their
financia position, with firms continuing to restructure their
bal ance sheets to reduce the high levels of debt taken onin
the late 1980s.

Finally, some firms have even suggested that lower inflation
may have a negative impact on investment, arguing that
higher inflation makesit easier to widen margins slightly
following investment, for example, to improve product
quality. Inflation’simpact on the real burden of debt and on
the real value of assets placed as security have also been
cited. But although such considerations need to be borne in
mind, the notion that inflation is good for investment needs
firmly to berefuted. First, higher inflation and nominal

interest rates reduce the income available for investment. In
1993, lower interest rates reduced industrial and commercial
companies’ interest payments by £11 billion compared with
ayear earlier; to the extent that cash flow isimportant as a
determinant of investment, lower nominal interest rates will
have a positive impact on investment.

More fundamentally, as suggested above, higher inflationis
correlated with greater inflation volatility and so greater
uncertainty. A stable monetary environment allows
investment decisions to be taken more efficiently, on the
basis of real returns.

Summary

The Bank’sinquiry in March emphasised the extent to which
many companies remained to be convinced that inflation and
interest rates would remain low and stable over the long
term. Many firms continued to seek rates of return which
partly reflected past higher and more variable inflation and
interest rates. Inview of the role that many firms seem to
giveto formal appraisal criteria, this slowness to adjust may
not at that stage have been critical to investment. Other
factors, such as cash flow and expectations of demand, are
likely to have been more important. But, if excessively high
target rates of return continue to be used as the recovery
progresses and as the financial constraints on investment are
further relaxed, thereis arisk that they will limit the level
and type of investment undertaken by UK firms.

A further period of monetary stability may, however, be
needed before a more fundamental adjustment in behaviour
becomes widespread. The Bank’sinquiry has offered some
useful insightsinto the process of adjustment, but it isan
issue that clearly warrants further investigation.®

(1) A recent survey of manufacturing companies by the CBI offers more precise indications about the nature of appraisal criteria and the extent of the

adjustment to date.
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Therole of the exchangeratein monetary policy

The Governor discussesy the role that should be given to the exchange rate within monetary policy. He
affirms the desirability of stable real exchange rates, both as a necessary complement to free trade and in
the context of domestic policies aimed at achieving monetary stability. But, he argues, the cart of
exchange rate stability should not be put before the horse of domestic stability. And he suggests that if
countries were more successful in their pursuit of stability—which is an increasingly widely shared
approach, and in Europe is reflected in the convergence criteria of the Maastricht Treaty—that would go a
long way towards bringing about more stable exchange rates.

As Honorary President of Forex London, it gives me
immense pleasure that you should have returned here—to
what is more than ever the hub of the world' s foreign
exchange markets—after an interval of 12 years. Andin my
other role, as Governor of the Bank of England, | am
genuinely delighted that you should have chosen to return in
what is aparticularly important year for the Bank—our
tercentenary year. | am grateful to each one of you for
helping us to mark that occasion through your presence here
in the City.

The close relationship between the Bank of England and the
foreign exchange market, of course, goes along way back
into our history. Itisamulti-dimensional relationship. We
directly supervise many of the market participants under the
Banking Act and more recently we have had aformal
responsibility for wholesale financial market supervision
under the Financial Services Act. But we have long been
involved in matters of market structure and standards of
behaviour in the professional market—through, for example,
the Joint Standing Committee. In this context, we played an
important part in establishing London Forex and the ACI,
through the still well-remembered person of Roy Bridge.
We operate continuously ourselves in the market, on behalf
of our customers—including government departments and
our central bank customers. And we operate in the market,
of course, on behalf of the Government itself—managing the
foreign exchange reserves and at times intervening in
sterling to influence the exchange rate in support of
monetary policy.

It isthis last, monetary policy dimension of our relationship
with the exchange market that | thought | would talk about
this morning, because while there is a strong and increasing
consensus among monetary authorities internationally on the
role of monetary policy generaly, there are still
widely-differing views within that consensus on the role of
the exchange rate.

Of course, that was not always the case. For years, with
occasional intervals, until the 1930s, the gold standard
—maintaining afixed gold parity—was the effective

substance of monetary policy internationally. And fixed
exchange rates, adjustable only as alast resort, were at the
heart of the Bretton Woods international monetary
arrangements for more than 25 years after the Second World
War. A more likely topic for atalk of thiskind during that
period would have been the role of monetary policy in
support of the exchange rate. Why isit then that the
discussion now is apparently turned on its head?

Inlooking at any set of arrangements a useful starting-point
iswhat went before. The creation of the IMF at

Bretton Woods was intended to restore order to international
monetary arrangements and was clearly, in an important
sense, aresponse to the inter-war depression and to the
perception of beggar-thy-neighbour exchange rate practices
designed to export unemployment—just as GATT was a
response to beggar-thy-neighbour trade policies. And both
these institutions have been spectacularly successful
generaly in preventing predatory behaviour. But the IMF
framework of fixed but adjustable exchange rates was
designed to do more than this. It was designed to ensure that
the IMF member countries pursued domestic policies
necessary to sustain exchange rate parities. And in this
respect it was ultimately less successful.

Volumes have been written on the reasons for that. But a
key factor for my present purpose was that in the post-war
period the predominant problem increasingly became the
problem of inflation rather than unemployment; and the
IMF framework—even though it operated asymmetrically in
practice through adjustment pressure on deficit, or
inflation-exporting, countries—proved to be an inadequate
discipline on domestic policies, not least in the United
States, the anchor country. The framework of fixed
exchange rates eventually collapsed under the weight of
outflows from the US dollar taken into official reserves on
such ascale that the dollar’s official convertihility into gold
had to be suspended.

Effortsto rescue the fixed but adjustable exchange rate
system in the early 1970s were unsuccessful—in part
because of the global economic uncertainties caused by

(1) Inaspeech to the annual congress of the Association Cambiste Internationale (ACI) in London on 4 June.
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successive hikesin the ail price, though the problems were
more fundamental than that. And we have lived ever since
with an untidy patchwork of exchange rate arrangements
which vary both from country to country and from time to
time.

Many smaller countries have chosen to peg their currencies
unilaterally to other major currencies or to various currency
baskets—adjusting the peg only rarely or quite regularly,
some seeking an external discipline in support of domestic
counterinflation while others have attached more weight to
seeking to protect (or improve) their external position.

The major currencies—as well as many others—have
floated. For much of the time, the float has been relatively
clean, with the exchange rate essentially aresidual outcome
from domestic policy. But ‘benign neglect’ at other times
produced disorderly markets and serious misalignments of
real exchange rates, so that periodic attempts have had to be
made—whether unilaterally, or through concerted
intervention or co-ordinated policy action—to manage the
float with, it must be said, varying degrees of success.

And in Europe, of course, there has been the ERM which, on
aregional basis, isalinea descendant of the fixed but
adjustable exchange rate system of Bretton Woods, but with
the important difference that it was seen increasingly as the
precursor to EMU and a single European currency.

All of these arrangements—including the Bretton Woods
system itself—became greatly complicated by the
progressive removal of capital controls, by financial
deregulation, by advances in information technology, and by
the huge, associated increase in global finance and
international capital flows. The fashionable concern with
derivatives and hedge funds is only the latest manifestation
of this.

It would take a bold man—or afoolish one—to seek to
derive from all thisa single policy prescription for the role of
the exchange rate in monetary policy, and | do not intend to
try. Instead | will offer you some general observations that
may have abearing on how official attitudes towards the
exchange rate will evolve as we move—in the terms of your
conference theme—' Towards 2000'. | will concern myself
essentially with the major currencies. Smaller countries,
whose economies are more closely integrated with those of
their larger neighbours, choose in practice in many cases to
maintain a more-or-less fixed exchange rate link, with the
corollary that they accept too the monetary policy of their
larger neighbours.

| think we can all agree that real exchange rate stability isa
desirable feature of international economic relations. It
encourages the growth of international trade and promotes
the more efficient allocation of investment in the world
economy. And any businessman will tell you that he needs
exchange rate stability so that he can make plans for
investment and production on the basis of a business
judgment rather than guesses about future exchange rates.
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But we need to be careful about precisely what we mean.
Exchange rate stability is not an absolute good, nor isit an
end initself. Nominal exchange rates will need to adjust to
reflect sustained divergencesin rates of inflation. And some
movement even in real exchange rates may be necessary in
the long run to reflect, for example, changes in the prices of
products in which a country specialises. But thereisno
doubt that much real exchange rate volatility has arisenin
the past from large and unpredictable changes in monetary
and fiscal policies. After aperiod, the domestic price level
adjusts. But in the meantime, there can be large and
disruptive swingsin real exchange rates. The case for
exchange rate stability in this context is much the same as
the case for domestic price stability in anational context.
But given the general desirability of stable real exchange
rates, isit nevertheless feasible to have any exchange rate
objective in aworld of free international capital movements?

There isapopular misperception of the foreign exchange
markets as a huge, single-minded pack of wolves acting in
unison to hunt down and destroy one largely defenceless
currency after another in an insatiable lust for short-term
profit. Asl look out at this vast audience this morning, | can
understand how that misperception arises! Butitisa
misperception.

It istruethat there is a huge volume of liquidity in the
world’s money markets that can move suddenly from one
currency into another. And freedom of capital movements
—which brings great benefitsin terms of the international
allocation of investment—is areal complication for those
seeking to preserve something approaching exchange rate
stability.

Among those controlling these liquid funds, there are
certainly some pure speculators who take open positionsin
currencies purely in the hope of making capital gains. In
doing so, of course, they expose themselves to corresponding
losses and they tend, therefore, to take very large open
positions only when they are very confident in their view.

But there are legions of others, who look, and walk, and even
talk exactly like speculators, often managing other people's
funds, who are seeking to protect the value of the assets they
control against losses by diversifying risks or covering their
currency exposures. And all these principals transact their
business through bank intermediaries, which are typically
restricted in the size of the positions which they themselves
may take.

The whole point about financial markets—and above all the
foreign exchange market—is that they comprise tens, indeed
hundreds, of thousands of different participants, with
different resources, different responsibilities and objectives,
and different expectations about values. In most situations
where expectations are diffused, quite small movementsin
prices will be enough to balance market supply and demand.
The problems arise when market expectations are all one
way, and in adirection that conflicts with the relevant
authorities' objectives for the exchange rate.
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In such situations, the market might simply have got it
wrong, collectively exaggerating particular risks or
misinterpreting either the financial situation or official
intentions. That can produce unnecessary, disruptive
exchange rate movements if, in the event, those expectations
prove to be unfounded. But more often that not, in my
experience of markets, there is a serious rationale for strong
market movements, which as | say do not result from the
judgments of asmall group of particular individuals but from
the aggregate judgments—backed up by having money at
risk—of thousands and thousands of separate market
participants. Often such strong movements are based upon a
perception of inconsistenciesin official policy such that the
particular exchange rate level is not sustainable. And the
pressure will tend in these situations to be heavier where
thereis a precise, published exchange rate objective, because
of the risk that this objective can change abruptly imposing
significant capital losses or providing significant capital
gains.

Confronted with a strong market challenge, the authorities
have a number of options. They can accept that thereis
indeed a policy inconsistency and correct it, by modifying
the exchange rate objective or adjusting domestic policy to
validate the existing objective. Or they can contest the
market view—through intervention and associated
explanation. Before choosing this latter course, they need to
be pretty confident in their judgment.

Attitudes to the effectiveness of intervention vary. At one
extreme, there are those who point out—rightly—that
official reserves are limited by comparison with the
resources in the market, so that intervention on itsown is
unlikely to be effective for very long against strong market
pressure. Others argue that intervention is not primarily
designed to affect the balance of supply and demand in the
market directly (though discreet intervention can help
modestly to ensure that some demand is seen in what would
otherwise be an entirely one-way market); the main purpose
of intervention, which needs to be visible to the market at
large for this purpose, is on this view to demonstrate the
authorities' attitude to the exchange rate and cause the
market participants to question whether, in the light of the
official attitude, they are really sure of itsground. It carries
the implication that the scale of the intervention could
become quite substantial even in market terms, and that it
could be supported by domestic policy action if that became
necessary. There have been many instances—such as Plaza,
with which you will be familia—where intervention has
found important sectors of the market heavily short or long
of aparticular currency, causing a sharp reversal in
sentiment as they scrambled to cover in the light of the new
information which the intervention represents.

But there have of course been many other episodes where
intervention has failed either to convince or to reverse the
tide. My own view isthat intervention can be tactically
useful in some situations where the predominant market
opinion is out on something of alimb, without great
confidence in its view, and that it can on occasion usefully

buy time until more fundamental corrective action can be
taken—>but that itsroleisalimited one. Certainly, there are
situations too in which the weight of market opinionis
looking to the authorities to intervene, and where afailure to
do so would send strong, unhelpful signals.

