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The Inflation Report provides a detailed analysis of recent monetary, price and cost
developments in the UK economy. There are signs that the strong rise in producer input
prices seen earlier in the year has begun to feed through to output prices. Despite this,
inflation on the Government’s target (RPIX) measure was 2.0% in September, down from
2.4% in June; the Bank’s RPIY measure of underlying inflation (which excludes the effect
of indirect taxes) fell to 1.2%. Output has continued to grow at above its long-run potential
rate, and unemployment has continued to fall. Section 6 of the Report sets out the Bank’s
current views on the prospects for inflation over the next two years.

As a result of the assessment of the medium-term prospects for inflation, official interest
rates were raised by '/2% on 12 September. Financial markets welcomed the move as a clear
signal of the authorities’ commitment to counterinflation. Sterling rose, and maintained its
strength to the end of the third quarter. Gilts also rallied initially —but yields rose again
later, as international bond markets weakened.

Strong growth continued in the United States, but inflation rose from its low in May.
Activity in Western Europe strengthened in the second quarter, but in Japan output fell.
Official US interest rates were increased further in the third quarter and, for the first time in
this cycle, rates rose in a number of other OECD countries. The current account imbalances
of some of the major economies have begun to fall.

Government bond prices continued to fall in most major markets in the third quarter,
affected by uncertainties about inflation, future interest rate movements and the potential
supply of debt. As a result, issuing activity in the capital markets was subdued. Prices in
most major equity markets remained weak, and the level of new issues was low.

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

Regional differences and their importance for the UK economy (by Andy Murfin and
Kieren Wright of the Bank’s Structural Economic Analysis Division) looks at

longer-term trends in the performance of the UK regions and at the short-term outlook.
Analysis of the last 20 years reveals that differences in regions’ average income per head
have in general been persistent, and that the range of regional growth rates tends to widen in
arecession. Labour mobility between regions seems relatively low. Over the shorter term,
the recovery at present seems well-balanced among the regions.

Regulating investment business in the Single Market (by Professor Richard Dale) examines
the regulatory framework for investment business put in place by the Capital Adequacy and
other Directives, focusing on the attempt to establish a level playing-field for banks and
other financial institutions. The article is the second in an occasional series—begun in the
May Bulletin—of pieces by contributors from outside the Bank.

The developing Single Market in financial services summarises the views, outlined in
discussions with the Bank, of a range of financial sector firms on the development to date of
the Single Market in that sector.

The net debt of the public sector: end-March 1994 analyses developments affecting the
national debt and the public sector position during the last fiscal year. As a share of GDP,
the public sector’s net debt rose by 5.4 percentage points to 38.4%; general government
consolidated gross debt (on a Maastricht basis) rose by 5.9 percentage points to 48.4%.

The external balance sheet of the United Kingdom: recent developments analyses changes
to UK net external assets during 1993, focusing on changes in the pattern of capital flows

and the impact of revaluations.
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Operation of monetary policy

e  Figurespublished in the third quarter showed that inflation continued to moderate, but there were
some signs of increasing cost and price pressures in the pipeline.

e Economic activity had been strengthening, here and abroad: in the second quarter, UK GDP was
shown to be growing well above trend, and the margin of spare capacity in the economy to be smaller
than previously thought, though there were indications of a moderation in growth in later data.

e Following his early September meeting with the Governor, the Chancellor decided on 9 September
that official interest rates should be raised by */2%; the change was implemented by the Bank on
12 September.

e  The move wasimmediately welcomed by the financial markets as a clear signal of the authorities
commitment to counterinflation. Sterling strengthened and long-term bond yields fell.

e The exchange rate strength continued up to and beyond the end of the quarter, but UK bond yields
rose again as international bond markets weakened.

Overview

Decisions on monetary policy are based on awide range of
indicators. The Bank’s current assessment of the latest economic
indicatorsis given in the November Inflation Report; thisarticle
reviews the operation of monetary policy in the third quarter of
1994.

Statistics published during the quarter showed that the growth of
consumption had slowed, but that output was growing faster than at
any timein the previousfive years. It appeared that the margin of
spare capacity in the economy was smaller than had previously
been thought. Investment and, especially, net exports had
accelerated, with UK trade performance reflecting continued
expansion in the United States and the Far East, and
stronger-than-expected recovery in Western Europe. Current
inflation remained low. The 12-month increase in the retail price
index excluding mortgage interest payments (RPIX) fell to 2.2% in
July, the lowest rate since the series was first compiled in 1975;
and it was only marginally higher in August. But there was
evidence of incipient inflationary pressure in the faster growth of
import and manufacturers’ input prices, and from surveys which
showed both that capacity utilisation had risen and that greater
numbers of producers expected to be able to raise pricesin the
following months. A fast rate of growth in narrow money was
consistent with this picture.

Against this background, the Chancellor decided after his meeting
with the Governor in early September that rates should be raised by
12%. The immediate market reaction to this was a strengthening of
sterling and afall in bond yields, suggesting that the market viewed
the move as evidence of the Government’s commitment to
counterinflation.
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Conditionsin financial markets at home and abroad continued to
be influenced by news and expectations about growth and
inflation, and by the monetary authorities' actual or expected
responses. |n the third quarter, the main issues were the pace of
monetary policy tightening in the United States, and whether
there was any prospect of afurther easing in monetary policy in
Europe.

The indications from data releases in the United States were

mixed, with labour cost and consumer price inflation continuing to
be subdued, but a significant pick-up in producer prices. There
was some evidence of slower growth in activity, perhapsin
response to earlier monetary tightening but perhaps also as a result
of capacity constraints. The Federal Reserve tightened policy once
more during the quarter, raising official rates by %/2% on 16 August
(when they indicated that this was expected to be sufficient, at least
for atime, to meet the objective of sustained, non-inflationary
growth). The move had been widely anticipated, but its scale

was at the upper end of market expectations and helped briefly to
steady the bond market and the dollar, both of which had fallen
earlier inthe year. The course of the dollar during the quarter

was also significantly affected by news on the US-Japanese

trade talks. Towards the end of the quarter, renewed signs of
strength in the economy led the money markets to anticipate an
early further tightening; US bond yields also reached new highs for
the year.

In continental Europe, data releases showed that growth in the
second quarter had been much stronger than had generally been
expected, with GDP in both Germany and France expanding by 1%.
Consumer price inflation in the major economies appeared to have
stopped falling, but upward pressures seemed weak. The
Bundesbank left its Lombard and discount rates unchanged in the
quarter, and the repo rate—which had been gradually reduced
earlie—remained fixed from late July onwards.

Nevertheless, the strengthening of the German economy reinforced
market expectations of an eventual turning-point in German interest
rates. The three-month rate for December implicit in futures
contracts rose from 5.1% to 5.3% and ten-year bond yields rose
from 7.2% to 7.6%. The heavy remaining borrowing requirement of
the federal government and other official bodies (after the
cancellation of bond auctionsin the second quarter) also weighed on
German bonds. Yieldsin Germany were higher than in the United
States for asignificant part of the quarter.

Many other European central banks followed the Bundesbank’s
pattern of unchanged official rates and only small fallsin
intervention rates. But in Sweden and Italy, official rates were
raised by /2% on 11 August. Both moves were partly designed to
check emerging inflationary pressures, but against a background of
exchange rate depreciation, large fiscal deficits and political
uncertainty, they wereinitialy received sceptically in the markets.
Both countries currencies weakened and bond yields rose

sharply; this had adverse consegquences for other European bond
markets, including gilts. In Australia, the bond and foreign
exchange markets welcomed a pre-emptive tightening undertaken at
the same time as the US rise and against a background of strength in
the exchange rate, fiscal consolidation and low inflation.



Operation of monetary policy

Dollar exchangerates

Yen/$ DM/$
115.0- — 1.80

Yen/$
(left-hand scale)
\' - 175
110.0— ]

J
it \l DM/$ - 170
(right-hand scale)
105.0— ’\ - 165

100.0- U
H,;"AHV W‘Vf - 155

Foreign exchange markets

A main feature of the quarter was the dollar’ s continuing weakness
compared both with its historical value and with its value at the start
of theyear. But overall it did not depreciate further, and for most of
the period traded in ranges around DM 1.56 and ¥99. Sterling
remained largely on the sidelines tracking the dollar, until it
strengthened following the interest rate increase on 12 September.

After it had become apparent that the concerted intervention
undertaken at the end of June had failed to underpin the dollar, it
fell sharply until the middie of July. It touched a post-war low of
¥96.45 on 12 July, before rallying to over ¥100 by the end of July.
Theinability of the US and Japanese authorities to reach a bilateral
trade agreement remained a key factor behind the dollar’ s weakness
against the yen. Exchange rate and capital market weakness
became more closely linked as overseas investors—particularly
from Japan—were increasingly unwilling to commit funds to
dollar-denominated assets.

The dollar also fell against the Deutsche Mark at the start of July.
When the Federal Reserve Open Market Committee (FOMC)
meeting of 5-6 July and the Group of Seven (G7) meeting in early
July produced no policy action to halt or reverse the fall, the dollar
reached alow for the year of DM 1.52 against the Deutsche Mark—
also on 12 July. It then rallied briefly when amodest fall in
German M3 revived hopes of afurther cut in interest rates by the
Bundesbank. From then until mid-August, it remained fairly steady
at these lower levels.

The Deutsche Mark was firm, apparently buoyed by growing
perceptions that the German recovery was stronger than had been
forecast earlier in the year and that the Bundesbank’s move to
fixed-rate repos (set at 4.85% from 27 July onwards) meant that
Germany was at or near the trough of the interest rate cycle.
Currency movements in the run-up to the FoMc meeting on

16 August were volatile; the dollar fell by three pfennigs after the
unexpected interest rate risesin Sweden and Italy led to large
inflows into the Deutsche Mark.

Ason earlier occasions this year when US interest rates were raised,
the dollar gained little sustained support from the /2% increase in
the federal funds and discount rates announced after the Fomc
meeting. On this occasion, the decision by the Bundesbank on

18 August to leave the repo rate unchanged after its summer recess
disappointed hopes, which had gradually been building, that an
easing of German interest rates would shift interest rate differentials
in favour of the dollar. The dollar was also influenced by
continuing bond market weakness and by political controversy
surrounding the Whitewater hearings.

The dollar rallied briefly—along with the US bond and equity
markets—at the end of August, but then fell back to tradein a
narrow range around DM 1.55. When the Federal Reserve did not
raise rates following the September Fomc, the bond markets and the
dollar retained their prevailing levels. Expectations that there
would be an interest rate rise in October if data showed continued
strong growth enabled the dollar to trade steadily against the
Deutsche Mark, which was undermined by concern about the
outcome of the October federal elections.
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Table A
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 ERIL $£  DM/E
1 duly 5132 53116 515/32 53116 6.29 8.32 8.62 8.55 3.97 79.6 15355  2.4568
14 July 43132 55/32 513/32 6132 6.00 7.79 8.10 8.12 3.88 79.1 15632 24123
29 July 521/32 529/32 67/32 63/4 6.73 8.29 8.48 8.42 4.00 79.0 15262  2.4300
2 August 5316 515/32 51316 615/32 6.57 8.09 8.25 8.25 391 79.2 15383 24282
9 September 5 513/32 527132 6314 6.33 8.50 8.84 8.68 3.86 78.8 15432  2.4046
12 September 510132 52732 63/16 73/32 6.70 851 8.73 8.57 3.87 78.4 15517  2.3853
20 September 515/32 520/32 69/16 712 6.97 8.83 9.03 8.84 3.98 79.7 15702  2.4453
30 September 513/32 527/32 615/32 713/32 6.80 8.64 8.80 8.64 3.87 79.9 15772 24454

(a) Close-of-businessratesin 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: December 1994 contract.
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Against the yen, the dollar eased to ¥97.60 in the middle of
September, as aresult of renewed concern over the progress of the
trade talks before the 30 September deadline. But as the deadline
approached, it recovered amid anticipation that there might be
sufficient agreement to avoid the near-term imposition of
sanctions.

Sterling remained on the sidelines for much of the summer, with its
course generally linked to that of the dollar. In July and August, it
traded some way below the levels seen earlier in 1994, with its
effective rate index (ERI) at times falling below 79. During this
period, as aresult of the dollar’ s weakness, sterling fell below

DM 2.40 in mid-July and again in late August and early September.
It reached a 17-month low of DM 2.3713 towards the end of
August. Sterling rose against the dollar, however, briefly breaking
through the $1.55 level in early August, having traded at around
$1.50 for much of the year. But it met strong technical resistance
there, and was undermined asitsfall in effective terms and against
the Deutsche Mark prompted commentators to question the
authorities' attitude to the currency and their willingness, in the face
of incipient inflationary pressures, to increase interest rates.

Sterling rose sharply following the interest rate increase on

12 September; the market viewed the decision as confirmation of
the strength of the authorities commitment to counterinflation. It
reached DM 2.4248 in New Y ork on that day, around four
pfennigs higher than its opening level in London. Sterling
strengthened further—at times testing DM 2.45—as expected
interest rate differentials, particularly in the medium term, moved
sharply initsfavour. By the end of September, interest rate futures
contracts suggested that the differential between three-month
sterling and Deutsche Mark ratesin June 1995 was expected to be
30 basis points higher than had been expected at the end of

August. Against the dollar, the expected differential widened by
20 basis points; and sterling rose to around $1.58 by the end of the
quarter. The ERI rose from 78.6 on 9 September to finish the
quarter at 79.9.

The reaction of the foreign exchanges to the Swedish and Italian
interest rate increases on 11 August was negative. The Swedish
kronafell against the Deutsche Mark from Skr 4.92 to Skr 5.02,
while the lira also dropped sharply—from L1,006 to L1,025. These
market reactions contrasted with the generally positive responses to
the UK and Australian rate rises—where the markets took the view
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that the authorities were acting prudently and from a position of
relative strength, with subdued inflation, continuing growth and an
improving fiscal position. The absence of any immediate trigger in
UK datareleases or financial market developments emphasised the
fact that the move resulted from the authorities’ medium-term
assessment.