Beyond that, if the market as a whole remains persuaded that
thereisindeed a conflict between domestic and external
objectives, then one or the other hasto give.

Overdl, | think it is practicable—even in aworld of free
movement of capital—to have at least aloosely defined
exchange rate objective, but that a necessary condition for
pursuing it isthat it must be fundamentally consistent with
domestic policy objectives and with the actual thrust of
domestic policies.

The question then is how can that consistency best be
assured?

The Bretton Woods arrangements—and indeed the ERM
which was descended from them—set relatively
tightly-drawn nominal exchange rate relationships which
were intended as a constraint on domestic policies. That
domestic discipline ultimately proved inadequate in the
Bretton Woods system, as | said earlier. And the ERM
margins had to be substantially widened last year, to
accommodate the exceptional tensions generated by
divergent domestic policy needs in the different member
states arising importantly out of German reunification.

There has been a growing international consensus about the
conduct of economic policy in the last decade and more
—including fiscal discipline, areduction in therole of the
public sector, often involving privatisation, internal and
externa liberalisation, and with the main focus of monetary
policy in particular directed at domestic—internal—price
stability as a necessary condition for wider economic
stability. Itistrue that we have not al been equally
successful in implementing these policies. But if we were
more successful, then that would go along way towards
bringing about also more stable exchange rates. And if we
can’'t achieve greater internal stability as a matter of national
self-interest, then I’'m not at al sure that anominal external
anchor would necessarily be a more compelling general
discipline.

I hope it will be clear to you that in saying this| am not for a
moment suggesting that the exchange rate doesn’t matter.

On the contrary, as |’ ve explained, real exchange rate
stability is anecessary complement to free trade; and in
terms of national policiesin pursuit of stability, the exchange
rateisfar too important a price to be ignored.

In our own case, for example, although we have no specific
exchange rate target, we do monitor the rate closely and
continuously. We seek to distinguish between short-term
and more lasting influences; and between influences
originating elsewhere and those that reflect market
perceptions of the state of—and prospects for—our own
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economy, which we need to take into account in pursuing
our primary objective of domestic stability. It clearly isthe
case that internal and external stability are bound up together
—that they are in an important sense two sides of the same
coin. But what | have just described is quite different from a
fixed but adjustable exchange rate system in that, if a
conflict between internal and external objectives should
arise, while the exchange rate will always be an important
consideration, it will not in itself be the predominant one.
The emphasis would be on maintaining domestic stability;
and that, | believe, would deliver greater exchange rate
stability in the medium and long term. It isinteresting to
speculate whether, if the Bretton Woods conference was
being convened now, it would still put exchange rate rather
than domestic stability—as it perfectly well could—at the
heart of the arrangements. Certainly it is domestic stability,
rather than exchange rate stability, that istypically at the
heart of IMF advice to member countries today.

However that may be, conflicts clearly can arise. Ironically,
differential rates of inflation, which have typically been seen
as aprimary source of nominal exchange rate tension, are
now lower than they have been for ages, in the context of
unusually low inflation—both actual and prospective
—throughout the industrial world. Y et exchange market
uncertainties persist, reflecting other influences such as the
different—and changing—mix between monetary and fiscal
policy from one country to another, different cyclical
positions and structural imbalances seen, for example, in the
widely-differing levels of apparently intractable long-term
unemployment within Europe, as well asin Japan’s chronic
external surpluswith the rest of the world. | don’t seethat as
an environment in which more structured exchange rate
arrangements at the level of the major industrial countries
would belikely to help. We each know what needs to be
done to address these issues in our own countries and it
seems to me that the substance of international discussionis
better directed to supporting each other in those efforts, and
to understanding their international ramifications, than to the
narrower issue of exchange rate objectives per se.

Similarly in Europe, however appealing the vision of asingle
currency may be—and that is a matter for political
decision—the absolutely essential prior economic condition
isto establish sustainable convergence, based on underlying
stability in the participating member states, as envisaged in
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the Maastricht Treaty. Without that, a single currency
couldn’t possibly function effectively: the associated single
monetary policy would necessarily be too severe in some
countries and too loose in others. | believe that we have a
long way to go before that necessary precondition will be
met.

A measure of the present imbalance within Europe—not
directly addressed by the Maastricht criteria—is the
intolerably high level of unemployment throughout the
European Union and the huge differentials between the
levels of unemployment between the different member
states. It just is not good enough simply to wave all that
aside on the groundsthat it is ‘structural’. It would be a
high-risk strategy to fix exchange rates when there are such
large disparitiesin unemployment. The solutionsto
structural unemployment, which more and more countries
seein terms of the need for lower non-wage costs of
employment and a more flexible labour market, may
themselves have implications for appropriate long-run rea
exchange rates. With afixed nominal exchange rate,
adjustment of the real exchange rate can come about only
through differences in national inflation rates, thus
challenging the convergence on price stability. Until much
greater real economic convergence has been achieved,
flexibility of nominal exchange rates may, in some
circumstances, help to speed up the process of convergence.
To renounce that possibility prematurely would, as | say, be
a high-risk approach—Ileaving the Union unnecessarily
exposed to the persistence of regions of high, long-term
unemployment; or to larger-scale migration; or to pressure
for much larger intercountry fiscal transfers within Europe—
none of which would seem likely to me to promote greater
cohesion.

In the meantime, we all know what we have to do to achieve
the convergence conditions, as a matter of national
self-interest, as well as contributing to as much sustainable
exchange rate stability within Europe as we can realistically
hope to achieve. Thecritical thing is that we should,
individually and collectively, concentrate on that job in hand.

Against that background, Mr Chairman, | expect that there
will still be plenty of work for foreign exchange traders as
we move ‘ Towards 2000’ .



The prospectsfor monetary stability

The Governor picks outw a number of encouraging signs, both domestic and international, for UK
economic prospects—i ncluding the monetary policy framework now in place which, in his view, provides
the best chance in 30 years of achieving price stability in the medium term. Underlining the need above
all elseto avoid another cycle of boom and bust, he notes that the testing time will be the moment—which
may still be some way off—when interest rates need to be raised to moder ate the pace of expansion. He
expresses the hope that, when that point does come, it will be seen not as evidence of weakness, but as a
considered response to the underlying strength of the economy.

Thisisavery special year for the Bank and it isavery
special occasion for me—my first Mansion House dinner as
Governor.

| am, of course, singularly fortunate to be Governor during
this tercentenary year. During the past fortnight alone, |
have been privileged to participate in the World Foreign
Exchange Congress, the World Gold Conference and the
International Monetary Conference, as well as acting as host
to over 120 of my fellow central bank governors and former
governors from all parts of the world at a conference of our
own. All these events were organised in London to
celebrate not just the fact of the Bank’s 300 years of
existence. They celebrated too one of the Bank’ s distinctive
characteristics through so much of its history—its
participation in international monetary co-operation and its
involvement with, and in, the international financial markets
which have their natural home herein the City. | am
grateful to so many of our friends, from both this country
and overseas, who joined in these celebrations with us.

But, My Lord Mayor, thisis aspecial occasion for aquite
different reason. The British economy isin itsthird year of
expansion. But not only that, over the past year the rate of
growth has exceeded the rate of inflation. The latest figures
show that industrial production has increased by 5Y/:%, and
manufacturing output by over 3%, on 12 months ago. And
GDP—on the latest data—is growing at arate of 2%.%.
Retail prices, on the other hand, on the official measure of
underlying inflation have increased by only 2/:% over the
past year, or by only 13/:% if the effect of indirect tax
changesis excluded.

There have been only 12 years since the war in which the
rate of growth has exceeded the rate of inflation in this
way—and only four years since 1970. So thistoo isaso
something to celebrate—something that is of profound
importance for the future prosperity of the country asa
whole.

Of coursg, it is not enough. We can't be satisfied with this
achievement in asingle year. The challengeisto improve

on this performance and sustain it year after year. The
crucia importance of stability—price stability as a necessary
condition for the sustained growth of output and
employment—is a theme on which | have spoken repeatedly
during my first year as Governor. And | make no apology
for that. But | will spare you that sermon this evening. The
fact isthat we have now taken the first steps along the path
of sustainable, non-inflationary growth. The task now isto
keep going. And, if you won't find this shocking coming
from a central banker, | believe that the prospects are
encouraging. Let me giveyou four particular reasons why.

First, there is the improvement in the world economy,
including the recovery now clearly visible in our major
markets on the Continent. This—taken together with
agreement at last on the Uruguay Round of trade
negotiations—provides a more favourabl e international
context for activity in this country than seemed possible a

year ago.

Second, there is the improved supply-side flexibility of our
own economy—in both the goods and services and the
labour markets—following the deregulation and
liberalisation that has characterised the past decade and
more. Compared with many countries—in continental
Europe certainly—this means that we are relatively well
placed to face up to global competition. It has meant too
that, despite the intense pressures on larger-scale businesses
to improve productivity and reduce their labour force,
unemployment has nevertheless declined more rapidly than
would previously have been expected at this stage of
expansion. Employment continues to depend importantly on
smaller businesses and | know that many of you here this
evening are committed to ensuring that small businessis
served effectively by finance.

Third, there is our prospective fiscal position. The action
taken by the Government—and indeed by our present
Chancellor—last year progressively to reduce the PSBR was
never going to be popular, whatever form it took. But such
action was crucially necessary. It was necessary to achieve

(1) Inaspeechon 15 June at the Lord Mayor's banquet for the bankers and merchants of the City of London.
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aproper balance between fiscal and monetary policy; it was
necessary to achieve a proper balance between domestic and
external demand; it was necessary to make room for private
sector expenditure, and for a shift in the balance of private
spending from consumption to investment, without which
the expansion could not be sustained.

And finally there is the monetary policy framework—uwhich,
| believe, gives us a better chance of moving towards our
goal of price stahility in the medium term than at any stage
in my professional lifetime. Since we came out of the ERM,
aseries of steps have been taken to make our objective
uneguivocally clear and the policy process amost totally
transparent. The latest step—the Chancellor’s recent
decision to publish the minutes of our monthly monetary
policy meetings—will in time do agreat deal to improve
public understanding of our shared commitment to
continuing low inflation. Those minutes will provide a full
account of our discussions. We in the Bank will be publicly
accountable for our advice, asisthe Chancellor for his
decisions. | have no doubt that this public accountability
will over time improve monetary policy-making. It may,
though, spoil the fun for some of the pundits who will no
longer need to speculate about possible disagreements
between us. They, and their clients, will have the authentic
story of our discussions only six weeks after the meetings. |
think that they will be surprised by the extent of the common
ground between us.

So, My Lord Mayor, we have agood deal going for usin
this country. Most fundamentally, there is a broader and
increasing understanding—among the population at large
and across the political spectrum—that we must not thistime
allow the expansion to get out of hand, that we must above
all else avoid the socia and economic trauma of another
cycle of boom and inevitable bust. That isagreat strength.

| recognise that there are nevertheless still those who are yet
to be convinced—aboth of the validity of the approach and of
our determination to stick to it. They will judge only by
performance.
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The testing time will come—as it must inevitably come
sooner or later—when we need to raise interest ratesin order
to moderate the pace of expansion and pre-empt the
emergence of associated cost and price pressures. With the
economy still operating below capacity—though no-one can
know just how far below—it may be that this point is still
some way off. But whenever it comes, | hope that it will be
regarded positively, as a considered response to the
underlying strength of the economy and to the prospects for
inflation in the medium term, and not as evidence of
weakness, in simple knee-jerk reaction to the latest set of
erratic monetary or economic data. Our purpose will be to
maintain the expansion at a sustainable pace, and not to
leave the tightening of policy so late that the economy is
brought to ajuddering halt by a much larger interest rate rise
than would otherwise be needed.

Successful monetary management cannot be judged—as
some seem tempted to judge—by how low interest rates can
be pushed or by how long they can be held down. Norisita
matter of snatching at what casual observers may see as
‘windows of opportunity’. That lies at the root of
short-termism in both finance and industry. Monetary policy
has to be judged by its success in achieving and maintaining
the price stability that will allow the growth of output and
employment to continue.

The prospects today are, as | say, encouraging—provided we
stick to our course. Itisarealistic hope that next year | will
be able to report to your successor on a second consecutive
year of growth above the rate of inflation—and | even
venture to look forward to the year after next!

In the meantime, My Lord Mayor, |et me congratulate you
and the Lady Mayoress on your extraordinarily active and
successful period in your high and historic office. You have
made the international promotion of the City financial the
theme of your Mayoralty, and | pay warm tribute to all that
you have achieved. The whole City is delighted that those
achievements have been recognised through the knighthood
conferred on you in Her Majesty’ s recent birthday honours.