There was little movement within the ERM during the third quarter.
With most of their economies at a similar stage in the economic
cycle and with the uncertainty over the dollar, the ERM currencies
generally tracked the Deutsche Mark. The width of divergencein
the ERM band hardly changed, and ended the quarter at around
5.5%. Therewas, however, some turbulence as aresult of the
foreign exchanges' reaction to the interest rate rises in Sweden and
[taly, which weakened the Danish krone, the peseta and the escudo.

Official money-mar ket operations

At the beginning of the quarter, many participants in the money
markets expected the next movein official rates to be upward. But
the low figures for current inflation suggested that any such move
might still be some time away. Three-month money-market rates
remained below base rates, and in the first three weeks of July
short-sterling futures contracts rallied, implying lower expectations
of three-month rates in subsequent months.

In the week beginning 25 July, however, the mood changed. The
GDP figures published in the previous week had showed strong
growth in the second quarter; the results of the CBI Survey
published on 26 July pointed to continued increases in output and
more widespread expectations of price increases. And the meeting
between the Chancellor and the Governor on 28 July focused
attention on the possibility of a change in the monetary stance.

Money-market rates rose in the course of the week; three-month
interbank rates moved above base rates on 27 July. Rateson bills
eligible for usein the Bank of England’ s operations also rose. (The
differential between the yield on such bills and interbank rates had
narrowed considerably over previous months, asthe size of daily
shortages had fallen and market conditions had eased.) By

28 July, market rates on Treasury bills were only just below base
rate. On 29 July, the last business day of the month, market rates
rose further, particularly at around the time of the mid-morning
British Bankers Association (BBA) interbank fixing, when awide
range of rates were quoted. By midday, three-month interbank rates
were at about 5°/:%. Bidsin that day’s Treasury bill tender
reflected the movement in other market rates. The average price at
which bids were accepted implied ayield of 5*/1%, which was
misinterpreted by some as implying a signal about official interest
rate intentions—even though the Bank’ s market operations that day
were conducted both before and immediately after the tender at
unchanged rates.

Some market participants criticised the Bank for not cancelling the
tender. But to have done so would itself have been open to
misinterpretation, as an overt indication of resistance by the
authorities to rising market rates. The market calmed after the
weekend, as it was acknowledged that there had been a considerable
overreaction to the outcome of the tender result and as the Bank
continued to deal at established rates.
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Implied volatility of short sterling futures@
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(a) Implied volatility of short sterling futures contracts.
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(a) Intra-day high and low for overnight interest rate (scale capped at 40%).

TableB
Influences on the cash position of the money
mar ket

£ billions; not seasonally adjusted
Increase in bankers' balances (+)

1994/95
Apr.—June ‘w Aug. Sept. (d)

Factors affecting the
market’s cash position
Under/overfunding (+/-) (a) 6.0 -25 2.8 15

Other public sector net
borrowing from banks and
building Societies (-) (b) -0.2 0.3 -0.2 0.4

of which, local authorities’
deposits with banks and building

societies (+) -04 — — 0.3
Currency circulation (-) 12 -1.2 0.7 -0.7
Other 3.0 -1.3 3.6 -0.9

Total 10.0 -4.7 6.9 0.3
Increase (+) in the stock of

assistance -7.6 5.9 -5.8 -0.9
Increase (-) in £ Treasury

bills outstanding (c) 2.4 1.0 1.3 -0.5
Increase in bankers'

balances at the Bank — 0.2 -0.1 -0.1

(a) From 1993/94, central government net debt sales to banks and building societies are
included in funding.

(b) From 1993/94, banks' and building societies’ transactionsin local authorities' and
public corporations’ listed sterling stocks and bonds are included in funding.

(c) Other than those held outright by the Bank and government accounts, but including
those purchased by the Bank on arepurchase basis.

(d) Estimate; final figures published on 3 November.
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Three-month interbank rates remained alittle proud of base rates
throughout August, but towards the end of that month and into
September longer period rates and those implied by futures began to
ease. A number of economic indicators suggested that growth
might be slackening and that inflation remained very low; a
consensus developed in the money market that the evidence might
provide sufficient reason for the authorities to delay raising rates
until later in the year.

The precise timing of the interest rate announcement on

12 September therefore surprised the market. 1t was widely
welcomed as an indication of the authorities’ determination to
follow the course necessary to achieve the inflation target.
Near-term rates immediately came into line with official rates at
5%.%. Asat previous turning-points, the first upward movement in
rates heightened expectations of further risesto come, and period
rates also rose. The three-month ratesimplied by short-sterling
futures contracts rose by 23 basis points for June 1995 and by about
7 basis points beyond June 1996, with implied forward rates falling
only beyond 1998. Short-sterling futures rates remained high, and
ended the period at 6.78% for December and 8.32% for June 1995.
But the absolute levels of these implied forward rates were hard to
square with even the most pessimistic market anecdote about the
likely level of official rates over this horizon. Short-sterling futures
rates probably also reflected the low level of business that was done
at longer maturities, the continuing high volatility implied by
options contracts (which suggested that a significant risk premium
might be being incorporated in longer-term rates), and their use as a
hedging instrument for short-maturity gilts.

Overnight rates were generally below base rates and quite stable.
The average intra-day range—the difference between the high and
the low each day—was 2.6 percentage points, compared with

3.1 percentage points during the first quarter and 3.4 percentage
pointsin 1993. The stock of assistance provided to the money
market by the Bank rosein July (partly because of seasonal
overfunding), but fell back by the end of the quarter. Thiswas
partly matched by changes in the use made of the Bank’s
twice-monthly repo and secured lending facility, and therefore only
in part by changesin the Bank’s holdings of bills. By easing the
Bank’s daily operationsin thisway, the repo facility has contributed
to greater stability of short-term rates. The market preferred at
times to sell short-dated bills to the Bank in the daily operations
(sometimes preferring the day-to-day operations to the repo facility
because short rates in the market were below the repo rate). This
meant that the shortage turned over more frequently, but did not
directly affect the average stock of assistance. The further risein
eligible bill rates relative to interbank rates led to fewer bills being
drawn.

Daily shortages averaged around £650 million; thiswasalittle
higher than in the previous quarter but they were generally relieved
comfortably. The shortages tended to be alittle lower in the second
half of the period, partly as aresult of underfunding (no auction
was, for example, held in August). There were, however, atotal of
15 days when the shortage was sufficiently large to warrant an early
round of operations and the invitation to counterparties to offer hills
on arepurchase basis. On such occasions, the Bank normally setsa
maturity date (or dates) around two to three weeks away, taking into
account the expected size of the shortage or surplus that would
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(a) Bank of England’s holdings of bills, market advances and funds supplied

under the repo and secured loan facilities.

(b) Bank of England’s holdings of eligible bank and local authority bills outright
and on arepurchase basis; and of sterling Treasury bills on arepurchase basis.
(c) Bank of England’s holdings of gilt-edged stocks on arepurchase basis; and

loans made against export and shipbuilding credit-related paper.

TableC
Official transactionsin gilt-edged stocks

£ billions: not seasonally adjusted

1994/95
Apr—June(a | July Aug.  Sept.
Total -
Gross official sales (+) (b) 7.6 36 0.8 2.6
Redemptions and net
official purchases of stock
within ayear of maturity (-) 3.2 — 1.0 —
Net official sales (c) 4.4 36 -0.2 2.6
of which net purchases by:
Banks (c) — 15 -1.8 0.1
Building societies (c) — — -0.4 0.2
Overseas sector -0.9 — -0.5 -0.8
M4 private sector (c) 5.2 2.0 25 3.0

(@) Later instalments are included in the month when they fall due, not in the month

when the saleis secured.

(b) Grossofficial 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 purhcase and resale agreements.
(c) Excluding transactions under purchase and resale agreements.

otherwise prevail on the maturity date. There were no surpluses
during the quarter.

A reduction of around £1 billion in the net take-up at the repo
facility on 7 September meant that the money-market shortage the
following day was enlarged by that amount. Asaresult, the
shortage on 8 September was £1,350 million. Asnormal in these
circumstances, the Bank invited an early round of operations and
offered a bill repo maturing on 26/27 September. These operations
were interpreted by somein the market as asignal that a decision
had been taken at the previous day’ s meeting between the
Chancellor and the Governor to leave interest rates unchanged. But
the Bank was simply following its normal practice for a shortage of
thissize. An early round of operations has been held on every
recent occasion when the money-market shortage has been of such a
size, and on every such occasion a bill repo of asimilar maturity has
been included.

Three-month Treasury bill tenders were held each Friday for
£500 million. Thefull effect of the increase in size of the tender
from £200 million in April has now been felt—the outstanding
amount of Treasury billswas £7.2 billion at the end of September.

Gilt-edged funding

There was a positive mood in the gilt market during the first few
weeks of the quarter. Domestic indicators confirmed continuing
low inflation, and new government PSBR forecasts showed a
reduced requirement for gilt salesin the current financia year.
Medium and long-term yields fell, and spreads over other markets
narrowed. In these conditions, tap issues of both conventional and
index-linked stocks were made and quickly exhausted.

The auction on 27 July was for £2 billion of 6%.% Treasury 2010,
the first long-dated conventional stock to be auctioned since
January. Despite considerable prior market comment about the
incipient demand for long-dated stock from domestic institutions,
the auction was only 1.29 times covered—though the tail (the
difference between the yields corresponding to the average and the
lowest-accepted prices) was only one basis point, indicating that
bidding by the market had been highly concentrated. Gilt pricesfell
slightly when the result of the auction was announced, and fell

TableD
I ssues of gilt-edged stock

Amount issued Date Date Method Price at Details of Yield (a) Yield (b) Date
(£ millions) announced  issued of issue issue (per payment at issue when exhausted
£100 stock) exhausted

Tva% Treasury 1998 200 13.7.94 13.7.94 98.4375 Fully paid 7.73 7.71 14.7.94
714% Treasury 1998 100 13.7.94 13.7.94 To CRND 98.4375 Fully paid 7.73
8% Treasury 2003 200 13.7.94 13.7.94 97.8125 Fully paid 8.35 8.33 14.7.94
8% Treasury 2003 150 13.7.94 13.7.94 To CRND 97.8125 Fully paid 8.35
83/4% Treasury 2017 200 13.7.94 13.7.94 Tap 105.8125 Fully paid 8.19 8.17 14.7.94
21/2% Index-Linked 2003 100 13.7.94 13.7.94 Tap 161.3125 Fully paid 3.78 (b) 3.78 (b) 20.7.94
21/2% Index-Linked 2020 100 13.7.94 13.7.94 Tap 131.1250 Fully paid 3.90 (b) 3.89 (b 14.7.94
6v4% Treasury 2010 2,000 19.7.94 28.7.94 Auction 81.7500 (c) Fully paid 8.30 (d) 8.30 28.7.94
7% Treasury 2001 250 8.8.94 8.8.94 92.6250 Fully paid 8.37 8.88 15.9.94
7% Treasury 2001 150 8.8.94 8.8.94 To CRND 92.6250 Fully paid 8.37
81/2% Treasury 2007 250 8.8.94 8.8.94 100.4688 Fully paid 843 8.80 15.9.94
81/2% Treasury 2007 150 8.8.94 8.8.94 ToCRND  100.4688 Fully paid 8.43
21/2% Index-Linked 2009 100 8.8.94 8.8.94 Tap 152.1875 Fully paid 3.83 (b 3.84 (b 15.8.94
212% Index-Linked 2024 100 8.8.94 8.8.94 Tap 110.1250 Fully paid 3.84 (b) 3.85 () 15.8.94
2% Index-Linked 2006 100 25.8.94 25.8.94 Tap 168.8750 Fully paid 3.70 (b) 3.87 (b) 29.9.94
212% Index-Linked 2016 150 25.8.94 25.8.94 Tap 139.5000 Fully paid 3.75 (b) 3.90 (b) 29.9.94
81/2% Treasury 2005 2,000 20.9.94 29.9.94 Auction 97.0625 (e) Fully paid 891 (d) 8.91 29.9.94

(a) Grossredemption yield, per cent.
(b) Red rate of return, assuming 5% inflation.

(c) Lowest-accepted price for competitive bids. The non-competitive allotment price was £81.84375.

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

(e) Lowest-accepted price for competitive bids. The non-competitive allotment price was £97.15625.
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Implied forward inflation ratesa
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(a) Expectations of the 12-month change in the RPI in future years derived

from the differential between yields on conventional and index-linked stocks.

TableE
Ten-year government bond yields

Differential compared with: (a)

UK yield United Germany  France

States
1 Jduly 8.62 129 155 102
2 Aug. 8.25 114 146 109
9 Sept. 8.84 140 125 76
12 Sept. 8.73 126 118 67
30 Sept. 8.80 119 117 68

(3 Inbasispoints.

Gross official sales of gilt-edged stock

New issues—on application
New issues—Iater instalments
Other sales (including tap stock) £ billions
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further after higher-than-expected US durable goods orders caused
declinesin bond markets worldwide. Gilt futuresin particular were
sold heavily, especially after an important technical support level
had been breached; and cash pricesfell by over two points at the
long end.

The market was defensive for much of August, with conventional
yieldsrising fractionally even though no auction was held. The
strengthening picture of a more buoyant economy had helped to
raise equity prices and to drive dividend yields below yields on
index-linked stocks. Thisincreased the relative attraction of such
stocks and two index-linked tap issues were made and exhausted.

The conventional market did not improve in the first part of
September, despite data suggesting weaker growth and continuing
low inflation. But therisein official interest rateson

12 September—though its timing came as a surprise to the market—
was welcomed. Short-term yields rosein line with money-market
rates, but medium and long-term stocks rallied as the move was
interpreted as a clear signal of the strength of the authorities
counterinflationary commitment. The downward movement in the
implied forward inflation curve on 12 September suggests the
interest rate rise led markets to lower their long-term inflation
expectations.

The improvement proved short-lived, however, largely under the
influence of international developments, though the PSBR figure
published for August was also rather higher than the market had
expected. Bond markets worldwide fell, prompted by US figures
for production and capacity utilisation published on 16 September.
There was also growing uncertainty prior to the Federal Reserve's
Fomc meeting on 27 September and the German federal elections
on 16 October. But during the last weeks of the quarter, gilts
outperformed other major bond markets. The differential between
the yields on ten-year gilts and US Treasuries narrowed from 140
basis points on 9 September to 119 basis points on 30 September;
and the differential compared with German yields from 125 to 117
basis points over the same period.

The September auction stock was 8-% Treasury 2005, which will
probably form next year’s ten-year benchmark stock. The amount
(E2 billion) was at the lower end of the indicated range, but the
cover—at 1.74—was comfortable and the result improved market
sentiment. The Bank sold stock from its holdings into the
secondary market and two index-linked taps were exhausted shortly
afterwards. Inthe quarter as awhole, gross sales of £7.0 billion
were made, bringing the total for the financial year to £14.5 billion.



The international environment

e  Economic growth continued to be strong in the second and third quartersin the United Sates. In
Western Europe, activity strengthened in the second quarter; Japan’s output fell.

e Inthe United Sates, inflation has risen fromits low in the second quarter. In Japan, western
Germany and France, the outlook is for low inflation.

e Official interest rates increased further in the United Statesin the third quarter. And for the first time
in this cycle, official ratesrose in a number of other OECD countries.

e  Current account imbalances have begun to fall in some of the major economies. Budget deficits are
still high, but higher growth may reduce the cyclical parts of deficits and some countries have

tightened fiscal policy.

Chart 1
GDP in the major economies

Percentage changes on ayear earlier
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Table A
Capacity utilisation
Per cent
Capacity utilisation
1994 Q2 1970-94
France 817 83.9
Japan 82.7 94.2
United States 83.3 80.5
Western Germany 80.5 (a) 83.3

(@) First quarter 1994.

Overview

In most of the Group of Seven (G7) countries, economic recovery
continued in the second and third quarters. In Western Europe,
activity strengthened but it may not yet be broadly based. In the
United States, growth remained above its long-run trend rate. In
Japan, which is still affected by high borrowing and investment
undertaken in the late 1980s, recovery continued to be unsteady.

In the G7 countries as awhole, GDP rose by 0.8% in the second
guarter—asin thefirst. AsChart 1 shows, the growth ratesin the
United States and western Europe have begun to converge. Inthe
second quarter, US GDP rose by 1% and Canadian output by 1.6%.
In France and western Germany, GDP rose by 1%; but Japan’s
GDP fell by 0.4%.

Although growth rates are converging, the cyclical positions of the
major economies till differ. In the second quarter, output in the
United States was 8% above its pre-recession peak, while output in
France was /2% above and in Japan /% below their

pre-recession peaks. Table A showsthat industrial capacity
utilisation rates in France and Japan were below their long-run
averages in the second quarter; by contrast, a utilisation rate of
83% in the United States was above its long-run average and close
toits peak in the late 1980s. An alternative measure of spare
capacity isthe gap between actual and potential output (the ‘ output
gap’). The IMF slatest World Economic Outlook estimated that the
output gap in Japan was around 5% this year, whereas in the United
States the gap had probably closed. Spare capacity is, however,
hard to estimate on any measure—output gaps or utilisation rates—
and comparisons between countries are difficult.

Inflation in the G7 countries was 2.2% in the year to August,
compared with 2.5% at the end of last year. Although thereisno
mechanical relationship between the output gap and inflation, the
extent of spare capacity and unemployment in parts of western
Europe and Japan suggest that supply constraints are unlikely to
push inflation up next year. By contrast, inflation has been slowly
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Chart 2
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TableB
Contributionsto US GDP growth
Percentage points (a)

1993 1994
Year Q1 Q2

Consumption 22 0.8 0.2
Investment 16 0.4 0.4
Government expenditure -0.1 -0.2 -0.1
Stockbuilding 0.3 0.3 0.6
Domestic demand 4.0 12 12
Net trade -0.8 -04 -0.1
GDP 31 0.8 1.0

(@ Quarterly contributions are relative to the previous quarter.
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rising in the United States since May. Charts 2 and 3 show that, in
the United States and Japan, changesin residential investment
deflators (which in the past have moved broadly in line with
residential house prices) often precede changes in consumer prices.
Based on past relationships, the recent movements for the G3
countries suggest upward pressure on US inflation and continued
downward pressure in Japan and western Germany.

It isunclear, however, how far therise in US inflation will go, since
there has been little increase in wage inflation and monetary policy
has been tightened thisyear. The Federal Reserve increased the
federal funds and discount rates by afurther 50 basis pointsin
August, taking the federal funds rate 175 basis points above its
February low.

Australia, Italy, Sweden and the United Kingdom also increased
their official interest ratesin the third quarter, for the first time
during thisrecovery. By the end of September, futures markets
appeared to be discounting the possibility of higher short-term rates
before the end of the year in the United States, and also in Germany
and Japan (which have not yet increased rates in this cycle).

In the United States, despite fears that consumption had weakened,
activity has remained strong

US GDP rose by 1% in the second quarter, compared with 0.8% in
thefirst. Table B shows the contributions to this growth in the first
two quarters. In the second quarter, investment continued to grow
strongly and contributed 0.4 percentage points to growth.
Consumption grew more slowly, however, rising by 0.3% compared
with an average growth rate of 0.9% in the preceding four quarters.
Stockbuilding made the largest contribution to growth during the
quarter.

The weakness of consumption and the strength of stockbuilding
suggested that the rise in US interest rates earlier this year was
already slowing the economy significantly. Consumption growth,
however, was always likely to slow from the high rates of the fourth
and first quarters—and consumption was still 3.4% higher in the
second quarter than in the same period of 1993. But there has been
some evidence of aslowing in housing market activity (an
interest-sensitive sector of the economy). In 1992 and 1993,
housing starts rose sharply, encouraged by low and falling
long-term interest rates. Research published by the Bank for
International Settlements earlier thisyear suggested that a one
percentage point rise in US official interest rates would have little
discernible effect on activity until at least nine months after the
change and the full effect might take around two to three yearsto
register. If so, therisein official interest rates since February is
unlikely yet to have had much effect on activity. But long-term
interest rates began rising in October 1993 and it seems, partly asa
conseguence, that the upward trend in housing starts has become
shallower.

Although part of the growth in stocks in the second quarter was
probably involuntary (because consumption proved to be weaker
than firms had expected), it islikely that some of it was deliberate.
Chart 4 shows the inventory to sales ratio for manufacturing
industry. During the 1990-91 recession, the ratio rose much less
than it had done in the 197475 and 198182 recessions, partly
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Chart 4
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TableC

Contributionsto western German GDP growth

Percentage points (a)

1993 1994

Year Q1 Q2
Consumption 0.1 0.2 -0.6
Investment -1.7 0.8 -0.2
Government expenditure -0.2 0.2 -0.6
Stockbuilding -0.3 -04 21
Domestic demand 21 0.8 0.8
Net trade 0.4 -0.2 0.2
GDP -1.7 0.5 1.0

(a) Quarterly contributions are relative to the previous quarter.

Chart 5
European consumer confidence
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Source:  European Economy.

because of the introduction of ‘just-in-time’ stock controls. Asthe
recovery has gathered pace, the ratio has fallen and may now have
reached alevel at which firmswish to rebuild stocks. The Federal
Reserve's Beige Book, published in September, reported that some
retailers were building up stocks ahead of the holiday period; some
companies may previously have over-economised, and then lost
sales opportunitiesin the face of faster-than-expected demand.

Growth has strengthened in Europe.. . .

Economic activity in the large west European economies has been
stronger in recent months than most commentators expected at the
beginning of the year. In both France and western Germany, GDP
rose by 1% in the second quarter, following rises of 0.7% and 0.5%
respectively in thefirst.

Table C shows the contributions to western German GDP growth in
the first two quarters. Stockbuilding more than accounted for the
risein GDP in the second quarter; consumption, which fell by 1%,
made a negative contribution of 0.6 percentage points. Chart 5
shows that European consumer confidence has been rising since the
second half of last year. But it is probably being held back in
Germany by the prospect of tax rises early next year equivalent to
around 1%/,% of thisyear’sreal personal disposableincome;
business confidence has recovered more quickly this year, partly
because of the strength of industrial export orders.

In France, consumption and investment each rose by around 1% in
the second quarter, in contrast to the first quarter when growth was
led by stockbuilding. Household consumption of manufactured
goods rose by 1.5%, but without government stimulus to the car
market would perhaps have increased by about 0.2%. The
consumer sector seems likely to remain fragile; despite a
government subsidy scheme, unemployment was unchanged
between June and August at 12.6%. Chart 6 shows that business
investment in France, Japan and western Germany has yet to
recover to pre-recession levels, whereas US investment has grown
strongly since the beginning of 1992.

One feature of the recoveriesin Western Europe has been the
growth of net exports—which, until the first quarter, made a
proportionately larger contribution to growth in the major European
economies than in the two previous recoveries. A box on page 310
looks at European export performance in more detail.

... but in Japan activity was weak in the second quarter

In Japan—where the economy is still recovering from a period of
high borrowing and investment in the late 1980s—economic
activity has passed its low point, but business and consumer
confidence are low and fragile. Thisyear, the high yen, rising real
interest rates and political uncertainty have prevented a steadier
recovery. Corporate and personal sector indebtedness are probably
higher than in parts of continental Europe, and this may be one
reason why Japan has not recovered as quickly. Because consumer
and producer prices are falling in Japan, the real value of debt is
rising.

Japan’s GDP rose by 1% in the first quarter, but fell by 0.4% in the
second, when both consumption and investment fell. (Housing
investment rose by 11%, but this partly reflected government
stimulus through subsidised housing loans.) Consumption and
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Trendsin European trade

One feature of the recent recovery in western European
economies has been the external sector’s contribution to
growth. Thisbox looks at the recent trade performance of
France, Italy, Spain and western Germany. As Chart A
shows, these countries provide an interesting contrast:
nominal exchangeratesin Italy and Spain depreciated
sharply in 1992 and 1993; French and German exchange
rates did not.

Chart A
Nominal effective exchangerates
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volumesfell in all four countries. As a consequence of
these changes, the current account deficit to GDP ratios fell
by 2—3 percentage pointsin Italy and Spain between 1992
and 1993; current account balancesin France and
Germany changed by less.

The table shows that the contribution of the external sector
to GDP growth has so far been much larger in Italy and
Spain than in France or western Germany. In Spain, for
example, GDP rose by 0.5% between the end of 1992 and
thefirst quarter of 1994; net exports contributed around

4 percentage points to growth. Up to the first quarter, net
exports had contributed proportionately more to GDP
growth in the main continental European countriesin this
recovery than in the previous two.

Net trade contributionsto GDP 1992 Q4-94 Q1
Percentage points

GDP growth of which:

Net trade
France 0.2 0.8
Western Germany — 15
Italy 0.8 43
Spain 05 38

The nominal trade-weighted exchange rates of Italy and
Spain each fell by around 20% in the 12 months after
September 1992. This improvement in competitiveness
fed quickly through to trade volumes; Chart B, for
instance, shows the path of export volumes. Goods and
services exported by Italy and Spain rose by 9%—-10% last
year, while French and western German export volumes
fell by /2% and 3% respectively. Inthefirst haf of this
year, however, export volume growth in France and
western Germany was positive. The weakness of
European domestic demand last year meant that import

Chart B
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In 1992, around 60% of EU countries’ exports were to
other EU countries. Given the weakness of European
domestic demand, the strength of export volumesin Italy
and Spain last year—and in France and western Germany
this year—is partly the result of net export growth to
fast-growing regions such as North Americaand Asia. The
value of the four European countries’ exports to Asiarose
by 16% last year, while their total non-EU exports fell by
1%.

Potential problems, however, with the new method of
collecting European trade statistics mean that caution is
needed in drawing firm conclusions. In March, Eurostat
(the Statistical Office of the European Communities) said
that, in the first nine months of 1993, recorded intra-EU
exports exceeded intra-EU imports by ECU 19 billion. So
itis possible that difficulties with the new statistical
method may have boosted Europe’ s net exports artificially.

Despite the sharp depreciation in Italy and Spain in 1992
and 1993, to date domestic inflation has not risen greatly.
(This has also been true for other countries whose
currencies have depreciated in the last two years—
including Canada, Sweden and the United Kingdom.)
Domestic deflationary pressures have overcome the effects
of import pricerises. But as output growth rises and the
amount of spare capacity fals, it is possible that inflation
pressures will risein Italy and Spain. Inflation was 3.6%
and 4.8% respectively in the two countries in the year to
July, higher than the EU average of 3%. If inflation
continues to exceed the EU average, some of the
competitive gains from the fall in nominal exchange rates
will be eroded.
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Chart 6
Businessinvestment
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business investment account for about three quarters of output;

their contraction in the second quarter therefore raises a question
about the solidity of the Japanese recovery. But there may be some
seasonal adjustment problems with the measure of Japan’s GDP; in
each of the last three years, output has risen in the first quarter and
fallen in the second. In the third quarter, consumption was boosted
by income tax cutsin June and the effect of hot summer weather.
Real earnings, which fell by 2% last year, rosein the first half of
this year and may underpin consumption in the rest of the year.

Although the latest Bank of Japan Tankan survey showed business
confidence improving for the second consecutive quarter, many
more firms were pessimistic about the outlook than were optimistic.
Manufacturers again reported that stocks were higher than
necessary and expected this to continue for the rest of the year.
Major firms expected to cut capital spending by around 4% this
fiscal year—the third successive year of declining investment.
Japanese companies borrowed and invested heavily in the mid to
late 1980s, during a period of cheap finance and high economic
growth (annual GDP growth averaged 4Y/:% between 1985 and
1989); it may be that the period of stock adjustment is not yet
complete. Chart 7 shows that the share of non-residential
investment in Japanese GDP rose sharply in the second half of the
1980s; it has since fallen, but remains higher than in the United
States.

Economic activity has strengthened in a number of other
industrialised countries. The recovery in Canada, which has
broadly followed that in the United States, is well established.
Canada’ s GDP rose by 1.6% in the second quarter, following an
increase of 1.1% in thefirst quarter. Growth was thus more rapid
than in the United States in the first half but, because Canada’'s
recession was deeper and longer than in the United States, it has
more spare capacity. For instance, although Canadian
unemployment is on a downward trend, it remains high—at 10.1%
in September; in the United States unemployment is around 6%.
And the gap between actual and potential output may be around
3%—4% in Canada.