The transmission mechanism of monetary policy

Mervyn King, an Executive Director of the Bank and its Chief Economist, considersv the monetary policy
transmission mechanism—the various channels by which the discretionary actions of the monetary
authorities feed through, ultimately, to the rate of changein the price level.

He suggests why scope for disagreement about monetary policy exists even when there is agreement on the
gualitative nature of the transmission mechanism, and outlines the Bank's general view of the role of
money in the economy. He also points out a number of the practical problems of interpreting the monetary
aggregates, drawing from these considerations some conclusions about the practice of monetary policy.

I ntroduction

To set the right course for monetary policy requires not only
aclear direction for the objective of policy—which we have
in the inflation target—but also an understanding of how the
instruments of policy affect the economy and, ultimately,
inflation. What, then, is the mechanism by which monetary
policy controlsinflation? The transmission mechanism of
monetary policy is one of the most important, yet least well
understood, aspects of economic behaviour. Why isthis so?
Surely, it is now widely accepted that, in the words of Milton
Friedman’s famous dictum, ‘inflation is always and
everywhere amonetary phenomenon’ (Friedman 1968)?

At onelevel, this proposition isobvious. Inflationisafall in
the value of money, and so must be a‘ monetary
phenomenon’. But what does this statement mean? A rise
in the price of whisky isawhisky phenomenon—~but that is
not avery helpful statement. Asone of the great monetary
theorists, Don Patinkin, wrote last year, ‘1 have never found
[Friedman'’s] dictum very enlightening about either the
mechanics of the inflationary process or the optimum way to
bring it toanend’ (Patinkin 1993).

Instead of a‘monetarist black box’, what isrequiredisa
coherent theory of the demand for, and supply of, money,
and how they relate to nominal demand and output. In this
talk, | want to do four things. First, to explain why thereis
plenty of scope for disagreement on monetary policy, even
when there is agreement on the qualitative nature of the
monetary transmission mechanism. A common view of the
transmission mechanism is necessary but not sufficient for
agreement on monetary policy. Second, to spell out our
general view of the role of money in the economy, and the
various channels by which changesin money and interest
rates affect activity and prices. Third, to describe some of
the practical problems of interpreting the monetary
aggregates. Finally, to draw some conclusions about the
practice of monetary policy.

The starting-point

To add spice to thistalk, | shall try to indicate where the
Bank agrees with, and where it differs from, Tim Congdon.®
In most important matters of substance, we agree—money
matters. Where we differ isin tone and conviction,
reflecting our roles as central bank and commentator or
prophet, respectively. In hislatest quarterly forecast, Tim
writes: ‘mainstream macroeconomics has arelatively simple
monetary theory of the determination of national income'.
To judge from his comments elsewhere, Tim believes that
thistheory is regarded by most economistsin Britain as
controversial. In contrast, | believe that the theory is
relatively uncontroversial, but decidedly not smple.

To illustrate this point, let us consider atruly simple diagram
of the mainstream model. Chart 1 shows aggregate demand
and aggregate supply plotted against the aggregate price

Chart 1
A demand shock

Price
level

AD.

AD,

Aggregate demand and supply

level. Initially the economy isin equilibrium at point A,
where the aggregate demand curve AD, intersects both the
short-run and long-run supply curves. (The aggregate

(1) Inaspeech delivered at Lombard Street Research on 9 May.
(2) Professor Congdon is the Managing Director of Lombard Street Research.
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demand curve slopes downwards because a lower price level
raises the real value of money balances and wealth, and
hence spending.)

Suppose that there is a shock to aggregate demand
—househol ds become more optimistic, for example. The
aggregate demand curve shiftsup to AD,. In the short run,
prices are ‘sticky’ and do not respond; theincreasein
demand raises output—hence the short-run aggregate supply
curve, SS, ishorizontal. Thereisaboom as the economy
moves to point B. The demand for money rises, and is
accommodated by an increase in supply by the monetary
authorities and by an expansion of both deposits with, and
|loans from, the banking system. Greater use of existing
capacity and higher levels of overtime and employment start
to push wages and prices up. Asthe price level rises demand
starts to decline, and the economy approaches its long-run
natural rate of output at point C. The long-run supply curve,
LS, isvertical. Theincreased money supply means that
although output returnsto its original level, the price level is
higher than before the expansion began. All thisis
commonsense and it might seem obvious that if the
authorities refused to accommodate the increased demand for
money, and raised interest rates, then prices would not rise
and the demand shock could quickly be stabilised.

Unfortunately, life for policy-makersis not quite so simple.
To seethis, consider the effects of adifferent type of
shock—this time a supply shock. Chart 2 shows the
consequences of a short-run supply shock, such asan
adverse shift in the terms of trade (arisein oil pricesfor
example). The short-run supply curve shifts up from SS; to
SS,. With no change in aggregate demand and an
unchanged monetary policy, the economy moves from point
A to point B, with rising prices and falling output
—stagflation, such as we experienced in the 1970s. In these
circumstances, policy-makers have a choice. They can either
wait for the recession and unemployment to lower prices
sufficiently for the economy to return slowly to point A. Or
they can accommodate the impact of the change in the terms
of trade on the price level, by lowering interest rates and
expanding the money supply such that aggregate demand
shifts up, intersecting the supply curve at point C.

Chart 2
A supply shock

Price
level

LS

Aggregate demand and supply
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In one case, the appropriate policy responseisto raise rates;
in the other, it isto lower them. It is not always easy to tell
which type of shock predominates at any given moment.
Diagrams such as these are useful in highlighting the issues.
But they do not tell us at what level interest rates should be
set to achieve price stability and full employment. Indeed,
they help usto understand why it is so difficult to be certain
of the appropriate monetary stance. Three reasons for this
are suggested by Charts 1 and 2:

(i)  First, getting policy right depends upon an ability not
only to distinguish between demand and supply
shocks, but also to quantify their impact on aggregate
demand and supply. Thisis not straightforward.
Consider only the latest example of a demand shock
—the tax increases which came into effect last month.
What islikely to be their impact on aggregate demand?
We cannot be sure.

(i)  Second, calculating the appropriate degree of monetary
expansion or contraction depends upon the
predictability of the velocity of money and its
dependence on interest rates. But we know that there
are shocks to velocity—indeed Goodhart’s Law tells us
that they always come at the most inconvenient time.
And a stable monetary policy means that shocks to
velocity should be accommodated. The problems
created by unstable velocity are well known, and |
shall return to these later. So a central bank must
spend time trying to understand why the velocity of
money has changed, not just in a statistical sense but in
terms of the economic reasons for the change—finding
the story behind the numbers. Thisrequires a great
deal of institutional knowledge.

(iii) Third, itisthe ‘stickiness' of prices and wages—the
slowness of their response to changesin the balance
between demand and supply—which is the source of
the frustratingly ‘long and variable’ time lags between
changes in monetary policy and their impact on
inflation. Economists are still trying to discover a
coherent explanation of these nominal rigidities which
mean that afall in aggregate money demand is
translated into afall in output and employment. Much
of the post-war research programmein
macroeconomics has been devoted to understanding
the role of expectationsin the process of wage and
price adjustment, and how firms and wage-bargainers
learn to distinguish between real and nominal shocks.

For these reasons, monetary policy inevitably involves
difficult judgments. But | want to make clear that the Bank
of England has no difficulty in accepting the principal
insights of the mainstream ‘ monetary theory of the
determination of national income’. We do not, however,
approach it with the feeling that it islikely to be simple.

Let meturn, therefore, to the mechanics of the monetary
transmission mechanism itself. There are three stepsin the
transmission mechanism. Thefirst is between changesin
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discretionary actions of the monetary authorities and the
response of money and interest rates. The second is the link
between changes in money and interest rates on the one
hand, and aggregate demand on the other. The third step is
the link from changes in demand to activity and ultimately
the price level.

| shall say alittle about all three steps, but the core of the
transmission mechanism is the second—the link from money
to demand. Inturn, there are several channels through which
changes in money and interest rates flow through to
aggregate demand. One of these is called the monetary
channel of the transmission mechanism, another the credit
channel. Theterminology is unfortunate, because the
difference between them has little to do with the difference
between money and credit. Thedistinction, as| shall discuss
later, is more concerned with whether certain financial
institutions—banks—play a special role in the transmission
mechanism. The monetary channel does not of itself require
that banks play such a special role. The credit channel does.
Both channels are part of the propagation of monetary
shocks and work together hand in hand.

Let me turn now, however, to the first of the three stepsin
the transmission mechanism.

I nstruments of policy

For the authorities to control inflation in thelong run, it is
necessary for them to control the growth rate of money. Can
the authorities do this? In principle the answer is‘yes’, but
in practice it is hard to quantify the link between the actions
open to the monetary authorities and the consegquent changes
in the relevant broad measures of money. Policy isamatter
of trial and error—some would say errors by the authorities
and trials of the private sector.

One of the main elements in the monetary transmission
mechanism is the impact of interest rates on spending
decisions. Control over short-term official interest rates does
not give unique control over market rates, especially at
longer maturities. And it is the entire spectrum of interest
rates which affects the spending decisions of families and
businesses. Market interest rates are not set by the
authorities, rather they reflect expectations about future
monetary policy, as well as the demand and supply of credit.
To see this, examine Chart 3, which shows expected future
short-term interest rates at two different dates—1 February
and 6 May. Despite areduction in officia rateson

8 February, interest rates at virtually all maturities have
risen. Hence the emphasis which central banks place on
conditioning market expectations and credibility. The
institutional changes started by Norman Lamont when he
was Chancellor of the Exchequer and continued by the
current Chancellor will, in time, help to reinforce the
influence of policy on theyield curve.

The monetary channel

If money were neutral—in the sense that a change in the
money supply produced an immediate equiproportionate

Chart 3
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(a) From 1996, one year forward rates; prior to 1996, three-month Libor implied by short
sterling futures contracts.

change in the price level—then the uncertainties of the
transmission mechanism would be reduced to the link
between the discretionary actions of the authorities and the
behaviour of money. In practice, of course, the link between
money and activity and inflation is far from clear.

The traditional view of the transmission mechanism of
monetary policy is, at least qualitatively, relatively
uncontroversial. A decrease in the monetary base or,
equivalently, higher short-term official interest rates, will
feed through to interest rates at all maturities and alter asset
prices. Given some inertiain the setting of nominal wages
and prices, the higher level of nominal interest rates will, in
the short run, imply a higher level of real interest rates.
Higher nominal interest rates will reduce the demand for
money, and higher real rates will reduce the demand for
credit. Real asset prices will fall, and there will be a process
of substitution among various real and financial assets, and
between assets and spending. With fewer profitable lending
opportunities, the banks will wish to attract fewer deposits,
and the broad money supply will fall.

Thefall in money has asits counterpart afall in nominal
incomes, as households and companies adjust their portfolios
and spending plans to the new levels of real money balances
and interest rates. How does this come about? Therisein
real interest rates and fall in asset prices will reduce real
aggregate demand in three ways.

First, the higher real rate of interest will lead to a switch of
spending from the present to the future, as saving becomes
more attractive. Second, higher real interest rates will lower
asset prices and hence wealth. Both effects will reduce
consumer spending and private investment. Third, therisein
real short-term interest ratesis also likely to lead to an
appreciation of the exchange rate to alevel from which it
will be expected to revert dowly toitsoriginal real level. In
turn, thiswill lead to lower prices for importsin terms of
domestic currency and also a depressing effect on the
economy through areduction in the net trade balance.
Eventually the contraction of the real economy will affect
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prices and wages, and real demand and output can, in the
long run, return to their original levels.

As| mentioned, there is nothing particularly controversial
here. Turning this qualitative story into a quantitative
account of how monetary policy affects the economy is,
however, adifferent story. And both recent research and
experience have made us aware of the importance of
expectations about future inflation in determining how long
and how variable are the lags between changesin interest
rates and their effect on inflation.

One of the most contentious issues in assessing the role of
money isthe direction of causation between money and
demand. Textbooks assume that money is exogenous. Itis
sometimes dropped by helicopters, asin Friedman’s anaysis
of a‘pure’ monetary expansion, or its supply is altered by
open-market operations. In the United Kingdom, money is
endogenous—the Bank supplies base money on demand at
its prevailing interest rate, and broad money is created by the
banking system. The endogeneity of money has caused great
confusion, and led some critics to argue that money is
unimportant. Thisisaserious mistake. In hislatest

(April 1994) forecast, Tim Congdon—who could never be
accused of understating the role of money—argues that ‘the
upturn in monetary growth has done its usual work in
bolstering balance sheets and encouraging more spending on
big-ticket capital items’. Some of his critics might reverse
the causation and say ‘the upturn in spending on big-ticket
capital items and the bolstering of balance sheets has done its
usua work in raising monetary growth’. In other words,
spending and activity determine money, not the other way
round (Kaldor 1982). | would prefer to say that interest rates
have been kept at alevel such that monetary growth has
turned up, balance sheets have improved and there has been
an increase in spending on big-ticket capital items.