In Italy and Spain, whose currencies both depreciated sharply in
1992 and 1993, growth patterns are now diverging. Last year,
recovery was led by net exportsin both countries. Towards the end
of last year and in the first half of this, domestic demand
strengthened in Italy but it remained weak in Spain. Inthe
Netherlands, which did not experience the sharp fall in GDP of
western Germany and France, GDP rose by 1% in both the first and
second quarters and domestic demand is recovering.
Unemployment has also begun to fall, from 10% in the first quarter.

Outside the United States, inflation pressures are weak

In the United States, inflationary pressures may berising. US
consumer price inflation was 3% in the year to September,
compared with alow of 2.4% in May. And Chart 8 shows that the
annual rate of producer price inflation rose sharply in August. In
part, this reflected last year’ s tobacco price cuts dropping out of the
index, but it was a so because of higher raw material prices. These
price rises have probably not yet been fully passed on to consumers.
But the annualised three-month rate of consumer priceinflation has
risen this year and was above the annual rate during the third
quarter.
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Chart 9
US employment
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During the early part of the US recovery, falling unit wage costs
offset some of the pressures from rising raw material prices. Inthe
second quarter, however, the tightening of the labour market led to a
fall in labour productivity and arisein unit wage costs. Chart 9
shows how non-farm employment has risen this year. Robust
growth in employment has helped reduce the unemployment rate to
6% in the third quarter—probably around its ‘natural’ rate. Despite
this, earnings growth has not picked up markedly. Manufacturing
earnings rose by 2.5% in the year to September, around the same
rate asin 1992 and 1993.

The stability of nominal earnings growth, despite the tightening of
the labour market, is not altogether surprising, given that US
inflation has also been stable over the last two years. Chart 10
shows that real earningsin the US manufacturing sector have been
stable since 1971, in contrast to Japan and western Germany. The
growth of firms non-wage (particularly healthcare insurance) costs
has probably been an important factor in the low US wage growth.
As a proportion of nominal labour compensation, non-wage costs
increased by nearly 60% between 1970 and 1991, a much larger rise
than in Germany. The flexibility of the US labour market has also
limited real wage growth. And many of the jobs created during this
recovery have been in contract or part-time work, which may also
be restraining wage pressures.

In western Germany, consumer price inflation was 3% in the year to
September; as Chart 11 shows, it has been around this rate since
May. And the weakness of the consumer sector—which may be
adversely affected by next year’s tax rises—will probably limit
firms' ability to pass through increases in input prices. In addition,
unit wage costs in manufacturing were lower in the first half of this
year than in the same period last year, and seem unlikely to pick up
sharply.

In January next year, indirect tax increases will drop out of the
year-on-year comparison, lowering the measured inflation rate. In
addition, western Germany’ s consumer price index will be rebased:
the existing 1985 weights will be replaced with 1991 weights. The
prices of some of the consumer durables whose weights are likely to
increase are currently being discounted; if this discounting
continues, measured inflation could fall early next year.

Therate of growth of German M3 has also slowed in recent months.
In August, M3 grew at an annualised rate of 8.2% compared with
the fourth quarter of 1993; the three-month growth rate was 0.3%,
its lowest thisyear. Part of thislower growth reflected a switch
from M3 deposits to money-market funds (which were legalised
from the beginning of August). In its mid-year review, the
Bundesbank said that M3 growth was likely to remain outside its
4%—6% target growth range this year, but |eft the target unchanged.

Average hourly earnings in western Germany rose by around 1% in
the year to the second quarter, as the weakness in the labour market
enabled firmsto secure cutsin real earnings growth. But with
unemployment beginning to fall and employment growing, workers
may be more resistant in the 1995 annual wage round to an erosion
of their real earnings. The prospect of tax increases in the new year
islikely to add to their concerns.

Other European economies have made good progress in reducing
inflation over the last two years. In France, Italy and Spain,
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inflation in the first half of the year was at, or near to, its
lowest-ever level. Further progressin the third quarter was slow,
perhaps partly because it is unusual in some countries for firms and
workers to accept continued low increases (or fals) in prices and
wages, itisalso possiblethat in parts of Europe demand pressures
are beginning to be felt and are preventing further fallsin inflation
in some sectors.

In Japan, consumer prices were unchanged in the year to August. It
is possible that this measure overstates inflation, however, since
discounting (which is widespread) is not fully recorded. Despite the
large output gap in Japan, firms have not shed labour significantly:
unemployment rose to 3% in July, compared with an average of
2.5% last year. Thislabour hoarding has led to rising unit wage
costs, asshown in Table D. If output recoversin the second half of
the year, there will probably be a cyclical recovery in productivity
and afall in unit wage costs (following other G7 countries
experience).

Futures markets imply that the turning-point for European interest
ratesis close

In the United States, the Federal Reserve increased short-term
interest rates by 50 basis points in August, taking its federal funds
target rate to 4.75%, compared with 3% in February. The ‘real’
federal funds rate, adjusted for current consumer price inflation,
was 2% in the third quarter, compared with zero in the fourth
quarter of last year. There has been speculation about the
appropriate level of US interest rates; and officials at the Federal
Reserve have occasionally referred to moving short rates back to
more ‘neutral’ levels. Adjusted for current consumer price
inflation, ‘real’ three-month interest rates were around 2% in the
third quarter, compared with an average of 2'/:% since 1970.

Official interest ratesin Germany were unchanged in the third
quarter. Ratesin Italy and Sweden were increased by half a
percentage point in August. Italian interest rates were increased
partly to support the lirawhereas the increase in Sweden was based
on the outlook for inflation. After Sweden abandoned its currency
peg to the Ecu in November 1992, the Riksbank announced an
inflation target for the headline rate of 2% (with arange of plus or
minus one percentage point) from January 1995. Import prices rose
sharply last year and consumer price inflation also increased; both
have been lower this year, though annual consumer price inflation
rose from 1.7% in January to 2.5% in June.

By the end of the third quarter, financial markets appeared to be
discounting higher interest rates in the G3 countries over the
following year. Eurodollar futures prices, for example, implied a
rise of half a percentage point in three-month dollar interest rates by
the end of the year. Futures markets were discounting asimilar rise
in German rates over the same period, following strong
second-quarter GDP figures and continued recovery. But futures
prices are only a guide to the expected path of short-term interest
rates, they did not, for example, accurately anticipate the cut in
German short-term ratesin May.

Japan’s current account surplus stopped rising in the first half of
the year

Chart 12 shows that German, Japanese and US current account
imbal ances are now smaller relative to GDP than they werein the
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late 1980s. Japan’s surplus was 3% of GDP in thefirst half of the
year, compared with 3.3% in the same period last year. The high
value of the yen has slowly affected the Japanese current account.
Import volumes have grown more quickly than exports for around
1Y> years. But because export volumes are much larger, it will take
time for changes in volume growth to cause a significant fall in the
surplus. The surplus may, however, fall more quickly over the next
18 months if Japanese domestic demand picks up. The deficit may
also fall because of rising imports from Japanese companies based
in lower-cost centres in south-east Asia.

The US current account deficit was $37 billion in the second
quarter, compared with $32 billion in the first. US competitiveness
(as measured by the real effective exchange rate) has been broadly
stable during the last 18 months, but the strength of domestic
demand relative to that in the rest of the G7 hasled to arising
deficit.

The US dollar depreciated by 2% (in trade-weighted terms) in the
third quarter, and was 8% lower than at the end of 1993. This
trade-weighted index does not, however, include Latin American
countries' exchange rates, though last year they accounted for 17%
of US exports. Measured against awider group of countries—some
of which have historically been subject to high inflation—the US
dollar has not weakened as much. The dollar’ s depreciation against
the major currencies meant that by the end of September it was
around 11% lower than at the end of 1993 against both the Deutsche
Mark and the yen. Its weakness against the yen partly reflected
continuing concerns about the likelihood of progressin Japan-US
trade talks; and concern about US inflation may have added
downward pressure to the US currency. A box on page 315 looks at
the financing of current account imbal ances in Germany, Japan and
the United States.

Higher economic activity will reduce cyclical budget deficits, and
some gover nments have implemented policies to reduce structural
deficits

Higher economic activity in the United States helped to cut the
government’ s budget deficit by around a fifth between the 11
months of the fiscal year which ended in September and the same
period in the previous year. Lower defence spending and last year's
tax increases have also lowered the US deficit. Asactivity picks up
elsewhere in the industrialised world, the cyclical parts of budget
deficits should fall similarly. Fallsin structural (or underlying)
deficits will be slower. The OecD’s June Economic Outlook, for
instance, estimated that the (overall) deficit in European OECD
countries would be 6.1% this year, compared with 6.3% last year.

A number of countries announced measures to cut deficits. In
Germany, arisein income tax—due to take effect in January—may
raise an additional DM 22 hillion (0.3% of thisyear’stax revenue).
It follows arisein mineral oil tax thisyear and higher value added
tax last year. The OECD projects that Germany’s general
government structural deficit will fall from 5.2% of GDPin 1991 to
2.3%in 1994.

In its budget in September, the French government announced plans
to cut the general government budget deficit from 5.3% of GDP this
year to 4.6% next year. Public spending isto increase by 1.9%,

probably implying no real growth. Increased revenue is projected to
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come from higher economic growth (forecast by the government at
3.1%), privatisation receipts (of FFr 55 billion, or $10 hillion), and
higher taxes on electricity, gas and petrol.

In July, the Italian government announced a three-year budget plan
to cut its deficit from around 9/:% of GDP this year to 6'/:% in
1996. Despite the plan, however, the lira depreciated during August
and the Bank of Italy raised short-term interest rates partly to
support the currency. Bond yields rose by around a percentage
point in the third quarter. Because Italian government debt is of
short average maturity, the rise in interest rates will add
significantly to debt-servicing costs.

The Spanish government’ s budget for 1995 aims to cut the general
government budget deficit to 5.9% from 6.7% of GDP this year.
The projection relies largely on higher economic activity to boost
revenue. Unemployment, at over 24% in the second quarter, will
continue to impose high costs on the deficit.

In Japan, the government budget surplus was 0.3% of GDP last
year; and the OEcD projects adeficit thisyear. Excluding the
social security surplus, the deficit to GDP ratio may be around

34 percentage points higher. Since August 1992, four fiscal
packages totalling ¥45 trillion have added to the deficit (though the
size of the stimulus has been less than the headline figure suggests).
The weakness of the economy has also reduced tax revenues. The
income tax cuts in June and December this year will reduce
revenues by ¥5.5 trillion. The government plans to maintain these
tax cutsin 1995 and 1996, but ¥2 trillion will be reversed in 1997.
Japan’s sales tax—which is low compared with other OecD
countries—may be increased from 3% to 5% in 1997, but thisis
subject to review. Japan isthe only G7 country which has recently
announced aloosening of fiscal policy, but (based on IMF data) it is
probably a so the country with the largest output gap. It has, in
addition, by far the lowest level of net government debt relative to
GDP among the G7.

Canadian government sector debt, at more than 90% of GDP in
1993, isthe second highest in the G7. The federal government’s
budget in February forecast that the federal deficit would fall from
5.4% of GDP this year to 3% by 1996/97. The prospects for
achieving this depend partly on the level of interest rates; interest
costs accounted for around a quarter of government spending in
1992/93. The budget assumed long-term interest rates of 6.4% in
1994 and 6.1% in 1995. In the first nine months of the year,
ten-year Canadian bond yields averaged 8.3%. Apart from interest
costs, unemployment benefits are one of the largest areas of
spending and, as part of areview of the social security system, the
government is changing the unemployment insurance system. In
addition, if growth this year is higher than anticipated, the deficit
may be lower.



Financial market developments

e  Government bond pricesin most major markets continued to fall during the third quarter, as stronger
growth rates led to concerns about inflation and uncertainty over interest rate movements. There
were also fears in many markets about a potentially heavy supply of debt.

e Asinthe second quarter, issuing activity in the international capital markets was at a subdued level

because of market turbulence.

e Pricesin most major equity markets remained weak; and the level of new issues continued to be low.

Overview

The major bond markets were slightly calmer throughout the
third quarter than earlier in the year, but uncertainty
persisted. The US bond market weakened, asinflation
expectations increased and the timing of future interest rate
changes remained uncertain to market participants. This
may have contributed to price fallsin most European bond
markets, which were also influenced by uncertainty about
interest rates and persistently high public sector deficits.
Despite the major economies being at markedly different
points in the cycle, movementsin their government bond
prices remained highly correlated during the quarter, with
prices continuing their downward trend (see Chart 1).

Chart 1
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Most major equity markets rose during the first two months
of the quarter because of the favourable economic
background, but fell back in September. Of them, only
North American and UK markets managed price rises over
the quarter as awhole.

Real government bond yieldsin the major industrial
countries have risen to historically high levels during 1994.

Partly in response to this, the Group of Ten industrial
countries recently adopted a proposal by the Chancellor of
the Exchequer to study global savings and investment trends,
and their implications for real interest rates.

Thelevel of new issuesin the international capital markets
remained subdued. The uncertain market environment led to
ashift of funds into shorter-term assets. Among currency
sectors, there was a shift in composition towards yen bond
issues and away from European currencies. And there was
some switching towards fl oating-rate borrowing, reflecting
falling fixed-rate bond prices and investor demand for
floating-rate instruments in an environment where interest
rates were expected to rise. Sovereign borrowers were again
prominent in the international bond markets, while corporate
borrowing remained subdued (see Chart 2). Emerging
market borrowers continued to find issue conditions difficult,
athough total borrowing by such issuers increased slightly.

Chart 2
Borrowersin theinternational bond market
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Ordinary share issues by UK companies fell from the high
levels seen earlier in the year, perhaps because those earlier

317



Bank of England Quarterly Bulletin: November 1994

issues had sated issuers’ immediate demand for funding and
because company profits had been boosted by economic
recovery. Likewise, few equity-related bonds were issued in
the international markets. The improvement in most major
economies, and in banks' balance sheets and profitability,
meant that announcements of international syndicated credits
continued to be strong, even though bank credit in the United
Kingdom remained subdued.