Monetary policy does affect nominal growth in the economy,
but the point is that money and interest rates are twins—two
sides of the same coin. Many of those who find it difficult to
accept that money plays akey role find it quite natural to
assign great importance to the role of interest ratesin
determining expenditure and output. And equally, some of
those for whom money is the key driving variable in the
economy sometimes overlook the crucial role of interest
rates in the transmission mechanism.

Of course, there may be times when the relevant interest
rates are unobservable, either because of lack of data on rates
charged to certain types of borrower or because of credit
rationing—in which case the observed monetary flows will
contain unique information. Thiswas especialy truein the
circumstances of the credit crunch in the early 1990s, which
affected particularly the banking systems of Japan, the
United States and the Nordic countries. But thisissue
concerns the question of which variables we should be
monitoring, rather than the underlying transmission
mechanism.

Itiscrucial to distinguish between a structural view of the
transmission mechanism and a predictive relationship

264

between money on the one hand, and inflation and activity
on the other. Much of the discussion in the post-war period
among those engaged in econometric studies of the effects of
money has focused on the latter. Thiswas certainly
necessary because the authorities need leading indicators of
the impact of their policy actions on the economy. Butitis
important to distinguish between the two.

A good exampleisthe role of narrow money. Thereis some
evidence that, over long time periods, MO is aleading
indicator of inflation. It isimplausible that thisis because
there is a causal relationship between narrow money and
inflation—for the very simple reason that in the United
Kingdom narrow money is purely demand-determined in the
short run by variables such asretail sales. But changesin
currency may proxy unrecorded expenditures which affect
activity and inflation with alag. Itisnot easy to explain
changes in currency holdings either over time or across
countries. In Britain, until recently, the velocity of MO had
grown by about 4% a year, reflecting new ways of
economising on cash. But a period of lower nominal interest
ratesislikely to mean a slower growth of velocity in future.
And cross-country comparisons of currency holdings reveal
substantial differences. The table shows per capita currency
holdings in the G7 countries. The United Kingdom has by
some way the lowest level of cash, even making generous
allowance for the use of some currencies—such asthe
dollar—outside their borders. Although it iswise to monitor
the behaviour of MO, it does not play a major part in the
structure of the transmission mechanism.

Per capita currency holdingsin the G7

Home currency Sterling equivalent (a)

United Kingdom (b) £306 306
United States (c) $1,270 850
Germany (c) DM 2,700 1,040
Japan (o) ¥ 291,800 1,750
France (d) FFr 4,600 530
Italy (o) 11,599,400 640
Canada (c) C$840 420

(a) Conversion based on 1994 Q1 average exchange rate.
(b) Notesand coin holdings of M4 private sector.

(c) Currency in circulation (excluding bank holdings).
(d) Notesin circulation (excluding bank holdings).

It is the broader measures of money—of which there are
several—which correspond most closely to the monetary
variablesin the transmission mechanism. As defined in the
United Kingdom, broad money—or M4—is used both to
finance transactions and also for savings or portfolio
purposes. This means that broad money islikely to be
related to both income and wealth. Indeed, by looking at the
sectoral composition of M4, personal and corporate holdings
separately, the Bank has been able to estimate reasonably
stable money demand functions (reported in the February
Quarterly Bulletin). These help to explain the declinein
income velocity of broad money in the 1980s in terms of the
rapid increase in wealth during that period. And thereis
some evidence that a more stable relationship between M4
and inflation has started to re-emerge.
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Chart 4 shows the relationship between money growth and
inflation in Germany and the United Kingdom. The upper
panel is based on achart in an article by Professor Issing of
the Bundesbank. The link between monetary growth
—smoothed by taking a ten-quarter moving average—and
inflation ten quarters later is apparent. The lower panel
shows the same data for the United Kingdom—with the
inflation rate shifted back six quarters (this shorter lag gives
abetter ‘fit’ in the United Kingdom). In the 1970s, the
relationship was reasonably close, but it broke down at the
beginning of the 1980s with the marked declinein M4
velocity which accompanied financial liberalisation and the
rise in personal sector wealth. More recently, the link
between the two series has reappeared, with both the rise and
fall in broad money growth mirrored in the inflation rate. It
isno surprise, therefore, that Norman Lamont, as Chancellor,
brought back a monitoring range for M4.

Chart 4
Long-term trends of money stock and pricesin
Germany and the United Kingdom
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Monetary growth measured as change from previous year, smoothed with a ten-period mean:
M3 for Germany, M4 for United Kingdom. Prices measured as change in domestic demand
deflators on previous year smoothed with an eight-period mean, and shifted back ten quarters
(Germany) and six quarters (United Kingdom). Deflator for Germany supplied by

EC Commission.

Another example of confusion between structural and
predictive models of inflation is the view that costs
determine prices. Some City commentators have argued that
since changes in unit wage costs and the sterling exchange
rate help to predict future inflation, then they must be the
cause of inflation. Such aview iswrong and misleading.
Wages do not cause inflation. Of courseit is sensible to look
closely at changesin costs as a guide to likely movements of
inflation in the short run—as we do in the Inflation Report
—but the underlying cause of persistent risesin both costs
and prices is monetary expansion.

Chart 5
Velocity of MO and M4
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Conventional expositions of the transmission mechanism are
often conveniently vague about the definition of money. It
would be possible to argue for hours about the appropriate
definition of that elusive concept ‘ money’—and many do.
Perhaps ‘money’ is altogether too precise aword for what
monetary economists study. The reason for disagreement
about the relevant definition of money isless, | think, that
there are different views about the transmission mechanism,
and more that there is disagreement over the predictive
content of the various monetary aggregates. Policy hasto be
based on a forward-looking assessment of monetary
conditions and the prospects for inflation, and so the
predictability of money velocity is an important determinant
of the weight that should be attached to money as aleading
indicator. Shocksto velocity have affected all measures of
money at different timesin different countries. In the 1980s,
our own experience was rather extreme. Chart 5 shows the
velocity of both narrow and broad money in the

United Kingdom since 1970—the United Kingdom ‘velocity
cross . It shows the sharp changes in velocity during the
1980s, which led some to make the mistake of throwing out
the baby with the bathwater, as well asthe recent relative
stability.

Other countries, too, have experienced unexpected changes
in velocity. Chart 6 shows velocity of the principal

Chart 6
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monetary aggregates in Germany and the United States.
Since 1980 in the United States, and more recently in
Germany, changes in velocity have affected the predictive
power of broad money. Indeed, in his Humphrey Hawkins
testimony in July 1993, Alan Greenspan admitted that ‘the
historical relationships between money and income and
between money and the price level have largely broken
down, depriving the aggregates of much of their usefulness
asguidesto policy’.

In January of this year, the Bundesbank President,

Hans Tietmeyer, said that ‘the M 3 figures are to some extent
dueto special factors’; rapid monetary growth has not
prevented the Bundesbank from continuing with its cautious
programme of interest rate reductions. But despite these
difficultiesin interpreting observed monetary growth, there
has been no radical reappraisal of the underlying
transmission mechanism, either here or overseas.

Money is not a mechanical indicator to be taken solely at
facevalue. That iswhy it issensible to set ‘monitoring
ranges for the growth of one or more monetary aggregates,
rather than precise target ranges. Such monitoring ranges act
asawarning signal, not as an automatic pilot. Thisisalso
why we see our task as understanding as much as we can
about velocity, and explaining in the Inflation Report the
behaviour of each of the monetary aggregates so that we can
build up a consistent ‘ economic story’ about recent
developmentsin money. For example, in trying to assess the
implications of M4 growth for futureinflation, it is not
enough to look simply at its current growth rate. One hasto
ask: why has M4 risen, and isits growth likely to persist?
To answer this question requires an analysis of the
counterpartsto M4. Such an analysisis contained in the
Bank’s Inflation Report, and has been aregular feature of
Tim Congdon’s commentaries. So | hope you will al buy a
copy of the next Inflation Report.

The credit channel

So far | have discussed the traditional monetary channel of
the transmission mechanism. More recently, an additional
channel has been explored—the so-called credit channel
—primarily by economistsin the United States.

Theideaisthat certain borrowers, typically small businesses
and households, are heavily dependent on banks as a source
of finance. Hence the interest rates charged on bank loans
—rather than market rates or rates charged by other financial
intermediaries—may have a disproportionate effect on
spending by this type of borrower. Banks have information
about their customers which it is not costless for other
financial intermediariesto acquire. Asaresult, bank assets
are not perfect substitutes for other types of loan. Decisions
made by banks about their spreads between borrowing and
lending rates have an impact on nominal spending. Shocks
to banks' balance sheets—from changesin financial
regulation or large loan losses, for example—can affect

the position of borrowers unable to turn to the capital
market.
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An articlein the November 1993 Quarterly Bulletin by two
Bank economists, Spencer Dale and Andrew Haldane,
explained how this credit channel could increase the potency
of monetary policy if bank lending rates move more than
one-for-one with changes in market interest rates, and
decreaseit if they respond sluggishly to movementsin
market rates. Lack of data makesit difficult to discover
which effect isthe more important. In the United States,
there is evidence that loan rates adjust sluggishly to
movements in market rates.

None of this should be very surprising. Monetary
economists down the years have always paid close attention
to the behaviour of banks. Banks play an important rolein
the transmission mechanism. As Karl Brunner and

Allan Meltzer put it in 1988, ‘the analysis of the
transmission process is incomplete without both the money
and credit markets and their interaction’.

It should be clear that the credit channel is not in any sense
an alternative to the monetary channel. It isan additional
way in which changesin monetary policy affect private
spending. The main message is that there are important
differencesin the way in which the different sectors of the
economy react to changesin monetary policy. For example,
although the contribution of the small firms sector to total
output is still relatively small, its contribution to the
variability of output islarge. The aggregate figures for
money and credit may, therefore, conceal important sectoral
differences between, for example, small businesses and large
companies. Exploring further the nature of such differences
iscrucial to our understanding of the transmission
mechanism as awhole,

An examination of the disaggregated monetary data has
always formed part of the Bank’s commentary on monetary
developments. Since this has also featured in

Tim Congdon’s own commentaries, it is disappointing that
Tim feels that the Bank has proposed a new theory in which
credit determines national income. The Bank has proposed
nothing of the kind. We believe in the traditional
transmission mechanism: changesin monetary policy
—implemented by short-term official interest rates—result
in areallocation of portfolios and changesin spending by the
private sector, which lead to endogenous changes in both
broad money and credit. These lead to changesin nominal
spending and incomes. Real spending and output are
affected first, and inflation only later. The more credibleis
the policy stance, the sooner inflation responds.

Conclusions

What conclusions should we draw from this analysis? There
isarather curious British predilection to claim that money
does not matter. It ishard to square this view with any
plausible theory about the effects of money on output and
inflation. We know something—but by no means all—about
the transmission mechanism through which money operates.
Y es, money does matter; but it movesin a mysterious way
its wonders to perform. That is why recognition that inflation
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isamonetary phenomenon should go hand in hand with a
realistic appraisal of the current state of knowledge. Thereis
much to learn, especially about short-term changesin the
velocity of money.

Practical men—or at least those Maynard Keynes wrote
about—often believe that there must be simple answers to
economic problems. And there is no shortage of quacks
offering patent medicines. Keynes believed that economists
should become more like dentists—* humble, competent
[speciadlists]’. Central bankers, however, are more like
GPs—they have to be aware of the latest scientific thinking,
mindful of the lessons of practical experience, immune to the
quacks peddling magical cures and forever conscious that
they are dealing with live patients. A good bedside manner
helpstoo. If monetary policy is, therefore, an art, it is not
because economicsis not a science—it is—but because there
is much that we do not understand. That is astrue of physics
or any other natural science asit is of economics. There
will, I am sure, be intellectual revolutions in monetary theory
in the future. Present theory can, in the words of

Frank Hahn (1982), ‘at best be regarded as scaffolding and
not as the building’.

Policy-makers should not be ashamed of admitting ignorance
about the underlying mechanisms relating money to activity
and inflation. Vanity has never bred good policy—in the
economic or any other field. The art of monetary policy is
making decisions under uncertainty—but as well-informed
decisions as possible. That iswhy the Bank has a continuing
obligation to research into what some commentators might
see as rather arcane and technical matters. And whatever we
discover we shall publish, as we did with our recent work on
money and credit, so that others may comment and criticise
and, perhaps, learn.

The efforts of Tim Congdon and Lombard Street Research to
keep the eyes of the City and the monetary authorities firmly
on money are to be welcomed. In the process, he has al'so
made money for hisinvestors. Congdon has not only put
money into his economic analysis, but also his economic
analysisinto the money.
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Monetary policy instruments: the UK experience

Taking examples from the history and the current structure of UK money markets, Mervyn King, an
Executive Director of the Bank and its Chief Economist, providesy an analysis of a number of the features
of money markets and monetary policy instruments. He distinguishes features which are fundamental to
any structure, those which derive primarily fromthe history of the particular markets and those which are
likely to be more transient. He identifies two criteria for measuring the efficiency of money-mar ket
structures. And he highlights a set of issues that need to be addressed in shaping any money-mar ket

structure, including that to be used in Stage 3 of EMU.

I ntroduction

Itisaprivilegeto join you this morning—and especialy my
colleagues Otmar Issing, André Icard and Nout Wellink—to
discuss the instruments with which we conduct monetary
policy. Stage 2 of Economic and Monetary Union began on
1 January thisyear, and thisis an apposite time to reflect on
our domestic monetary operations and the experience of our
colleaguesin the rest of Europe. Itisalso agreat pleasureto
address a symposium organised by the Institute for
Bank-Historical Research; few activities of central banks
have been more influenced by historical circumstances than
operations in money markets.

Since, as the chairman noted, | arrived this morning straight
from the Bank of England’s Tercentenary Symposium, |
hope you will permit me to start my talk with some words of
that great observer of the London money markets, Walter
Bagehot. In 1873, he wrote that ‘you might as well, or
better, try to alter the English monarchy and substitute a
republic, asto alter the present constitution of the English
Money Market, founded on the Bank of England’ (Bagehot
1873). And, aswith much of Bagehot’s thinking, how
prescient it has proved. The present constitution of the
London money market—more than a century on from
Bagehot—owes much to history. That alone, of course, does
not make it any better or worse a constitution than any other.
But the British tradition of unwritten constitutions means
that we attach great importance to our ability to adapt to
changing circumstances by changesin what we do, rather
than changes in what is written down about what we do—
although the Bank’s ‘ Red Book’ provides a great deal more
enlightenment on our monetary constitution than is available
on our political constitution (Bank of England, October
1988).

My aim today isto clarify why some of the features of the
UK money market, and the Bank of England’ s operations
within it, are in fact basic to any system; why other features
derive primarily from the history of the money marketsin
London; and why yet athird set of characteristics has
proved rather more transient—often those based upon

specious economic arguments which did not stand the test of
time. | will highlight a set of issues—by no means
exhaustive—which | think are central to monetary policy,
monetary instruments and the money markets generally.
Inevitably for an ingtitution in its tercentenary year, | havein
places been rather selective, both in the fragments of Bank
of England history | have assembled and in the issues on
which | have chosen to focus. But | hope they will provide a
backdrop to the forward-looking discussion that is to come
between myself and my central bank colleagues in the panel
later this morning.

Monetary policy and the money markets

Let me begin by going to the heart of the matter of how and
why central banks interact with the money markets. Central
banks differ from commercial banks because of the
uniqueness of their liabilities—base, or central bank, money.
And base money isin turn unique because it is the final
means of settlement for transactions. It follows that
provided a market demand exists for base money, then as
monopoly supplier a central bank is able to exercise control
over either the price or the quantity which clears the money
market. This base money demand can be manufactured
artificially by the central bank—for example, by selling
securities or imposing positive reserve requirements. But in
economies like ours, which are subject to stochastic shocks
to payment flows, such a demand will tend to arise naturally
for most of thetime; it needs no artificial stimulus.

It isimportant to note two points about this argument. First,
as Bagehot recognised, the actual size of the disequilibrium
in the base money market isirrelevant to the central bank’s
ability to set a price or quantity—this requires only that the
central bank be the marginal source of funds. And second, it
does not matter in principle whether the disequilibrium in
the money market is an aggregate net shortage or a net
surplus of funds—control of prices or quantities carries
across irrespective of whether the central bank is the
monopoly supplier or demander of its own liabilities. Either
way, it plays a pivota rolein the money market.

(1) Inapaper for the 17th symposium of the Institute for Bank-Historical Research in Frankfurt, delivered on 10 June. The symposium was also addressed by,
among others, the directors with responsibility for economic research at the Bundesbank, the Bank of France and De Nederlandsche Bank.
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Thisrole gives a central bank one degree of policy
freedom—no more and no less. Whether thisis used to
exercise control over the price or the quantity which clears
the base money market is a matter of choice—and | will
discuss this choice later. But comparative work on central
banks, both across countries and across time, demonstrates
that exercising influence over short-term interest rates—the
price or opportunity cost of central bank money—has been
the most important and long-lived common denominator
among the various instruments of monetary control used by
central banks acrossthe world. Thisistrue both for the
price of present central bank money relative to future central
bank money (the interest rate), and for the price of central
bank money relative to foreign central bank money (the
exchange rate).

Consider the UK experience in thisrespect. During the
nineteenth century, the Bank of England devoted
considerable attention to making bank rate ‘ effective’. This
was of particular importance under the Gold Standard, when
the Bank was seeking to influence market interest ratesin
order to control inflows and outflows from the nation’s gold
reserves. Even then, the position of the Bank of England
within the financial system provided it with the means of
influencing short-term rates in the money market, at least up
to the point at which it provoked an inflow or outflow of
gold.

Thisinfluence has persisted to date. Itsincarnations through
the nineteenth and twentieth centuries have been, first, bank
rate; then, through the 1970s and on occasions since then,
minimum lending rate; and, most recently, the Bank’s
dealing rates with the discount houses—the specialist
intermediaries through which the Bank has conducted its
money-market operations since early in the nineteenth
century. These names are of little more than historical
interest. For in each case what was being set was essentially
the same—the price of central bank money. Indeed, dealing
rates were historically the means by which announced bank
rate and minimum lending rate were made ‘ effective’.

Influence over short-term interest rates has been maintained
despite massive changes in the nature and structure of the
financial system—Iiberalisation of markets, abolition of
exchange controls and changes in the market power of the
major banks. The degree of competition among banksin the
United Kingdom has changed greztly over time. The
process of amalgamation of small banksinto larger unitsin
the late nineteenth and early twentieth centuries created a
group of major clearing banks exhibiting cartel-like
behaviour from the First World War until the early 1970s.
Since then competition has intensified, although a small
number of large banks have an influential role in the UK
money markets.

Short-term interest rates have not always assumed primacy
as amonetary instrument. In the 1950s and 1960s, interest
rates were relatively little used. Thiswas mainly because
interest rates were felt to be relatively ineffective asa
demand management tool. Inaworld of pervasive controls,

guantitative constraints on credit bit harder and faster.
Without question, however, interest rates have become the
predominant instrument since the monetary control reforms
of 1971 and 1980-81.

Although | do not wish to deny the historical importance of
non-price instruments of monetary policy, the interesting
question to ask iswhy do central banks prefer interest rates
over money quantities astheir primary monetary instrument?

Theinstrument problem: pricesand quantities

This question was posed by William Poole in a seminal

paper back in 1970. Interest rate control was to be preferred,
Poole argued, whenever money-demand shocks were more
important than shocks to real spending. Shocks to money
demand would then be passively accommodated in the
money market, thus stabilising nominal spending. When
shocksto real spending were the more important, control of
the monetary base was the more likely instrument to stabilise
nominal spending. Poole's conclusions have proved
remarkably robust.

In the United Kingdom, the monetary base control debate
was alive most recently in 1980. The conclusion then was
that ‘we [the UK Treasury] doubt whether a monetary base
control system . . . would produce the desired results. None
of the schemes so far suggested appear to give a reasonable
prospect of doing so’.

A critical factor in reaching this decision was that ‘there
would be a period of years before it could be established that
there was a predictabl e rel ationship between money and the
base and there would be no assurance that monetary control
would necessarily be better at the end’. The arguments used
at the time seem to me inconclusive. More relevant may be
the US experiment with non-borrowed reserves targeting
between 1979 and 1982 which, while not strictly money base
control, led to afourfold increase in the volatility of
short-term interest rates.

But, before we leave the question of money base control, |et
us not forget Poole’ sanalysis. What Poole showed was that
amixed strategy, combining control of both the monetary
base and interest rates, was strictly superior to controlling
either quantity or priceinisolation. Andin many ways| see
the historic operating practices of most central banks—the
Bank of England among them—as having been exactly such
ahybrid. Let meexplain.

Clearly, both money prices and money quantities cannot be
controlled simultaneously. But time horizons are important
here. If welooked at a central bank’s money supply
schedule over a short window, say aweek, then it would
appear horizontal, with the supply of the monetary base
being perfectly elastic—consistent with interest rate
targeting. But if we lengthen the window, say to ayear, then
the supply schedule begins to steepen—any persistent
shocks to money, other than those resulting from a shift in
the money-demand function, will cause central banks to
engineer an interest rate response to control inflation. The

269



Bank of England Quarterly Bulletin: August 1994

longer the window, the steeper the supply schedule and thus
the more pronounced the interest rate response.

In the long run, the central bank’s base money supply
schedule could be vertical (adjusting for shocks to money
demand)—consi stent with the authorities setting a target for
the money stock and hence for the price level. And, of
course, at this stage we are back to aworld of pure money
base control. The point hereis that the money price/quantity
distinction is never as black and white as theory might
suggest. Central bank policy rules are some fairly complex
intertemporal mix—a mix which Poole has shown can be
optimal.

Monetary instruments and monetary tar gets

Let me for amoment examine instruments other than interest
rates. When considering these, UK history is very revealing.
And by this| mean not just the history of how monetary
policy in practice was conducted, but also the history of
policy objectives, both final and intermediate. In the 1950s
and 1960s, Keynesian demand management was the
macroeconomic orthodoxy. The key policy objective was
full employment, subject to maintaining external balance.
Interest rates were held down, partly because demand was
thought to be restrained by fiscal policy backed up by direct
controls on credit, and partly because low rates helped to
restrain the budget deficit. Monetary policy was tightened
almost only when the external constraint was threatened—
although this occurred frequently.

During the 1950s, direct controls on hire-purchase terms,
qualitative calls for restraint on bank lending and controls on
capital issues were widespread. Cash ratios (of 8% of
deposit liabilities) and liquidity ratios (of 30%) were already
in place and for most banks were binding constraints on
balance-sheet growth. Bank rate adjustments, while
important as asignal of restraint, were believed to be slow
and ineffective in controlling aggregate demand. The use of
guantitative controls reflected the widespread use of
planning during the war, and the belief that if planning had
won the war then it could equally ‘win the peace’.

But there was clearly an efficiency cost to doing this. The
Radcliffe Committee, set up in 1957, alerted the wider
public to the significance of these distortions. Their report,
published in 1959, concluded that the authorities must
‘regard the structure of interest rates rather than the supply
of money as the centrepiece of the monetary mechanism’.
Direct controls should, in the main, only be used in extreme
conditions.

The move to more market-oriented instruments was,
however, delayed. Inthe 1960s, direct controls became, if
anything, more specific in their application. Lending
ceilings were imposed on all banks and finance houses, with
guidance on lending giving priority to export finance;
hire-purchase controls were progressively tightened; and a
special deposits scheme was introduced, obliging banks to
hold a proportion of their liabilities at the Bank of England,
remunerated at Treasury bill rates but not counting as part of
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the banks' liquidity ratios, thus placing further pressure on
banks' liquidity positions.

The 1970s marked something of awatershed. Two factors
were responsible for this. First, achangein the intellectual
climate led to a preference for market solutions. Second,
there emerged a growing dissatisfaction with the deadwei ght
efficiency losses resulting from adirectly controlled
financial system. Disintermediation had aready begun to
eat into the effectiveness of direct controls, asthe UK
financial system grew in size and sophistication during the
1960s. In 1971, aseries of reforms was introduced, known
as Competition and Credit Control (CCC). CCC served
notice of the freer hand that was to be given to interest rates
in monetary policy. Quantitative controls were dismantled,
together with the clearing banks' interest rate cartel. Cash
and liquidity ratios were retained, but at much lower
levels—1/:% and 12'/:% respectively—with the | atter
retitled ‘ reserve asset ratios’. The ability to call special
deposits was retained, but with the intention that the option
be exercised only infrequently to reinforce upward
movementsin interest rates. The key element of CCC was
the emphasis placed on the level—and structure—of interest
rates as the primary instrument for influencing the growth of
money and crediit.