Bond market developments: pricesand yields

Pricesin the major government bond markets continued their
recent downward trend in the third quarter, led by fallsin the
United States that reflected market concerns about inflation
and interest rate movements. European markets were
affected by aview that the low point of the present interest
rate cycle might already have been reached. In addition,
there were growing concerns about the supply of debt in
some markets, notably in continental Europe and Japan. The
prices of Japanese government bonds fell in parallel with
other markets—in contrast to the second quarter—
suggesting that market comment earlier in the year about the
decoupling of bond markets might have been premature.

The prices of US Treasuries continued to fall over the
quarter; in September, the yield on the 30-year long bond
peaked at 7.85%—its highest since 1992. After the Federal
Reserve' s decision to raise both the federal funds rate and
the discount rate by 50 basis points (to 4.75% and 4%
respectively) on 16 August, the (positively-sloping) yield
curve flattened: theyield differential between ten-year and
three-month rates fell by 26 basis points over the quarter, to
just over 280 basis points. But Treasury bond prices
continued to fall, reflecting doubts about whether the
authorities' action was sufficiently timely. And the market
continued to be sensitive to data on the pace of growth and
to any signsthat further rate rises might be necessary. By
the end of the quarter, eurodollar futures suggested that
market participants expected further risesin short-term
interest rates—of around 50 basis points—before the end of
the year.

Japanese government bond prices fell steadily throughout the
first part of the quarter. Concerns about potentially high
bond supply—particularly of government debt—unsettled
the market and counteracted the positive effects of low
inflation and the strength of the yen. But the continued
weakness of share prices—which were also affected by fears
of oversupply—led someinstitutional investors to switch out
of equitiesinto bonds, prompting atentative rally in
government bonds towards the end of the quarter. Over the
period as awhole, the yield on the ten-year bond rose by 30
basis points.

In Germany, Bund prices fell sharply in the last two months
of the quarter, as it became apparent that further interest rate
cuts were unlikely in the immediate future; the view that
much of continental Europe had begun to move into the
upward phase of the interest rate cycle strengthened as a
result. Uncertainty over the direction and timing of the next
interest rate move adversely affected the market; theyield
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on the ten-year Bund reached a high point for the year of
7.71% towards the end of the quarter.

Pricesin most other continental European bond markets
continued to fall during the quarter, depressed by
expectations of increases in official interest rates. Futures
prices appeared to suggest a market view that short-term
interest rates had reached their low point not only in those
countries that had already raised rates, but also in Germany
and France. Thisview reflected agrowing belief in the
onset of economic recovery in continental Europe. Interest
rate risesin Italy and Sweden on 11 August were
unfavourably received by bond markets. yields on both
countries’ debt rose more sharply than elsewhere. Concerns
about public indebtedness, and about the effects of higher
short-term interest rates on the governments’ debt-servicing
costs, were pronounced in both countries.

I nternational bond issues

$102 billion wasraised in the international bond markets
during the third quarter, an increase of $10 billion over the
second quarter, which indicated some steadying of the
markets after the conditions earlier in the year (see Table A).
Fixed-rate borrowing totalled $80 billion despite the
continuing interest rate uncertainty. The volume of
yen-denominated fixed-rate issues was unusually strong,
probably reflecting the low yields on yen issues and perhaps
expectations about the exchange rate (see Table B). The
bulk of the straight bonds issued were—as in the second
quarter—of short maturity, in response to investor demand

Table A

Total financing activity:@ international markets by
sector

$hillions; by announcement date

1992 1993 1994
Year Year | Q4 Q1L Q2 Q3

International bond issues
Straights 2815 3757 82.6 771 686 79.9

Equity-related 24.0 39.6 12.0 20.7 57 41
of which:
Warrants 18.3 20.8 53 82 0.8 0.7
Convertibles 5.7 18.8 6.8 125 4.8 34
Floating-rate notes 43.2 68.5 20.3 387 178 17.9

Bonds with non-equity
warrants (currency,
gold, debt) 12 15 0.1 0.1 — —

Total 3499 4854 | 1151 1366 921 101.7
Credit facilities (announcements)

Euronote facilities 1132 1174 55.9 357 46.0 40.2
of which:

cP 215 24.2 12.2 39 154 10.9
MTNs 90.8 92.7 43.6 319 306 29.3
NIFs/RUFs 0.9 0.5 0.1 —

Syndicated credits 2214 2212 | 550 520 645 593

Total 3346 3386 | 1109 87.7 1105 99.5

Memo: amounts outstanding
All international
Bonds (b) 1,686.4 1,847.9 |1,849.6 1,977.4 2,060.1 ..
Euronotes (c) 1731 2558 | 2558 289.8 330.3 378.7
of which, EMTNs 614 1466 | 146.6 1779 2165 259.4

. notavailable.

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

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

(c) Euroclear figures.
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for bonds which hold their value better in an environment of
falling prices.

TableB
Currency composition of fixed-rate bond issues®

Percentage of total issues announced

1992 1993 1994

Currency denomination Y ear Y ear Q4 Q1 Q2 Q3
USdollar 32 30 28 24 24 27
Deutsche Mark 11 13 16 13 4 6
French franc 8 11 12 13 12 4
Sterling 6 8 6 12 4 4
Yen 14 13 16 8 28 32
Itaian lira 2 3 2 6 5 6
Canadian dollar 6 8 5 5 6 4
Ecu 7 3 2 4 3 2
Swiss franc 5 5 5 2 4 5
Other 9 6 8 13 10 11
Total 100 100 100 100 100 100

(@) Excluding equity-related issues.

The volume of international floating-rate note (FRN) issues
in the third quarter was almost the same as in the second—at
just under $18 hillion, with nearly half dollar-denominated.
Such issues were popular with investors as a means of
protecting themselves against future rate rises; issuers could
till obtain fixed-rate costs using the swaps market.

Fixed-rateissues
USdollars

After aweak second quarter, the volume of
dollar-denominated international issues recovered to

$21 billion. Sovereign borrowers continued to be prominent
in the dollar sector. 36% of borrowing was by public sector
entities, reflecting their continuing borrowing needs despite
pre-funding earlier in the year.

A notable development in the international primary market
was the return of a group of highly-rated borrowers whose
issuanceis potentialy very sizable. US federal agencies,
including the Federal National Mortgage Association
(‘Fannie Mag') and the Federal Home Loan Mortgage
Corporation (‘ Freddie Mac'), have recently sought to
diversify their sources of funding by launching large
international issues. This development may have
conseguences for the terms and conditions that other
borrowers face in the future, as the agencies are among the
largest issuers of debt in the world. Their issuesform alarge
proportion of borrowing in the US domestic bond markets—
considerably more than the entire investment-grade
corporate sector—>but until this year no agency had launched
an international issue since 1989. Since the spring, they
have made a number of global bond issues of $1-1.5 hillion.
Therationale for these large issuesisthat they arelikely to
be more liquid over the term of the bond and to appeal to a
wider variety of investors; they therefore offer the prospect
of lower funding costs.

Several eurodollar issues by Japanese government
guaranteed entities were, however, less well received by

investors when they were launched in September, largely
because of concerns about future supply of similar-maturity
paper from comparable Japanese entities.

Yen

At $26 hillion, borrowing in Japanese yen was strong in the
third quarter. This reflected high issue levels during the first
two months of the quarter; there was arelative dearth of
issues in September, as the end of the half-yearly accounting
period approached at the end of the month. The strength of
the currency was the main stimulus to overseas demand for
yen-denominated issues; investment was also boosted by
Japanese investors repatriating funds before the end of the
accounting period. The low yields and continuing
deregulation of the yen markets may also have made such
issues more attractive to borrowers.

There was at the same time a clear trend away from Samurai
bonds (yen-denominated bonds issued in the Japanese
domestic market by aforeign borrower), which in recent
years had accounted for up to athird of international yen
offerings. Foreign borrowers have increasingly preferred to
issuein the euroyen sector: Samurai issuance fell 56%
between the first half of 1993 and the first half of 1994, and
new issuance has not recovered to its former level. In Jduly,
it was $2.8 billion out of total international yen issues of
$15 hillion. The shift has been largely the result of
regulatory changes earlier in the year which removed the
‘lock-up’ period® for foreign public sector borrowers;
euroyen issuance by Japanese borrowers has similarly been
made easier by the easing of rating restrictions. The euroyen
sector was also buoyed by banks shifting their portfolios
from listed government debt into unlisted euroyen issues, in
the light of a Tokyo Stock Exchange disclosure rule which
would have meant revealing trading losses made in the first
six months of the year.

European currencies

The share of fixed-rate issuance in European currencies fell
to 34% during the quarter, compared with 42% in the second
quarter. There were no fixed-rate offerings in the French
franc sector until late in the period; swap opportunities were
unattractive, and many major franc borrowers had already
completed their funding programmes. There were likewise
few Deutsche Mark issues—atotal of only $4.9 billion over
the three months—as the outlook for German interest rates
remained uncertain. Euroliraissues picked up to

$4.4 billion in the period, in spite of growing market
concerns over ltalian political stability; the issueswere
targeted at retail investors attracted by the high coupons
relative to other sectors. The Swiss franc sector was also
active with $4.2 billion of issues. Borrowers were attracted
by favourable swap opportunities, investors by a number of
high-quality issuers and attractive coupons.

Sterling debt issuance in July was quite substantial at
£1.9 billion, of which the vast bulk was eurosterling; some

(1) Prior to the change, euroyen bonds could not be sold to Japanese domestic investors for a period of 90 days after issue, though issuers regularly
sought to circumvent this rule by ‘warehousing' bonds—registering investor interest on the day of issue but only delivering the bonds after 90 days.
Issues by public sector entities became exempt from these 90-day ‘seasoning’ restrictions with effect from 1 January.
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two thirds of thiswasissued by UK borrowers. British
Telecom announced a £300 million long-dated fixed-rate
issue to refinance its liability position, having purchased a
tranche of its outstanding debt back from HM Treasury in its
auction of privatised utilities' debt. August was afar quieter
month, with only £0.5 billion of new issues announced; but
in September borrowing rose to £1.5 billion.

The attraction of asset-backed floating-rate debt issued
through special-purpose vehicles continued to be evident,
with mortgage-backed issues by Residential Property
Services (in three tranches totalling £500 million) and
Household Mortgage Corporation (£210 million, againin
three tranches) and £66 million of consumer |oan backed
bonds by First 4 plc. Outstanding issuesin the sterling CP
market declined slightly to £5.6 hillion at the end of the
quarter. Total outstandings of sterling MTNsrose again to
£11.1 billion.

In the Ecu sector, activity was very subdued and
concentrated in high-quality short-term instruments. The
Bank’s monthly Ecu Treasury bill auctions continued to be
oversubscribed at al three maturities on offer, with overall
cover of at least two times at each auction, at levels of
around Ecu Libid to 10 basis points below Ecu Libid.

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 currently ECU 3.5 hillion of
Ecu Treasury hills outstanding across the maturities.
Monthly turnover averaged over ECU 2 hillionin the
quarter. Liquidity in all three of the outstanding Ecu
Treasury notes—maturing in 1995, 1996 and 1997—has
been fairly steady, with turnover of around ECU 1Y billion a
month.

Among the United Kingdom’ s other foreign currency debt,
the DM 5.5 billion five-year and US $3 hillion ten-year
bonds, launched in 1992 to complete HMG's ECU 10 hillion
borrowing programme, have continued to trade well since
launch. Over the third quarter, they remained liquid and
continued among the more actively traded Eurobond issues
settled through the international settlement systems.

Floating-rate notes

Floating-rate note (FRN) issues rose marginally to

$17.9 hillion in the third quarter; almost half of the issues
were dollar-denominated (see Chart 3). In an environment
of rising short-term interest rates, FRNs are attractive
instruments for investors. Borrowing in FRNs had faltered
during the second quarter, but in recent months activity has
picked up again as interest rate uncertainty continues to lead
investors to seek defensive strategies. Few structured FRNs
have been issued in recent months; they accounted for less
than 5% of floating-rate issues during the quarter.

Other debt
Equity-linked debt

The convertible market continued to be subdued, with
$3.3 billion issued in the period, as European borrowers
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Currency composition of floating-ratesissues
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continued to be almost entirely absent. The Swiss franc/yen
dual currency convertible sector opened in the first week of
July: issues are denominated and pay couponsin Swiss
francs, but repay principal in yen at a predetermined
exchange rate. The sector was viewed as potentially
attractive because of changes in Japanese accounting rules
that made issuing bonds with attached equity warrants more
expensive. The sector had become almost inactive by the
middle of July, however, as early issuance sated demand,;
Swiss investors were viewed as having a preference for
Swiss franc issues, and the very low coupons also deterred
demand. Issue volumes of bonds with attached equity
warrants continued to be depressed, partly reflecting the
changes to Japanese accounting rules; issuestotalling just
$0.7 billion were made.

Emerging markets

Conditions continued to be difficult for fixed-income issues
by emerging-market borrowers; there were several
predictions of market recovery, but this proved elusive. The
market was affected by the continuing uncertainty affecting
US Treasuries, and new issues were generally difficult to
place. Many emerging-market borrowersinterested in
issuing resisted paying the spreads on offer.

Non-OecD international bond issues totalled $9.8 billion
during the period, almost two thirds of which was by Asian
borrowers (see Chart 4). Some countries—including Nigeria
and Venezuela—continued to be seen as very risky; in July,
the Venezuelan par bond was trading at a spread of almost
1,500 basis points over US Treasuries, compared with

530 basis points at the start of the year. There was positive
news from Brazil, which decided not to go ahead with a
planned $1 billion eurobond issue, because of strong capital
inflows following the better-than-expected performance with
its new economic programme. The Republic of Argentina
successfully launched aeuroliraissue. In secondary market
trading, the Salomon Brady Bond Index, which gives an
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Chart 4
International bond issues by non-OECD borrowers
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indication of the general movement of prices, rose 14.3%
over the quarter, but was still 9.6% down on the year.

Syndicated credits

Announcements of international syndicated credits continued
to berelatively strong in the third quarter; they totalled
$59.3 billion. On the supply side, the market was
encouraged by banks' improved profitability and balance
sheets which led to an increased willingness to lend. On the
demand side, improvement in most major economies led to
increased demand from industrial and commercial

companies, which normally account for over three quartersof the
market. LDC borrowers accounted for 13% of borrowing.