Rapid bank balance-sheet growth followed the ending of
direct controls. With the authorities reluctant to increase
interest rates far or rapidly enough to limit inflationary
pressures, direct controls were reintroduced sporadically
throughout the 1970s. Hire-purchase controls, calls for
special deposits and restrictions on the scale and direction of
bank lending were old favourites. But they were buttressed
by a new control—the Supplementary Special Deposit
scheme or ‘corset’. Thiswas apenalty (in the form of
non-interest-bearing deposits at the Bank) on the rate of
growth of banks' interest-bearing eligible liabilities rather
than on the size of the balance sheet as such.

Although these controls were in principle temporary, they
persisted through much of the 1970s. Their downfall—this
time for good—was inevitable as a consequence of a
different liberalisation measure: the abolition of exchange
controlsin 1979. With banks' customers now free to borrow
offshore funds to meet financing needs, domestic controls on
banks' balance-sheet growth were rendered obsolete. By the
end of 1980, all quantitative restrictions had been withdrawn
(with the exception of aresidua form of lending guidance
which remained notionally in force until December 1986).

Among other reforms, the corset was scrapped. And while
the option to call specia deposits was retained, it has never
been exercised subsequently, although it remains available.
The cash ratio was a so retained, but at a much reduced level
of %% and with a new name, cash ratio deposits. This
requirement has since been progressively reduced and
currently stands at just 0.35% of banks' eligible liabilities.
Moreover, the function of cash ratio deposits today is strictly
non-operational: they serve the sole purpose of providing
income for the Bank. The fulcrum for money-market
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management is provided by the requirement that the banks
avoid overdrafts on their operational accounts. The reserve
asset ratio requirement was &l so abolished as a monetary
control device, although liquidity requirements were retained
for supervisory purposes as a purely prudential measure, and
therefore play a part in affecting banks' behaviour and thus
the context in which the authorities conduct their monetary
operations.

The effect of the 1980-81 reforms was, at long last, to focus
the spotlight firmly upon interest rate management—a
decade after CCC had first proposed this. The prime mover
in this shift was unquestionably financial liberalisation—
whose invisible hand was in turn steered by a new economic
orthodoxy.

In thisintellectual climate, monetary targets had risen to
prominence as an intermediate monetary objective. The
United Kingdom had been obliged by the IMF to introduce
targets for domestic credit expansion in 1968. But the Bank
made voluntary use of unpublished targets for broad money
growth (at the time M3) from 1973 onwards. Annual target
ranges were first announced in 1976, following their
introduction in Germany and the United States. And this
gradual progression reached its zenith with the publication of
medium-term broad money targets by the incoming
Conservative government in 1980. These were intended to
influence inflation expectations over a medium-term
horizon.

But there was to be atwist in the tail. Financial
liberalisation and increasing competition among
newly-liberated financial institutions caused banks' balance
sheetsto swell rapidly. Broad money targets came under
threat. The authorities' reaction was to draw more heavily
upon yet another instrument: debt management. The
intention was to withdraw liquidity from the private sector
by the sale of government debt—even at timesin excess of
that required to meet the government’ s borrowing
requirement, so that it became known as overfunding—in
order to hit the broad money target. In that way, broad
money growth could be reduced. Overfunding operated
between 1981 and 1985, until broad money targets
themselves fell out of favour. Even overfunding was rarely
sufficient to bring broad money growth back within its target
range, and as a by-product it placed strains on the Bank of
England’ s money-market operations by draining large
amounts of liquidity from the money market.

Since the mid-1980s, interest rates have been pretty much
the sole and exclusive monetary control tool of the UK
authorities. Foreign exchange intervention has, on occasion,
played a supporting role—when sterling shadowed the
Deutsche Mark in 1987-88, and of course during the period
of sterling’s membership of the ERM. But outside these
episodes, the use of intervention has been sparing. Its
effectivenessisin any case short-lived without supporting
monetary policy action.

The United Kingdom’s new monetary framework,
introduced following sterling’ s departure from the ERM in

the autumn of 1992, is based on the use of interest rates to
achieve an inflation target of 1%-4%, with the intention of
bringing inflation down below 2/:% by the end of the
present parliament. Thisisasimple and transparent
framework. Equally ssmple and transparent instruments will
help us to achieve our objective.

Monetary policy and signalling

This brings us up to the present day. By historical
comparison, the current money market and operational
infrastructure in the United Kingdom is relatively
uncluttered by instruments serving subsidiary objectives.
Price signals now take primacy. And this freeing-up of
market forces has afforded efficiency benefits: deadweight
losses have been reduced.

But even in asystem where asingle price signal serves as
the system’s pivot, there is still, inevitably—as with all
financial arrangements—debate about the United Kingdom’s
current money-market structure. Among the criticisms
which have been voiced are the following:

. the system is complicated,

o the frequency of intervention is greater than is needed
for the purposes of monetary policy;

. signals about monetary policy as conveyed through
money-market operations are not clear;

. overnight rates are more volatile than elsewhere; and

. the range of the assets in which the Bank dealsis
unnecessarily limited.

Many, if not all, of these criticisms are based on a
misunderstanding of the market for liquidity in the
United Kingdom.

But to assess the validity of these criticisms, | need first to
define some criteria for measuring money-market efficiency.
| shall identify two. And although | shall use these to
examine the United Kingdom'’s current structure, the criteria
apply equally when looking forward to Stage 3 of EMU.

First, the money markets should provide an effective channel
through which changes in the monetary policy stance can be
signalled. Second, the money markets should ensure that the
distribution of central bank liquidity within the banking
system is achieved efficiently.

Consider the signalling criterion first. An oft-quoted stylised
fact about the UK money market is that overnight and other
short-maturity interest rates appear very volatile, relative to
similar portions of the yield curve in other countries. For
example, Kasman (1992) calculated that the average
absolute deviation of UK overnight rates from UK official
rates between 1988-91 was almost 33 basis points. Thiswas
double that in the United States (14 basis points) and
Germany (16 basis points), and three and a half timesthat in
Japan (9 basis points). A number of explanations have been
put forward to explain thisand | will consider some of them
later.
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But from a macroeconomic perspective thereal issueis
whether this short-rate volatility disrupts monetary policy
signalling. That is, whether noise at the short end of the
yield curve infects points further up the curve—points where
expectations of future policy actions are crucial, and where
savings and investment decisions are made.

Empirical evidence suggests that volatility is not passed up
through the maturity spectrum from overnight rates.

Kasman considers the transmission of unconditional
overnight interest rate variability to three-month
money-market rates in the United Kingdom, finding little
evidence of significant volatility spillovers. Ayuso, Haldane
and Restoy (1994) use a conditional (ARCH) measure of
overnight rate volatility, and consider its effects up the
length of the money-market yield curve. They find
significant volatility transmission effects only at the
three-month maturity. And even then the extent of the
spillover—Iless than 10%—is quantitatively small. The same
study finds significant volatility transmission effects for
France and Spain, but not for Germany. Monetary policy
signalling does not, therefore, appear to have been befogged
by noise at the very shortest end of the UK yield curve.

There is a second—rather more abstract—point | would like
to make about monetary policy signalling. The ability to
send monetary policy signalsisinextricably linked to a
central bank’sliquidity provision, as | discussed earlier. But
the act of monetary policy signalling need not be linked to
such liquidity provision. The two are separable functions.
Indeed, we could easily envisage aworld where policy
signalling was achieved not through open-market operations,
but by hoisting a flag from the top of the Bank, or by
speeches by the Governor. The system would be
immediately transparent to all—not just those with whom
the Bank deals. It could easily be made more sophisticated.
For example, probabilities could be assigned to future
monetary policy outcomes as an alternative means of
managing yield curve expectations. And the United
Kingdom has started to movein this direction. Advice by
the Bank to the Government on the appropriate level of
interest ratesis now published in the minutes of the monthly
monetary meetings which take place between Governor and
Chancellor.

The posting of bank or minimum lending rate was, in
principle, also an unambiguous signal. The essential
principle is that signals should be clear. Agentswill always
be quick to overinterpret money-market operations as signals
about the future. And the best way to guard against thisisto
make the setting of policy objectives and the determination
of the monetary stance as open and transparent a process as
possible.

Money-mar ket microstructure

The second criterion | suggested was that money-market
arrangements should produce an efficient allocation of
central bank liquidity. The formal structure of the Bank’s
operations in the money market has changed little since the
turn of the century, although continuity of form may conceal
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changes of substance. Certainly, the notion of the Bank of
England using daily operations to smooth money-market
prices, and making funds available to the discount houses at
arate of its choosing, was well established prior to the
Second World War.

Money-market microstructures are aso relevant to the
current debate about the operation of policy in EMU. | will
restrict myself to threeissues. First, the means by which
central banks supply liquidity to the banking system.
Second, the frequency with which the target requirement on
banks bites and with which liquidity isinjected. And third,
the counterparties to these liquidity injections. This
taxonomy cuts across a number of related issues—for
example, reserve requirements and real-time gross
settlement. Significantly, all three issues have been raised as
possible explanations for the stylised fact of high overnight
interest rate volatility in the United Kingdom.

Means of liquidity provision

There are a number of routes by which the issue of central
bank liquidity provision might be approached. The classical
dichotomy is between open-market operations on the one
hand, and the discount window or standing facilities on the
other. Apriori, | think the differences between these are
more apparent than real, especially when window borrowing
is secured on collateral. The differences become more
important if we consider central banks' occasional lender of
last resort function to institutions encountering liquidity
problems.

Bagehot favoured levying a bank-specific penal interest rate
on the provision of lender of last resort services viathe
discount window. Moreover, such services were only to be
extended to solvent—that is, temporarily illiquid—banks.
More recently, Goodfriend and King (1988) have proposed
that open-market operations, rather than the discount
window, be used to meet lender of last resort and monetary
policy objectives. Under their scheme, open-market
operations would furnish an elastic supply of currency to
head off occasional risks of systemic failure. Thisisfully
consistent with interest rate smoothing. At the sametime,
short-term interest rates would be held at levels appropriate
to longer-term monetary objectives. McCallum (1994)
discusses these issues. But, for monetary policy purposes at
least, whether a central bank holds on its balance sheet
high-quality paper or advances backed by high-quality paper
is more a question of semantics than economics. To some
extent, the issue concerns the nature of the money market. If
individual banks have access to attractive central bank
facilities, they have little incentive to deal with each other.
But if they cannot rely on direct access to central bank funds,
private marketsin liquidity are likely to develop.

UK history tends to bear this out. Both open-market
operations and standing facilities have, to differing degrees,
been used over time. Consistent with the increasing market
orientation of operations, there has been a gradual shift
toward use of open-market operations through the 1970s and
1980s, but with the discount window available as a backstop.
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A number of central banks—the Bundesbank, the Banque de
France and De Nederlandsche Bank among them—use a
corridor system for short-term interest rates. Thisisaformal
mix of the discount window and open-market operations.
The ceiling and floor rates for the corridor are most often
central bank discount window lending and deposit rates
respectively; while short-term rates within the corridor are
managed via periodic open-market operations. Often,
official interest rates within the corridor will be
market-determined, with the central bank fixing the quantity,
rather than the terms, of its open-market operations.

The UK system can be seen as a special case of these
arrangements. The Bank’s open-market operations dictate
its preferred mid-point for money-market rates, which are
then alowed to fluctuate freely around this mid-point in line
with agents' expectations. Since the Bank of England
always stands ready to deal daily in its open-market
operations, this mid-point for short-term interest rates is
reinforced frequently. And thisin turn prevents
money-market rates in the all-important one-month to
three-month maturity range—the range affecting banks' base
rates—from diverging too much or for too long from official
dealing rates. It isnot clear that thereisaneed for aformal
band, or corridor, for money-market rates. De facto, both
systems serve similar functions.

My second point relates to the maturity of the instruments
used to provide liquidity. Open-market operationsin the
United Kingdom typically specify only the maturity
window—most often up to one month—within which
liquidity isto be provided to the banking system. This
effectively gives the banking system the discretion to choose
roughly upon which point on the yield curve the Bank of
England operates. And because thisis a private sector
decision, some short-maturity interest rates may therefore
move out of the central bank’s direct control. Such
behaviour may help to explain deviations of the overnight
rate from UK official interest rates, but does not threaten the
influence of official rates on banks' base rates.

My third and final point on central bank liquidity provision
concerns the stock of securities the Bank of England is
willing to accept in its market operations—so-called eligible
bills. Thisstock of billsisrelatively small in relation to
gross money-market flows. Moreover, in the recent past, the
Bank of England owned a significant proportion of the total
(the so-called ‘bill mountain’). Between 85% and 95% of
eligible billswere held by the four largest UK clearing banks
between 1987 and 1991. This meant that the transactions
media with the central bank—eligible bills—were not
always held by the banks which were deficient of funds. As
aresult, reserves-deficient banks could find themselves
forced to borrow from the central bank viaa commercia
bank holding eligible bills. This effectively allowed the
bill-holding commercial bank to exert some control in the
money market. And thisin turn could generate pressures
upon interest rates in the interbank market, contributing to
overnight rate variability.