Eurocommercial paper and euromedium-term notes

The attractiveness of short-term assetsin a period of
turbulence was reflected in both the announcements of, and
issues from, eurocommercial paper (ECP) and
euromedium-term note (EMTN) programmes. This continued
the trend of the previous quarter. Net borrowing from ECP
programmes totalled $3.0 billion, bringing outstandings to
$88.8 hillion. Announcements of new ECP programmes
totalled $10.9 billion. Net borrowing from EMTN
programmes continued to grow, to $42.9 hillion, bringing
outstandings to $259.4 billion. Announcements of new
EMTN programmes totalled $29.3 billion, broadly similar to
the previous two quarters.

Equity markets

Equity pricesin the G7 economies, affected by changing
perceptions of interest rate movements and the pace of
economic recovery, fluctuated throughout the quarter (see
Chart 5). Pricesin most major marketsincreased strongly in
the first two months of the quarter, but all major indices
declined in September. Asaresult, over the quarter asa
whole North American and UK markets showed gains, but
pricesin the rest of the G7 fell. Overal, the FT-SE Actuaries
world index rose 0.6% over the quarter.

The bilateral trade negotiations continued to be an unsettling
factor affecting the US and Japanese equity markets early in
the quarter. Uncertainty over interest rate changes and
concerns about inflation gained weight as influences as the
quarter progressed. The US market was boosted by
domestic factors, including good company results and a
well-received interest rate rise on 16 August. Data published
during September offered mixed signals about the pace of
growth, but prices fell following indications on the trade
deficit and housing starts. The S& P 500 index ended 4.2%
up over the quarter asawhole. In contrast, the Nikkei 225
fell 5.3% over the period in very thin trading. Therewasa
shortage of favourable domestic news, and interest from
foreign investors and public funds was sporadic.

European equity markets were affected by uncertainty over
future interest rate movements—particularly towards the end
of the quarter, after rate increases in both Italy and Sweden
and as market participants viewed further cutsin German
interest rates asincreasingly unlikely in the near term. In
Germany, the FAZ 100 ended the quarter down 1.6%, while
in France the CAC 40 fell 0.7%. Political concerns added a
further dimension in Italy, where the Comit index ended the
quarter down 1.4%.

In the United Kingdom, prices rose steadily through July and
August, but fell sharply in September (see Chart 5); asa
result, the FT-se 100 index rose by only 3.7% over the
quarter. The market was initially buoyed by the favourable
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economic data releases and improved earnings prospects.
These domestic factors reinforced the upward trend resulting
from the generally favourable reception given to the US
interest rate rise and stable German interest rates; the rate
risesin Sweden and Italy gained aless favourable reaction.
Theincrease in UK interest rates on 12 September also
gained afavourable initial market reaction. But by the end
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of the quarter, prices had fallen again to the levels seen in
mid-July.

Announcements of forthcoming equity issues by UK issuers
totalled only £1.4 hillion in the third quarter of 1994,
compared with £4.2 billion in the second quarter and

£5.3 billion in the first. UK companies announced

Chart 6
Equity turnover and prices on the London Stock
Exchange
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£0.8 billion of rightsissues, including £0.3 billion raised by
a UK insurance company to help fund its overseas
expansion.

There were several notable structural developments. In
August, the Stock Exchange announced the publication of
new rules to promote the listing of Global Depositary
Receipts (GDRs).® The rules are part of the Exchange's
strategy to market itself to non-UK companies and
strengthen London’ s position as an international trading
centre. They are also aresponse to the increasing number of
companies, particularly in developing economies, that use
depository receipts to raise capital from international
investors. To enable GDRs to be competitive with domestic
securities, the listing requirements are less demanding than
those for shares, and listing charges are also competitive
with those on the home market. (Less-demanding listing
requirements are possible because of the comparative
sophistication of the investorsinvolved.)

In September, the London Stock Exchange issued a
consultative document describing the Alternative Investment
Market (AIM), a proposed replacement for the Unlisted
Securities Market (USM) which isdueto closein 1996. The
AIM is scheduled to begin operating in June 1995 and will
provide small companies with a means of reaching awide
range of investors, both retail and wholesale, prepared to
bear the greater risk associated with such companies.

To attract young companies with growth potential to the
market, less stringent entry requirements than for the Officia
List are proposed. For example, no trading record prior to
listing will be required, no minimum limit on company size
will be imposed and the responsibility for the accuracy of
company reports and news announcements will fall on
company directors. Each application for listing must be
accompanied by the sponsorship of a member of the Stock
Exchange. The Stock Exchange sought comments on the
consultative document by the middle of October.

Derivative exchanges

Interest rate uncertainty and concerns about inflation
(highlighted by the fall in bond prices) provided the focus
for the derivative markets during the quarter. Activity on
London’s derivative exchanges declined for the second
successive quarter, but was still 17% higher than the same
period in 1993 (see Chart 7). All LIFFE's mgjor contracts
posted declines in turnover in the third quarter, despite the
volatility stemming from increases in interest rates in the

Chart 7
Turnover on the London derivative exchanges
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United States, the United Kingdom and several continental
European countries. It is possible that the decline in activity
might indicate a return to more normal growth after an
exceptionally strong first quarter, rather than a change in the
medium-term growth trend.

LiFFe delisted its medium-term German government bond
(‘Bohl") future after the expiry of the September contract.
Liquidity in the contract dried up in the third quarter,
whereas the rival contract on the DTB (Frankfurt’s
derivative exchange) achieved daily turnover of just over
16,500 contracts. Two main factors seem to have
contributed to the delisting of LIFFE’s contract: the
15-month headstart of the DTB’s contract (which allowed
it to win liquidity) and the fact that the product’s main
appeal was to domestic German, rather than international,
investors. LIFFE, however, retainsits advantage in the

(1) A Global Depositary Receipt is a certificate which represents title to a specified number of sharesin aforeign company. The underlying shares are
held in custody by afinancial institution, which receives any dividends and remits the proceeds to the holder.
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trading of two other important Deutsche Mark contracts—
the Bund (8Y/--10-year bond) and the Euromark (three-month
interest rate) futures. LIFFE's market share of Bund and
Euromark business was 71% and 98% respectively in the
quarter.

OmLX (the London Securities and Derivatives Exchange)
saw no trading in its contract on the FT-sg 250 index during
the quarter. Both LIFFE and OMLX listed futures contracts on
theindex in thefirst quarter. After aninitial flurry, OMLX’s
contract attracted low volumes; there was no turnover
during the third quarter, and after the September rollover the
open interest fell to zero. The turnover of LIFFE’s contract

has also been poor, with an average daily volume in the third
quarter of only 145 lots.

The aggregate turnover on the London commaodity
exchanges (the LME, the IPE and the LCE) decreased by 9%
in the quarter. Commodity price movements diverged:
aluminium prices continued to rise, but copper and coffee
sustained their July price levels. The oil price fell from $18 a
barrel to just over $17 abarrel. There is some evidence that
institutional investors have switched funds into commodities
to enhance returns during the first three quarters of the year,
encouraged by the fact that commodity prices tend to rise
during periods of economic recovery.
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Regional differencesand their importance for the

UK economy

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

This article offers an analysis of regional economic performance in the United Kingdom, looking both at
longer-term trends and the short-term outlook. It incorporates data published by various sources during
the first three quarters—including government statistics and industrial surveys—and includes information
from the Bank’'s Agents. A number of points are highlighted:

e Generally, the differences in the average income levels of the regions have been persistent over the
last two decades. The main changesin regions’ relative incomes have affected the West Midlands
and the North West (adversely), and Scotland and East Anglia (positively). The South East has
consistently been the most prosperous region and Northern Ireland the least.

e Thedispersion of regional growth rates tendsto widen in a recession, as some regional economies

are more cyclical than others.

e Labour mobility between regionsis low, compared with countries such as the United States. Despite
this, there has been an unprecedented convergence in regional unemployment rates recently, while
the corresponding earnings differentials have widened. The convergence in unemployment rates
seems largely the result of the recent recession, which had a particularly big impact on the South

East.

e At present, the recovery seems well-balanced and all regions are growing. The evidence suggests
that the South and the Midlands are growing relatively strongly.

e Regional house prices have yet to rise consistently in the present recovery; business and consumer

confidence remains generally fairly subdued.

Why isit important to look at regional
per for mance?

This article analyses the United Kingdom’ s economic
performance by region. The Bank of England has three
reasons for being interested in the subject.

First, an examination of the differences between regions can
improve understanding of the nature of economic cycles and
of the effects on the economy of disturbances (‘ shocks') to
supply or demand—such as a change in raw material prices
that affects particular industries or, on the monetary side, a
changeinreal interest rates. Some of these shocks, athough
they affect the whole economy, have a greater impact on
some regions than on others, because of differencesin
industrial structure or demographic composition. Shocks
affecting particular industries—such as the impact of
increased international competition on the car industry in the
1970s, or the effect of liberalisation on financial servicesin
the 1980s—and longer-term trends, such as the decline in
shipbuilding and coal mining, clearly affect some regions
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particularly. Technologica shocks that affect particular
industries will likewise have geographically unequal effects.
And compared with the United States for example, the
United Kingdom'’ s regional inequalitiesin average income,
unemployment rates, etc are enduring. The economy does
not appear to be very flexible in accommodating shocks.

The process of adjustment to shocks takes place over both
time and space. Asaresult, an understanding of the regions
may improve understanding of the national economy and its
responsiveness to shocks. It may do so even though many
regional data are not produced in atimely way and so cannot
provide early warnings of developmentsin the wider
economy. Regional GDP data, for example, appear some
time after the national statistics; currently, the most recent
annual data cover 1992. Regional labour market data are
published at best contemporaneously with the national
figures. And the available data on regional prices—
produced by the Reward Group—are produced biannually.
Nevertheless, appreciation of regional patterns may improve
understanding of the processes of adjustment of the



Regional differences

economy. For example, if inflation is related to the
economic cycle, examining the regional price pattern during
the cycle may shed light on the inflation process.

Second, regional patterns of activity may be affected by
monetary policy. Monetary policy is directed at the
objective of national price stability, but policy decisions may
affect regions differently. The present high debt levelsin the
South East may, for example, make that region more
sensitive to interest rate changes than the North and
Scotland, and may influence the path of its recovery.

Finally, the picture to be drawn from a set of
whole-economy statistics is not independent of their regional
composition, because how the economy as a whole responds
will be affected in a number of ways by the dispersion of the
components. The overal level of unemployment, for
example, will depend on the regional pattern of labour
demand and supply. Total household expenditure will
depend on the dispersion of the level of indebtedness. And
national wage inflation will depend on the regional
distribution of wage increases if there are structural
rigidities: particular regions may be especially important if,
for instance, thereis a‘leading region’—one which
dominates in the setting of national wage rates—whose
wages are sensitive to demand conditions. In that case, the
impact of demand in the ‘leading’ region will extend into
other regions and, as a consequence, awider variation in
regional growth rates would be associated with higher
average wage increases.

Long-term regional trends
GDP per head

Data are collected for 12 standard regionsin the United
Kingdom. The regions have been defined historically, both
as large areas with some internal cohesion for the purposes
of economic management, and on political and cultural
grounds.® They are shown in Chart 1, with their levels of
income? for 1971 and 1992 relative to the UK average, and
their share of national GDPin 1992.

The ranking of the regions by GDP per head has changed
very little over the last 20 years, especialy at the extremes of
therange: Greater London and the Rest of the South East
have remained at one extreme, and Northern Ireland and
Wales at the other (see Table A). Among the middle-income
regions, the West Midlands fell from third to seventh most
prosperous between 1971 and 1992, Scotland rose from
eighth to fourth and East Angliafrom sixth to third. 1n 1971,
GDP per head exceeded that of the median region in the
South East (including Greater London), the East and West
Midlands, and the North West. In 1992, the South East and
the East Midlands were still above the median, but East
Angliaand Scotland had replaced the West Midlands and the
North West. The overall dispersion of GDP per head
narrowed slightly over the period—the ratio of the GDP per
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head in the highest region (Greater London) to that in the
lowest (Northern Ireland) fell from 1.59in 1971to 1.52in
1992,

Table A aso illustrates how GDP per head has grown in the
regions. Inthe 1979-81 recession, output per head fell most
heavily in the West Midlands. In that between 1990 and
1992, it fell most rapidly in Greater London and the Rest of
the South East; in Scotland and Northern Ireland, however,
it continued to increase. Theregional variationsin activity

Table A
Ranking and growth of real GDP@ per head by region
(1990 prices)

Percentagesin italics

Growth from:

Ranking of regions Troughto  Pesk to

by GDP per head peak trough

1971 1992 1971-90  1990-92
East Anglia 6 3 575 -2.7
East Midlands 4 5 46.5 -4.1
Greater London 1 1 51.7 -5.9
North 10 9 50.4 -0.5
North West 5 10 39.9 -3.8
Northern Ireland 12 12 47.0 2.7
Rest of South East 2 2 60.5 -5.7
Scotland 8 4 49.1 0.6
South West 7 6 48.2 -35
Wales 11 11 45.2 -2.0
West Midlands 3 7 339 -3.7
Yorkshireand Humberside 9 8 45.0 -2.0
United Kingdom 483 -3.6

(a) Calculated using the UK GDP deflator.

(1) See, for example, Brown, A J, (1972), The framework of regional economics in the United Kingdom.

(2) GDP per head is measured here as regional GDP divided by regional population.
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are high in comparison with the variations for the United
Kingdom as awhole.®

A picture of dlightly greater change in relative incomes
emerges from more disaggregated, county-level data. In
1991, 19 counties (out of 62) had GDP per head above the
UK average, compared with 13in 1977. Of the 19, nine—
six of those in the South— had GDP per head above the UK
average in 1977 aswell (Table B).

TableB
Countieswith above-average GDP per head®@

In 1977 and 1991; 1977 initalics

Above-average in both 1977 and 1991 Above-averagein 1991 but not in 1977

Greater London 140.3 146.5 Buckinghamshire 895 1134
Grampian 110.3 1348 Lothian 99.7 1105
Berkshire 1158 129.0 Cumbria 96.3 112.7
South Glamorgan 1075 1109 Wiltshire 97.9 110.0
Cambridgeshire 1024 108.7 Surrey 831 107.3
Avon 102.3 104.2 Oxfordshire 94.1 104.9
Cheshire 108.3 103.6 Leicestershire 98.3 104.6
Hertfordshire 107.6 102.8 Hampshire 99.1 103.1
Bedfordshire 100.5 100.7 Northamptonshire 95.1 101.6

Gloucestershire 98.9 1009

(a) UK=100. Four regions had above-average GDP per head in 1977 but below-average in 1991:
Cleveland 110.1 89.3; Nottinghamshire 100.5 98.0; the West Midlands 109.5 96.7; and the
Bordersin Scotland 100.8 81.5.
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Growth in regional real GDP per head:@ dispersion

Per cent
— — 12

— Highest —10

[T TS N S T SN T NN ST SO S NN SO SR ST S R |
— — 8
1972 74 76 78 80 8 8 8 8 90 92

(@ UK GDP per head in real terms given by the GDP deflator.

Chart 2 shows the range of regional growth ratesin real GDP
per head during the last 20 years. Whereasin the 1979-81
recession GDP per head fell in every region, as already noted
in 1990-92 it did not fall in Northern Ireland or Scotland.

As Chart 3 suggests, during a recovery growth tends to
increasein al regions, but recessions have a more diverse
impact: some regions seem relatively unaffected and carry
on growing. These findings prompt a number of questions:
are most of the adverse shocks that lead to a downturn
specific to one or afew regionsinitially, and then
transmitted to others; or isit simply that such shocks affect
regions differently? Isthe impact on the whole economy
influenced by the extent of the regional dispersion? And are
beneficial shocks more fully transmitted between regions

Chart 3
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than adverse shocks; or are they more likely to have a
national source? |sthere an asymmetric element of thiskind
in the regional impact of shocks? These are al important
areas for future research.

Regional prices

Asthe central bank, the Bank’s primary concern in assessing
regional performanceisinflation. The Central Statistical
Office publishes no data on regional price inflation. The
Reward Group, however, produces regional cost-of-living
series—the equivalent of consumer price indices—for its

11 major UK regions.

Regional inflation rates differ considerably: over the
1975-94 period, the average difference between the highest
and lowest regional annual inflation rates was 2.2 percentage
points (see Chart 4). Over the period, the South East had the
highest average inflation rate (9%) and Wales the lowest
(8.8%); the difference between the two was comparatively

Chart 4
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(1) Note that this would be obviously true if regions were mutually independent; they are not, however, so the calculation isinformative.
(2) Greater London and the Rest of the South East are grouped as one region. The data are based on surveys and the price series excludes mortgage

interest payments.
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small and does not indicate any major divergence in regional
pricelevels.@ Nor, for example, has the South East
consistently had the highest rate of inflation—the ranking of
the regions has varied significantly over the years. Regional
priceinflation is an area which warrants further attention—
for example to investigate whether it exhibits acyclical
pattern.

Unemployment

Aswell as having the highest regional GDP per head, the
South East (including Greater London) is the location of
more than 35% of UK activity (see Chart 1). It hasonly
31% of total unemployment, however. Regional
unemployment rates have converged over the last decade.
As one consequence, the relative position of Greater
London, in particular, has deteriorated: by 1993, Greater
London had an unemployment rate of 11.6%, compared with
10.2% for the South East as awhole and a UK average of
10.3%. The North (11.9%), North West (10.7%), Northern
Ireland (14.1%) and the West Midlands (10.9%) had
unemployment rates above the average in 1993—and
accounted for 31% of total unemployment. The convergence
of unemployment rates has coincided with awidening of the
dispersion of regional earnings (see the box on page 330).
There has also been a convergence in the proportion of the
unemployed classed as long-term (out of work for more than
oneyear). Excluding Northern Ireland—where the
proportion has risen over the last decade to 54% in July—the
regional range has narrowed: from 13% in January 1983
(28% in the South East, 41% in the West Midlands) to 10%
in July thisyear (32% in East Anglia, 42% in the West
Midlands).

Industrial compositions

The regions have very different industrial structures (see
Table C), and these have an important influence on the
impact of shocks. A relatively high share of the West
Midlands' GDP is accounted for by manufacturing, centred
around the engineering industry; the North and North West
also have relatively high manufacturing shares. The South

TableC
Sectoral distribution of activitiesin regional GDP@®

Manufact- Business  Retailing ~ Construc-  Other (b)

uring financial  and tion

and other  wholesaling

services
East Anglia 21.7 26.6 13.7 7.0 31.0
East Midlands 28.9 234 145 6.3 26.9
Greater London 13.3 47.2 13.9 47 20.9
North 29.7 225 12.4 6.9 285
North West 29.0 26.3 14.8 58 241
Northern Ireland 19.1 223 12.7 6.3 39.6
Rest of South East 185 35.1 145 6.7 25.2
Scotland 215 25.0 141 7.6 318
South West 18.9 28.8 153 6.4 30.6
West Midlands 30.2 26.1 14.0 6.1 236
Wales 28.0 21.8 138 6.8 29.6
Yorkshireand Humberside 27.4 238 15.2 6.5 27.1
United Kingdom 22.3 30.0 14.1 6.2 274

a) Datarefer to 1992.
(b) “Other’ includes transport and communication, education and health, public administration,
agriculture, mining and quarrying, and an adjustment for financial services.

East as awhole has alarge services component: amost half
of the output of Greater London isin business, financial and
other services. But it also accounts for 25.6% of UK
manufacturing output. The public sector contribution to
GDPin Northern Ireland is relatively large—almost 15%,
compared with a national average of 7.1% in 1992.

Relative regional performance—both cyclical and
longer-term—is clearly strongly influenced by industrial
structure. During the 197981 recession when
manufacturing output was particularly hard hit, the West
Midlands experienced the biggest fall in output (see

Table D). Thiswaslargely because within manufacturing
the automotive sector was particularly affected—the output
of cars and commercial vehiclesfell by over 20% between
1978-82—and alarge part of the West Midlands
manufacturing industry was dependent on that sector.
Similarly, output fell sharply in the North West.
Manufacturing employment fell by over 17% in both regions
during 1979-81. The South East, however, suffered more
acutely during the latest recession, because of the contraction
of the financial and business services sector.

TableD
Cumulative changesin output by regionsin recessions
Peroentag%

1974-75 1979-81 1990-92
East Anglia 0.2 12 @ 12
East Midlands 01 @ 34 -30
Greater London -0.7 -7.3 -4.4 (b)
North — -2.7 0.3
North West 14 75 (b) -36
Northern Ireland -0.2 -4.9 4.1 (a)
Rest of South East 22 (b) 39 -45 (b)
Scotland -06 36 0.8 (3
South West -35 () 17 @ -1.9
West Midlands -0.8 -10.2 (b) -26
Wales 46 (@ 65 -1.4
Yorkshire and Humberside -2.0 -5.9 -1.0
United Kingdom -0.7 -2.8 -2.8

(a) Oneof the two regions least affected by the recession.
(b) One of the two regions most affected by the recession.

Longer-term national trends—such as the rising share of
services to total output between 1970 and 1992 (from 42% of
GDP to over 60%), and the decline of manufacturing over
the same period (from 33% to 21%)—al so affect regional
growth rates. But there is some evidence to suggest that
growth does not depend merely on aregion’s industrial
composition. Slow-growing regions generally have alarger
proportion of slow-growing industries, but it also appears
that growth in particular industries tends to be slower in
some regions than in others.

Current conjuncture

During the 1990-92 recession, output fell in all regions
except Scotland, Northern Ireland and the North; the fall
was most severe in the south of the country (see Table D).
The GDP data for 1992 showed real growth in all regions
except the South East, the East and West Midlands, and the
South West. More recently, national output has strengthened
significantly. This section investigates how the various

(1) Although regional differencesin price levels may exist.

(2) SeeTaylor, J, ‘Regiona economic disparities: causes and consequences’ in Bowen, A and Mayhew, K (ed) Reducing Regional Inequalities

(Kogan Page, 1991).
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TableE
Synopsis of recent regional performance

Percentagesinitalics

CBI survey of BCC survey of BCCsurvey CBIsurvey CBIlsurvey Changein Changein Price expectations Reward House
manufacturing manufacturing  of services  of investment of exports ~ unemployment employment CBI D&B (1) CPl price
output sales rate inflation increases (2)
Compared 1994 Q3 1994 Q2 1994 Q2 1994 Q3 1994 Q3 1994 Q2 on 1994 Q1 1994 Q3 1994 Q3 Aug. 1994 0on 1994 Q3
at: 1993 Q1 on 1993 on 1993 Aug. 1993
(€ @) (©) 4 5 (6) 7 (83 (8b) (9) (10)
East Anglia + + + + + 0 + + 42 0.7
East Midlands - + - + + + 33 -0.4
North - + + + - + + + 4.1 -1.7
North West - + 0 - - + 35 0.0
Northern
Ireland + + 0 - - + - + 45 8.2
Scotland - + - + - + 26 0.7
South East + + + + + + 21 0.7
South West - + + + + + 33 0.8
Wales - + + + 37 -1.7
West Midlands ~ + + + + + + 3.8 0.6
Y orkshire and
Humberside + + + + + 51 -1.6
United
Kingdom + + + + + + + .. 0.0
not available.

Comparison iswith previous quarter unless otherwise stated. Columns (1)—(5) refer to balances of survey expectations. The signsin columns (1)—(8) indicate the direction of change in the series relative to
previous period: positive signsin columns (1)—5) and (7)—(8) indicate a strengthening; anegative sign in column (6) indicates afall in unemployment. The CBI survey covers 1,139 manufacturing firms; the

BCC (British Chambers of Commerce) surveys cover 3,498 firms in manufacturing and 4,437 in services.

(1) Dun and Bradstreet survey.
(2) Source: Halifax Building Society.

regions have fared within this overall picture of
strengthening recovery.

Activity

Output in the manufacturing sector fell by more than in
services during the recession of the early 1980s.
Manufacturing generally experiences greater cyclical
variation than services, and the latest data show
manufacturing growing more rapidly: it rose by 3Y/:% in the
year to the second quarter, compared with 2.9% for services.

Such a pattern of growth will influence the regional pattern
of the recovery. Actual output data are available only up to
1992, but there are extensive survey data covering 1993 and
1994.0 This evidence suggests that most regions’ growth
rates are rising, but that the southern and Midland regions—
particularly the South East, East Anglia and the West
Midlands—are recovering faster than elsewhere (Table E).
In the CBI/BSL survey of regional trendsin August, for the
first time since July 1988 manufacturing firmsin all 12
regions reported increases in output, orders and optimism
compared with the preceding four months. For the South
East, the survey showed that output had risen at its fastest
rate since 1988.

Chart 5 illustrates the pattern of manufacturing output
revealed by the surveys, aggregating the regions into larger
blocks. The position in both the South and the Midlands has

strengthened recently—the Midlands has the highest positive
balance of respondents, but improvement has been

somewhat faster in the South recently—but the North
remains alittle weaker. Manufacturing output is clearly
strengthening; because of its composition, the South is
doing comparatively well despiteitslow sharein overall
output. For example, output is growing faster in lighter

Chart 5
CBI reported output by region@

Per cent
— — 42
_ — 2
South (c) Midlands (b) "
_ / NV — 10
+
/ — 0

XX A
— / / — 20
B /\ N\c{h (d) -

R [ T T N N T I T T N A I Qo v}
1988 89 90 91 92 93 94

Note: all regions weighted by share of GDP.

(a) Balance of respondents reporting an increase in output.

(b) Includes East Midlands and West Midlands.

(c¢) Includes South East, South West and East Anglia.

(d) Includes North, North West and Y orkshire and Humberside.

(1) Thisarticledraws on data published before 5 October.
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The Bank of England monitors economic developments
throughout the United Kingdom viaiits regional network
of Agents.

The nine Agents are located close to the main business
centres: in Birmingham, serving the West and East
Midlands; in Bristol, for the South West and South
Wales; in Glasgow, for Scotland; in Leeds, for

Y orkshire and Humberside, and Lincolnshire; in
Liverpool, for Merseyside, West Lancashire, North Wales
and Northern Ireland; in London, for East Angliaand the
South East; in Manchester, for Greater Manchester,
Central and East Lancashire, and North Derbyshire; in
Newcastle, for the North East and Cumbria; and in
Winchester, for Central Southern England.

The Bank also maintains contacts with larger companies
whose headquarters are in London from its Head Office
in Threadneedle Street.

The Bank’s Agents liaise with companies and other
organisations across their regions. Their contacts cover
all sectors of the economy, including both large and small
businesses, trade organisations, enterprise agencies and
universities; between them, they visit around 4,000
contacts each year.

The Bank’s Agents

The Agents have two main roles:

o intelligence gathering, designed to complement the
wider analysis of the economy undertaken by the
Bank. Direct contacts with individual companies
provide additional insight into developments and
trendsin the real economy, which help the
interpretation of statistical evidence and broaden
the Bank’ sunderstanding. Aswell as contributing
to the Bank’ s regular reporting round, the
information-gathering role can include undertaking
survey work on particular issues, such as that on
changesin firms' target rates of return (reported in the
August Bulletin®@).

o explaining and discussing the monetary policy stance
with industrial and commercial contacts, and seeking
their feedback and views on its impact.

The Agents regularly report their findings and assessment
of the regional economic situation, highlighting both
general trends and specific developments. Thiswork is
primarily geared towards consideration of the national
economic picture, but there is also a significant regional
dimension. In addition, the Agents organise a series of
regional industrial visits during the year for the Bank’s
Directors and economists.

(1) Seethearticleoninvestment appraisal criteriaand the impact of low inflation.

electronic engineering—relatively strongly represented in
the South—than in heavier mechanical engineering.

The reports from the Bank’ s Agents confirm this picture of
recovery across all regions and some emphasise the
improvement in the South East and Midlands. And recent
survey evidence from the British Chambers of Commerce
indicates that over the last year activity in the Thames Valley
has increased faster than in the rest of the country—both in
services and the manufacturing sector. The services sector is
reported to be particularly strong in the West Midlands; that
region’s growth in manufacturing salesis also above the
national average. The strength of the service sector there
may reflect its close links with manufacturing: there has
traditionally been significant sectoral interdependence
among the region’ s manufacturing industries (car, metal
goods, mechanical engineering) and with its business service
sector.