The Bank has addressed this by announcing, on 12 January
this year, new repo and secured loan facilities intended as a
lasting feature of the Bank’s money-market operations.
These arrangements formalised and extended the temporary
facilities, put in place following sterling’s withdrawal from
the ERM in September 1992, to manage the very large
money-market shortages created by earlier foreign exchange
intervention. They follow aregular timetable, with funds
being made available for fixed periods of two or four weeks
once every fortnight.

The facilities complement the Bank’ s daily operationsin the
bill market, extending both the range of instruments and
direct counterparties through which the Bank iswilling to
provide liquidity. Funds are provided through reposin
gilt-edged stock and loans secured against certain types of
government-guaranteed paper. Total outstanding gilt-edged
stock alone is some £200 billion compared with only

£19 hillion in eligible bills, and holdings are much more
widely dispersed, so the new facilities provide additional
scope for relieving shortages without straining the bill
market. Counterparties are large banks and building
societies, market makersin gilt-edged securities (GEMMS)
and discount houses. GEMMS' facilities are limited in line
with their capital, so asto limit the extent to which the Bank
disintermediates the banking system, but other
counterparties can apply for any amount of funds under the
facility, although the Bank reserves the right to scale back
applications. The rate of interest on the facilitiesis fixed by
the Bank in advance and is closely related to the rate at
which the Bank provides funds through its daily bill
operations. Thusinterest rates are till, at least for the
present, set through the traditional daily operations rather
than through the new facilities.

We expect these measures to help counter the problems
highlighted earlier. Already there seemsto be some
evidence of thisin the behaviour of overnight rates. Since
the turn of the year, the standard deviation of the difference
between UK overnight and official interest rates has fallen to
0.48%, against an average of over 0.6% over the preceding
five-year period, and to 0.44% over the past three months.
Overnight volatility may aready be waning, althoughitis
too early to judge.

Frequency of liquidity provision

Let me turn now to discuss the frequency of money-market
operations. It iswell known that the Bank of England
operates daily to inject liquidity into the money market.
Thisis sometimes interpreted as indicating our desire to
regulate overnight interest rates—as occurs, for example, in
the United States. It isno such thing.

The need to intervene daily derives from the reserve
requirement regime the United Kingdom operates. That is, a
zero reserve requirement with a maintenance—or
averaging—period of one day. To prevent thisreserve
requirement being violated by at least one bank, any
aggregate reserves disequilibrium must therefore be offset
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each day—hence the need for daily liquidity injections.
Imposing adaily reserve requirement increases daily
pressures upon liquidity. Commercial banks are given less
timeto ‘work off’, or smooth out, the effects of stochastic
liquidity shocks. It has been suggested that the imposition of
positive reserve requirements could usefully reduce the daily
pressure, by providing banks with an artificial pool of
liquidity to cushion the effects of liquidity shocks. But | feel
this misses the point, for two reasons.

First, the stabilising role of reserve requirements derives
from the averaging of reserve requirements, not from the
level at which they are imposed. Without averaging, a
reserve requirement—of whatever size—must be met each
day and so cannot be drawn down to insulate against
liquidity shocks.

Second, positive unremunerated reserve requirements—asis
well known—are distortionary taxes upon financial
intermediation. And even if reserve requirements were
remunerated, it is unlikely that thiswould be ‘full’
remuneration—in the sense of leaving banks indifferent
between holding required reserves and other assets. Those
deadweight losses from earlier years would rise from their
grave. Thisisthe main reason why cash ratiosin the
United Kingdom have been progressively lowered since the
Second World War, to levels which are now behaviourally
unimportant. More fundamentally for our purposes,
however, the distortions inherent in positive unremunerated
reserve requirements are avoidable without compromising
required reserves' stabilising function.

The liquidity buffer for commercial banks could equally be
provided by collateralised central bank overdrafts, with a
required reserve ratio of zero averaged over some period.
The outcome would be stabilisation of the money market,
without the inefficiencies associated with positive required
reserves. To borrow some terminology from monetary
theory: liquidity stabilisation can be as well—and more
efficiently—achieved by central bank credit on demand, as
by commercia bank cash in advance. Indeed, we already
have credit on demand, in the form of lending facilities
available to the discount market.

What | have been describing could be characterised as a
system of averaging with zero reserve requirements. In the
United Kingdom, the averaging period is one day.
Elsewhere, it islonger and tends to be operated such that any
reserve deficiency over the averaging period asawholeis
charged at aLombard rate, while any excess of reserves at
the central bank is paid adeposit rate. Generalising, under
thiskind of arrangement, intra-period reserves positions—
whether debit or credit—would not earn or pay interest,
though daily overdrafts would be collateralised. The central
bank would then be acting as a de facto market-maker in
central bank money. Itisnot clear that such a system would
differ markedly from existing operations. At present, the
Bank isin effect a market-maker in central bank money
through open-market operations and lending facilities. And
there is awider issue of whether market-making in liquidity

274

is something which can be | eft to the private sector, asin
other financial markets, or carried out by the central bank.

A different pressure on liquidity will emerge as we move
towards real-time gross settlement systems for large-value
payments. These systems will be introduced in the

United Kingdom at the end of 1995. The possibility of
commercia banks going overdrawn intra-day with the
central bank will then arise. It might be argued that positive
reserve requirements could provide the necessary
buffer-stock of liquidity, enabling banks to meet their
real-time payment obligations without going overdrawn at
the central bank. But again, these obligations can equally be
met through collateralised overdraft facilities—thereby
obviating the distortions imposed by required reserves—and
thisisthe path we will follow.

Of course historically reserve requirements have often been
rationalised in quite different terms. as a mode of taxation;
as aprudential safeguard; and as a means of monetary
control. But as US experience, for example, has shown,
none of these arguments has stood the test of time.

Counterpartiesto liquidity provision

Finally, | come to counterparties. Thereis probably more
confusion about the institutional mechanicsin the

United Kingdom than about anything else. Central to this
confusion is the role played by the discount houses.

In principle, the discount houses' roleissimple: they funnel
liquidity between the Bank of England and the banking
system, ‘smoothing out irregularities in the ebb and flow of
funds among the commercial banks and others' (Radcliffe
Report 1959). In practice, thisrole has evolved considerably
through time and is smaller now than in the 1950s.

A number of structural factors have contributed to this.
Among these, the growth of the interbank market since the
early 1970s, and a corresponding fall in the proportion of
banks' assets held with the discount houses, has been
prominent. The phasing out of ‘club money’—secured
money required to be held with the discount houses by
eligible accepting banks—from 1986 strengthened this trend.
Most recently, the introduction of the new repo facilities has
provided banks and building societies with direct access to
central bank money. At the sametime, this should relieve
strains on the discount houses' balance sheets, alowing
them to play amore active rolein daily operations. The real
issue is whether or not there is a demand for amarket in
liquidity. And the most important point to make about
counterpartiesisthat it is the reserve management behaviour
of the larger clearing banks, rather than that of the discount
houses, which has the strongest influence on money-market
conditions.

Conclusions

Monetary union means harmonisation—but of interest rates
and policies, not of private sector institutions and behaviour.
In asingle-currency area, those money-market structures
which are efficient will flourish, while those which are
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inefficient will wither on the vine. No-one rationally argues
that the monetary unions of London and Liverpool, of
Frankfurt and Freiburg, of Paris and Perpignan or of
Amsterdam and Arnhem should necessarily have the same
financial infrastructures. The same principle appliesto
Europe asawhole.

We shall al find it difficult to adapt to the implications of
monetary union. It will call into question habits of mind and
practices with which we have long been familiar. Changeis
especially difficult for central bankers. After all, we stand
for stability. But sometimes change is necessary in order to
achieve stability. And it will be important to the success of
monetary co-operation—Iet a one union—in Europe that we
refrain from taking entrenched positions in advance of a
careful and open debate about the optimal instruments of
monetary policy. That will require a degree of openness that

may not come naturally to us. In that regard, | can do no
better than return to Bagehot who wrote:

“The Bank directors now fear public opinion exceedingly;
probably no kind of persons are so sensitive to newspaper
criticism. And thisisvery natural. Our statesmen, it istrue,
are much more blamed, but they have generally served a
long apprentice to sharp criticism . . . But a Bank director
undergoes no similar training and hardening . . . Heis not
subjected to keen and public criticism, and is not taught to
bear it . . . Heisapt to beirritated even by objections to the
principles on which he acts, and cannot bear with equanimity
censure which is pointed and personal. At present | am not
sure if this sensitivenessis beneficial.”

As central bankers, we shall need equanimity aswell as
principles.
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Derivatives—a central banker’s view

Brian Quinn, an Executive Director of the Bank of England, offersy a central bank assessment of the
recent disturbances affecting global financial markets and of the part played in them by the growing
derivatives markets. He argues that good progress is being made in capturing and confining the risks
arising from derivative transactions, but that regulators and market participants have a shared interest in

ensuring that there is further progress.

I ntroduction

We arein the midst of a paradox: there appearsto be a
malaise in financial markets at a time when the prospects for
sustained global economic recovery are probably better than
they have been for many years.

The United States' economy is enjoying steady,
non-inflationary growth, with Europe—including the

United Kingdom—promising to follow the same pattern.
The Pacific region continues to display vigour and
dynamism. The countries of Latin America, on the whole,
are negotiating the passage to market economies without
undue alarm. And the countries of Eastern Europe, no doubt
with individual variations and vicissitudes, are gradually
managing the enormous transformation from command
economies to modern capitalist states.

Y et financial marketsin the principal developed countries
appear to have suffered a collective disturbance that, in
degree, casts a shadow over this more welcome evolution of
the world economy. Of course, there can be argument
whether the outlook is quite so promising. Some doubt
whether steady non-inflationary growth is assured in the
United States and Europe; others express concern about the
recovery in Japan. That said, the hesitancy and anxiety
recently displayed by foreign exchange and capital markets
seem to go beyond what such doubts would usually provoke.

As always, we do not lack for explanations of the behaviour
of financial markets. Current and prospective government
financial deficits, fears of the alleged global capital shortage,
political uncertainties, technical corrections and portfolio
adjustments all have their proponents. But it is difficult to
avoid the feeling that there is a widespread view, amounting
to an apprehension, that the global financial system may be
becoming more unstable. Itis, | think, worthwhile asking
ourselves what feeds this view, before turning to the
question of derivatives and how they fit into the picture.

Global financial instability

Thefirst factor, commonly acknowledged and not negative
initself, isarecognition that the world economy and
financial markets are more closely connected and probably

more integrated than ever before—and growing ever more so
daily. Thisundoubtedly has brought many benefits. Over
the past 25 years, the proportion of world output traded
internationally has doubled, reaching about 18% in 1993.
The successful completion of the GATT negotiations will
surely maintain thistrend. Taking just the United Kingdom,
life assurance and pension fund portfolios' holdings of
overseas assets rose from some 3%—5% in the early 1960s to
19% by the end of 1992; alist of the funds available to
those who wish to invest outside the United Kingdom
suggests that this proportion will continue to rise, current
events notwithstanding. Collective investment vehiclesin
the United States appear aready to be diversifying their
portfolios worldwide.

Trade and investment are now managed on a global basis
and international markets operate on the basis of decisions
taken and news arising just about anywhere. The
international news agencies and media have targeted their
market very effectively. However, although it may follow
naturally that events, particularly those creating risk of loss,
should influence awider group of financial markets, it does
not seem to me to be obvious that that should create greater
volatility in the markets. Perfect markets, we were taught,
behave rationally, not erratically. But that iswhat appears to
have happened as markets have become more open and
accessible. Until recently, it seemed that this greater
volatility was primarily if not exclusively within agiven
market—foreign exchange in 1992 and 1993, equitiesin
1987 or bondsin 1994; but the experience of recent months
raises the possibility that the contagion may have spread
across markets.

Another phenomenon, again not problematic per se, is that
innovation and competition represent very powerful and
fast-changing forces that constantly challenge pre-existing
business strategies. Being on the leading edgeis
exhilarating, and indeed vital, to survival in most
international businesses—whether industrial, commercial or
financial. That said, the pace of change needed to stay
abreast of the competition may be taxing financial agents,
particularly those who manage funds, to the point where
abrupt changes in sentiment take place. Complexity playsits
part too. Financial products and business decisions are no

(1) Inaspeech delivered on 1 July at the Annual Managed Derivatives Industry Conferencein New Y ork.
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longer as straightforward. Inaword, people get jumpy.
Investors, faced with increasing pressure to perform, can at
times behave like a shoal of small fish: all turning quickly
and at once out of afeeling that there may be safety in
numbers when there are dangers around them. The presence
of one or two large sharks can greatly aggravate this
behaviour.

Thistendency, if true, is aggravated by the emphasis on
short-term performance. Those whose results are assessed
on aquarterly basis and according to aleague table can
hardly be expected to take a passive attitude to the flow of
information which comesto them. Steady nervesarein
short supply when the business in your market is al
one-way. Sophisticated models may help manage correlated
risk when markets are deep and functioning well; but they
may not be able to cope—or dealers may put them to one
side—when several markets are moving rapidly together.

Theroleof central banks

How do central bankers respond to such fears? First, | do
not think we should exaggerate what we see. It isnot clear
yet that market disturbances in recent times lie outside the
limits of what we have seen in the past. Memories do tend to
be selective, marking previous periods of instability. Inthe
real world, perfect markets are hard to find.

Second, let uslook at the basics. Central banks in most
countries have three main roles;

o the maintenance of monetary stability: so that business
and economic life can go forward and deliver the
welfare gains of a properly-functioning market
economy;

o the maintenance of financial stability: ensuring sound
financial institutions so that monetary stability can be
safely pursued and so that economic agents—
individuals as well as firms—can conduct their
business with confidence; and

o the maintenance of stable payments systems so that
financial transactions can be safely and efficiently
executed. Some central banks, such as the Bank of
England, play an even wider role, helping the financial
infrastructure of markets and systems more generally
to operate efficiently.

The developments which | outlined earlier certainly make
the task of managing monetary policy challenging, on
several counts. First, the assessment of monetary conditions
can be made more difficult, first by unpredicted—and
unpredictable—shifts in the measures of the intermediate
targets of policy, notably money supply. Germany isthe
country most recently going through this experience.
Secondly, policy-makers need to assess and evaluate the
effects on financial markets of changesin the control
variables, notably short-term interest rates. The exact
response of holders of financia assetsto officially

278

determined changes in short-term interest rates is inevitably
amatter of uncertainty and the more so when financial
markets are themselves suffering a bout of instability. And
thirdly and most important for those carrying out monetary
policy, changes in the relationships between the control
variables, the intermediate targets and the ultimate objectives
of monetary policy can of course be clouded by extraneous
disturbance in financial markets.

Complex though these issues are, there is no sense of drift or
inertia among central bankers. We never have used ssimple
rule books in the conduct of monetary policy; adaptability to
change and the ability to detect it have always figured highly
inour job descriptions. Let merepeat what | said at the
outset: despite the current turbulence in financial markets,
the outlook for the principal economiesis very much
brighter than for some time past. Monetary and
macroeconomic policies generally seem to me set in the right
direction.

Thisisalso important for financial stability. | can think of
no better way of bringing greater stability to financial
markets and financial institutions than achieving the
avoidance of exaggerated cycles of economic activity,
accompanied by large swingsin prices of goods and services
of al kinds. The connections between the real and the
financial economy have never been closer. Individualsas
well as companies are very aert to movementsin the relative
rates of return on awide range of savings and investment
vehicles, foreign aswell as domestic. At present, their
behaviour suggests alack of conviction that the inflationary
dragon has been slain, and the coexistence of low nominal
and positive real rates of interest has not yet sunk in for
people accustomed to seeing their savings repeatedly
destroyed by higher prices of goods and services. A

period of steady growth in real incomes should gradually
generate more stable expectations and less volatile investor
behaviour.

Theroleof derivatives

But, you will quite correctly argue, thisis certainly not yet
theworld welivein; rather we have encountered a
heightened uncertainty. The emergence of derivativesis, at
least in part, aresponse to this climate of greater uncertainty.
They may even be giving the wheel of asset-price volatility a
further spin, making the task of the central banker
correspondingly harder. Doesthislead usto want to outlaw
them, regulate them out of existence or even wish they did
not exist?

| should like to add my voice to those central bankers who
have already acknowledged the value of derivatives.
Chairman Greenspan set out the case eloquently in his recent
testimony to Congress. Derivatives clearly meet a market
need. They diffuse and re-allocate risk to risk-bearers who
are more willing to bear it. The efficiency of financial
markets isimproved and indeed the economy generally
benefits. Contrary to some perceptions, innovation is
welcometo central bankers sinceit isthe life-blood of
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efficient, dynamic markets, and policy is better conducted in
such an environment than in one in which signals and
responses are obscured or distorted.

But aswith all innovations, questions also arise. | do
sometimes wonder whether the mixture of Greek |etters,
mathematical formulae and very large numbers does not
have the same mesmeric and scary effect as the Wizard of
Oz. Some derivative products are complex to the point
where the risks being assumed are not evident to the buyer or
user. What are the risks and how is the financial community
—participants as well as central banks and other
regulators—dealing with them? The catalogue of risksis
well known and admirably set out in a number of reports
coming from both public and private sector sources. | would
also refer you again to the very comprehensive statement
made by Chairman Greenspan who reported on the scene in
the United States. Let me also go through them and record
progress in tackling them, as seen from the angle of someone
who sits on international committees spanning the G10 and
the European Union.

Derivatives are originally aresponse to market risk, the
possibility that current and future values might diverge.
Trading in these products itself of course carries market risk
—the customary prudential response to which isto require
those authorised to trade in these products to hold capital
against the possibility of loss. | believe both the market
participants and the regulatory authorities have come a
considerable way in identifying the capital needed for
derivatives and all other instruments carrying market risk.
Until recently, the methodologies used by either side differed
fundamentally. The G10 Committee of Bank Supervisorsis
now well advanced in considering whether the models used
by the leading participants in the markets, which relate the
capital requirements to the risk of the overall portfolio, might
also play a part in determining these requirements. Perhaps
as important, the G10 is also focusing on the qualitative
controls that management of supervised entities should
employ in managing these activities.

| rather doubt whether models will represent the way
forward for al firmsinvolved in derivative activities, we
may need to have more than one approach to hand to cope
with the needs of the less active and less sophisticated firms.
The possibility of adual approach to capital adequacy is also
reflected in the provisions of the Capital Adequacy Directive
enacted last year in Europe. | cling to the hope that the
progress being made in this connection by banking
supervisors, both in the G10 and the European Union, will
find a positive response from the securities supervisors. It
would be regrettable if securities firms from the

United States and Japan, in particular, found themselves
operating under a different system from those in the
European Union and other G10 countriesin which this
businessis carried out primarily by banks.

Banks, securities houses and regulators have also targeted
counterparty or credit risk as a priority area. The credit

losses suffered by banks during the last cycle have been a
powerful spur and, indeed, the risk-management models
being developed in the market not only encompass
counterparty risk in derivative trading but also address credit
risks of the more conventional kind. It took a space
programme to lead to the discovery of Teflon, and perhaps
the work on derivatives will greatly enhance our
understanding of credit risk. Rocket scientists have their
other uses.

| am perhaps less optimistic about liquidity risks. We have
seen examples over the last few years of individua
instruments and markets that can ‘dry up’. There are some
signsthat this is happening on awider scale during the
current period of market disturbance. This could mean that
the absence of liquidity in a given market, notably bonds,
was creating the conditions for greater volatility in price
movements not only in that market but in other markets
connected or linked, in away not previously observed.
Against this possibility, regulators will be looking with an
even keener eye at the stress tests and behavioural
assumptions built into the risk models used by firms activein
derivative trading. Perhapswe are seeing a development in
markets at the moment which will have asitsresult afar
more meaningful understanding of the liquidity and
contagion risksin these markets; and if the development
occurs without serious damage being done to either the
principal players or to the markets themselves then the
experience may be worth much more to us than any
amount of stress testing—although we are still likely
toinsist onit.

The derivative sector, if thereis such athing, is still an
example of comparatively concentrated risk. Both in the
London and New Y ork markets, over three quarters of the
business in swaps and options is being conducted by a small
handful of authorised firms.

So long as these firms maintain their expertise, this degree of
concentration seems unalarming and does not call for any
regulatory response. However, the regulators still carry the
scars of previous clusters of exposure which they did not
realise represented a dangerous concentration until it became
all too painfully clear. A good part of the problem was that
the population of the sector in question—and the scale of its
activities—was not sufficiently evident in advance of the
difficulty. One cannot rule out the possibility that serious
problems being encountered by alarge player in derivatives
might not knock on more or less automatically to others who
are known to be very active in the business.

The answer to this, and to other questions posed by
derivatives, is greater transparency and disclosure,
accompanied by common and satisfactory accounting rules.
It is a second-order, but nevertheless important, question
whether disclosure should be only to the market, which is
then free to make its own judgments, or also to regulatory
authorities. My own preference is to have both, but certainly
not to the point that all those who use derivatives need to be
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regulated. The criterion should be the capacity to endanger
the financia system.

Aswith other new financial instruments, derivatives raise
questions of legal, operational and reputational risk. It
would be naive to think that problems might not arise in any
or al of these areas. The authoritiesin most devel oped
countries have picked up the need to ensure that contracts
involving derivatives, notably but not exclusively netting
contracts, are robust under legal challenge. In many
countries, this has been done by changing the law. In the
United Kingdom, we are tackling this through the medium
of the Financial Law Panel, whose views carry great
influence in the UK courts without necessarily involving
new legislation. In the areaof operational risk, computers
can fail, creating difficulties for the settlement of
outstanding transactions; and settlement itself contains
counterparty and other forms of risk, of course.

Both the authorities and the markets have, | believe,
anticipated many of the problems here by re-examining
carefully the risk characteristics of wholesale payments and
settlement arrangements. The Federal Reserve led the way
five years ago in pointing up the hitherto submerged set of
issues in the payments field and, as you will know,
organised arepeat of its original symposium at a conference
held earlier this year in Washington. European payments
regulators have already published a set of principles
governing the operation of national wholesale payment
systemsin the European Union and are now turning

their attention to the integration of these systemsin

Stages 2 and 3 of European Monetary Union. The G30
Report on settlements in equities markets demonstrated that
market participants make their own invaluable contribution
inthisarea. Likewise the efforts currently being made on
both sides of the Atlantic to establish multilateral,
multicurrency payments systems.

Payments and settlements now represent an areawhich is
enjoying a great deal of attention from both the market and
from regulators, and the way forward in reducing risk is
satisfyingly clear; but we must press on with the
implementation of the reforms to the financial infrastructure
needed to underpin the development of derivatives and other
traded financial instruments.

Reputational risk arising from transactions involving
customers needs little elaboration from me. Financia
institutions will make their own assessments of whether the
damage to their reputation exceeds the financia costs of
picking up or sharing losses which arise in the course of
derivatives transactions carried out by their customers. The
market will find its own solution. | sincerely hopethat, in
the process, sight is not lost of the principle that willing
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buyers and sellers should carry responsibility for their own
decisions.

Conclusion

Asyou can see, good progress is being made in capturing
and confining the risks which arise from derivatives
operations. The supervisors and regulatorsin the main
centres are working hard in specialised groups to find
solutions that deliver regulation without strangulation.
Perhaps equally important, the market is developing its own
form of safeguards by insisting on greater disclosure and
transparency, improved accounting rules, collateralisation
and margining requirements that protect both them and the
ultimate users of the product. Asaregulator and central
banker whose direct responsibility includes the stability of
the financial system, | feel this combination of effort must be
the right way.

There is also encouragement to be taken from the fact that,
over aperiod of two years when conditions in the market
have been particularly taxing, no large failures have
occurred. Some parties have of course made losses, some of
them very substantial; and we are by no means yet out of
the woods. We have already seen failures arising directly
from mistakes made as aresult of derivativestrading. It
would be an imprudent man who would claim at this stage
that athreat could not arise to the system.

Nor do | feel that al the questions of risk have yet been fully
answered. We need more reliable and complete data, so that
those whose responsibility it is to maintain the stability of
the system can have a good idea of where the failure might
arise and what might be the consequences of such afailure.
We need a better understanding of the relationship between
derivatives markets, cash markets and the behaviour of
economic agents. And we need aclearer view of how the
risk management techniques employed by banks and other
financial institutions measure up to the task of producing the
correct combination of profit and prudence in an uncertain
financia environment.

Nevertheless, progressis being made. The earliest
apprehensions about derivatives have been replaced by a
methodical analysis of the possible sources of difficulty.
The facts are being collected to illuminate that analysis, and
regulators and regul ated seem generally at one on what
needs to be done—although the detail will no doubt excite
the usual passions on both sides. Central bankers are, asa
whole, ready to take part in the exercise to trade off the costs
and benefits of derivatives. With their interest in financial
stability, that is both desirable and inevitable. We have a
somewhat perplexed user group to persuade. Thereis
therefore ajoint interest, regulators and market participants,
in finding a safe and profitable way ahead.
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