Housing market

Regional house prices provide another indicator of activity.
In 1993, house prices fell across England and Wales. in
northern regions by 2.2%, in southern regions by 3.5%, in
the Midlands by 3.4% and in Wales by 1.3%. By contrast, in
Scotland and Northern Ireland pricesrose. So far thisyear,
there has been only a modest increase in house prices. For
the United Kingdom as awhole, pricesrose by 1.0% in the

first three quarters of 1994. The increase in southern regions
was stronger than the average for the South East.

House price increases in the South may be particularly
important in the recovery, since the area has a high incidence
of negative equity. Bank estimates suggest that almost 50%
of the total value of negative equity isin the South East; in
the second quarter of 1994, more than 14% of householdsin
the area had negative equity—of an average £6,900. The
comparable national figures were 7.4% of households and
average negative equity of £5,500. It is clear therefore that
the regional composition of house price increases will have a
major influence on the picture on negative equity: price
rises in the South East will have a proportionately larger
impact in reducing the total.

Consumer confidence

The July Gallup survey of consumer confidence indicated no
change for the United Kingdom as awhole, compared with
three months earlier. The survey pointed, however, to an
increase in overall spending, with growth between the first
and second quarters highest in the South East (up 0.6%), the
South West (1.0%), Y orkshire and Humberside (0.6%) and
the West Midlands (0.7%) (see Table F). Reportsfrom the
Bank’ s Agents have suggested for over ayear that retail
sales are growing faster in the South; retailing activity in
Scotland, by contrast, appears flat. Although consumer
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The flexibility of labour markets and of real earnings have
an important bearing on how an economy responds to

more likely to persist and a shock to a particular region—or
one having different effects on different regions—will have
more lasting effects on both employment and output.
Historically, the processes tending to equilibriate regional
unemployment in the United Kingdom have been seen as
quite weak, suggesting that labour markets have been
relatively inflexible. There has recently, however, been an

Labour mobility

The statistical evidence suggests that the mobility of labour
between regionsin the United Kingdom is only around a
third that in the United States. The OecD reportsthat in
1986 1.1% of the UK population changed its county of
residence; thefigurein the United States for movement
between states was 2.8% (though there are some obvious

involved).

More detailed work shows that lack of mobility isa
particular characteristic of the manual work sector in the
United Kingdom: though it islargely manual workers who
experience persistently high unemployment, the bulk of
regional migration is by non-manual workers. The research

United States; for non-manual workers, the USfigureis
only about 50% higher.® The lack of mobility seemsto be

have migration rates a quarter those of owner-occupiers.

of the South East.

If movement between regions does not play the principal
role in the economy’ s response to regional differencesin
wages and unemployment rates, then the adjustment in the

employment or, if real wages arerigid, through a reduction
in employment.

Unemployment

Until the last few years, there was a persistent regional
pattern in UK unemployment. The ranking of regionsin
Great Britain by unemployment rates between 1970 and

the highest rate and the South the lowest. Over the period,
the West Midlands was the region whose relative position
declined most. The chart illustrates the changes in regional

shocks. If labour mobility islow and wages adjust slowly to
regional inequalitiesin unemployment, those inequalities are

unprecedented convergence in regional unemployment rates.

problems of comparison, such as how to reflect the distances

suggests that manual workersin the United Kingdom are 5'-
times less likely to migrate between regions than those in the

associated with the form of housing tenure—council tenants

Thereis aparticularly high share of public housing tenurein
the North—at 27.8%, compared with only 13.5% in the Rest

labour market must be by other means. This might be either
through areduction in real wages to preserve a given level of

1988 was relatively stable: characteristically, the North had

unemployment over the period—which largely followed the

Adjustment in the labour market

Regional unemployment ratesin Great Britain@

Per cent
- North: includes — 14

North, North West,
Y orkshire and
- Humberside — 12

Midlands:

includes East
and West
Midlands

Scotlandand
Wales

South: includes South East,
South West and East Anglia

R T T T N T T [T YT TN A A YT R o\
1975 7 79 81 83 85 87 89 91 93
(a) Weighted by workforce in each region.

cyclical pattern, though there was a greater dispersion in
unemployment during the recession in the early 1980s.

Since 1988, however, there has been a marked convergence
of unemployment rates. This convergence has been
associated with an improvement in Scotland’ s relative
position and with aworsening of the South East’s. Indeed
since 1992, the South East has had an unemployment rate
higher than the UK average. To alarge extent, this
development has reflected the pattern of GDP growth and
the nature of the latest recession—which was less
concentrated in manufacturing than the previous one—and
has not necessarily indicated increased mobility or labour
market flexibility.

Earnings

At the same time as the dispersion of unemployment rates
has narrowed, earnings dispersion has increased. This has
been partly the result of changes to the pattern of earnings
increases in different sectors. In the 1980s, relative earnings
in financial services rose and this was reflected, for example,
in the relative earnings of the South East. Generally between
1980 and 1993, the ratio of the highest regional average
earnings to the lowest rose from 1.2 to 1.5.

Relating the lower dispersion of unemployment to the risein
earnings dispersion is not straightforward. First, regional
labour immobility makesit unlikely that unemployment rates
are converging because of migration flows in response to
larger regional wage differentials. And second, while the
greater dispersion of earnings may be associated both with a
closer matching of pay to productivity and with structural
changes in wage-setting—and so be evidence of greater
flexibility—it may not specifically reflect stronger regional
influences. It may be that the fall in unemployment
dispersion reflects the industrial and regional impact of the
last recession, whereas the rise in wage dispersion results
more from structural changes in wage-setting.

(1) Source: Hughes, G A, and McCormick, B, (1987), ‘ Housing markets; unemployment and labour market flexibility in the UK’ , European Economic Review.
(2) Source: McCormick, B, ‘Migration and regional policy’; Bowen, A, and Mayhew, K, (1991), Reducing regional inequalities.
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TableF
Consumer confidence and spending®@

‘Sentiment’ index (b) Quarterly spending growth (c)

1994 April July April July
East Anglia 12 9 11 0.5
East Midlands 12 13 0.8 05
North 4 4 05 -0.1
North West 10 10 0.9 04
Scotland 4 5 0.3 —
South East 19 19 0.8 0.6
South West 21 18 14 1.0
Wales 6 7 0.5 0.2
West Midlands 9 3 0.9 0.7
Yorkshire and Humberside 15 7 0.9 0.6
Great Britain 13.0 13.0 0.6 0.5

(a) Based on Gallup/BSL quarterly survey; covers 2,000 respondents.

(b) Index based on aggregation of a number of questions, including on consumers’ optimism (past
and future), inflation expectations, financial situation, major purchases and unemployment.

(c) Based on historical relationship between the survey resultsin the past and the changein
consumer expenditure.

confidenceis still fragile, business confidence is reported to
be picking up alittle in the northern regions as well.

Regional labour markets

As Table G shows, in the year to August unemployment fell
inal regions. Thelargest percentage falls were in the West
Midlands, North West, South East and South West. The
dispersion in unemployment rates was low by historical
standards during the recent recession (see the box on page
330); recently, it has diminished further. Unemployment
rates in regions other than East Anglia, the North and
Northern Ireland were between 8.9% and 10.8% in the
199092 period. By August this year, the range had
narrowed to between 8.2% and 9.5%.®

TableG
Regional unemployment rates, August 1994@

Percentagesinitalics

Unemployment ~ Change on Change on year
one month earlier
earlier

East Anglia 7.1 -0.1 -1.1
East Midlands 8.7 -0.1 -0.9
Great Britain 9.1 -0.1 -1.2
North 11.2 -0.1 -0.9
North West 9.5 -0.1 -1.3
Northern Ireland 13.0 -0.1 -1.2
Scotland 9.2 -0.1 -0.6
South East 89 -0.2 -14
South West 8.2 -0.2 -1.3
Wales 9.5 -0.1 -1.0
West Midlands 9.4 -0.1 -1.6
Yorkshireand Humberside 9.4 -0.1 -0.9
United Kingdom 9.2 -0.1 -1.2

(d) Therates given are seasonally adjusted.

In the West Midlands, unemployment fell by 1.6 percentage
pointsin the year to the end of August reflecting higher
activity, though unemployment remains relatively high there
(Table G). For thefirst time on record, Scotland’s
unemployment rate was below the UK average between
January 1992 and July of this year—when it returned to the
average.

While unemployment rates have converged, regional
differencesin the growth of nominal earnings have increased

(see Table H). In 1993, earnings growth was lowest in East
Anglia, at 1.6%—compared with over 5% in the South East,
South West and West Midlands.

TableH
Nominal earnings growth by region@
1981 1982 1991 1992 1993

East Anglia 16,5 8.0 87 85 16
East Midlands 14.8 8.8 93 7.1 30
North 13.9 7.6 99 9.0 40
North West 17.6 8.3 11.6 7.8 4.6
Scotland 16.8 9.6 84 8.6 4.7
South East 15.0 11.2 9.1 7.0 51
South West 155 87 10.0 73 5.1
Wales 16.0 7.1 111 74 37
West Midlands 14.3 9.1 10.8 6.4 5.1
Y orkshire and Humberside 15.1 95 9.4 7.2 4.4
Great Britain 154 9.6 9.8 74 4.2

Source: Department of Employment.

(@) Hourly earnings excluding overtime; percentage change on ayear earlier.

These developments in regional labour markets are generally
consistent with the picture on growth. Thelargest fallsin
unemployment have been in the South East and West
Midlands—where activity seems to have picked up most—
and this has been reflected in earnings growth. In the North,
activity has also been strengthening, but the recovery began
alittlelater. Employment there hasincreased marginally,@
but unemployment remains above the national average,
reflecting the long-term shake-out in traditional industries.
Northern Ireland continues to have the highest
unemployment, although the rate isfalling; activity has
changed little there over the last year.

Regional prices

According to the Reward Group’ s regional consumer price
data, those areas with the strongest recent growth in activity
have not—in all cases—had the highest inflation rates.® In
the year to August, inflation was highest in Northern Ireland
and Y orkshire and Humberside, and lowest in the South East
and Scotland—see Table E. Therange of regional inflation
rates seen has not been uncommon over the last decade and
thereis considerable variation from survey to survey. The
question of what determines the dispersion of regional
inflation ratesis an area for future research.

The Bank’s Agents suggest that price pressures are weaker
in the retail sector than in production. There are clear
pressures on manufacturers—a view supported by recent
survey evidence. Table J shows the inflation expectations
given by the CBI Regional Trends survey and the Dun and
Bradstreet survey of business expectations; both are of
manufacturing firms. It is notable that the trendsin the CBI
survey point to subdued price expectations in the North West
and Northern Ireland—regions where consumer price
inflation appears strong—as well asin Y orkshire and
Humberside and the East Midlands. Price expectations have
increased significantly in the South East and East Anglia,
though from alow starting-point. The Dun and Bradstreet

(1) Theremay of course be considerable disparities in unemployment within regions.

(2) For the United Kingdom as awhole, the Department of Employment data—with which this is consistent—have recorded falls in employment, while

the Labour Force Survey data have recorded increases.

(3) TheReward Group's national consumer price index displays a close relationship with the RPI rate of inflation (excluding mortgage interest

payments).
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TableJ
Regional inflation expectationsa
CBI (b) Dun and Bradstreet (c)
1993 1994 Q3 1993 1994 Q3
East Anglia 9.3 21.0 -10.5 30.0
East Midlands 10.8 8.0 -2.3 28.0
North -12.5 5.0 -6.5 210
North West 2.8 1.0 — 240
Northern Ireland 12.0 8.0 .. ..
Scotland 6.3 3.0 -10.5 19.0
South East 6.3 17.0 -3.8 24.0
South West 38 5.0 -85 27.0
Wales 3.8 19.0 — —
West Midlands 9.5 10.0 -6.5 27.0
Y orkshire and Humberside 11.8 9.0 .. ..
United Kingdom 53 12.0 -20.0 25.0
. notavailable.

(a8) Based on CBI and Dun and Bradstreet surveys of percentage of respondents reporting an
increase in prices minus percentage reporting a decrease.

(b) Refersto following four months.

(c) Refersto following three months.

survey points to an upward trend in price expectationsin all
regions,™ particularly in East Anglia, the West Midlands
and the South West.

Conclusions

The UK regions differ significantly in their cyclical patterns:
activity ismore cyclical in somethan in others. There are, in
addition, sometimes timing differences between regional
cycles, though these tend to be marginal and thereislittle
evidence of an enduring ‘leading region’. Negative equity in
the housing market has had a sharper impact in some regions
than in others. But the last recession and the current

recovery have led to convergencein regional rates of
unemployment, and regional growth rates have been quite
similar over the last year or so.

A number of questions remain open for future work. What
determines regional price behaviour? To what extentisa
region’s performance dependent on itsindustrial structure
and to what extent isthere apure ‘regiona’ effect? How
good are the available survey series as leading indicators of
the actual path of activity?

In the current general economic recovery, the South is
particularly buoyant, and the Midlands relatively strong.
The strength of the South—and of the South East in
particular—appears to reflect the presence of some of the
relatively fast-growing manufacturing industries, such as
electrical engineering, and the recovery in financial services.
Unemployment hasfallenin al regions. The regional
inflation picture is quite difficult to interpret, but there are
warning-signs in the form of rising inflationary expectations
across the country.

The examination of regional developmentsis useful in
forming ajudgment of the national monetary and economic
position. A good exampleis provided at present by the
concentration of negative equity in the South East; changes
in house pricesin this region will have a substantial impact
on the national picture. At present, all regions are growing
and the recovery seems well-balanced.

(1) Too much emphasis should not be placed on the magnitude of changes in the balancesin this survey, sinceit isrelatively volatile. Itstrend,

however, is more significant.
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Regulating investment businessin the Single M ar ket

By Professor Richard Dale.®

In thisarticle, Richard Dale examines the regul atory framework for investment business put in place by
the Capital Adequacy Directive (CAD) and other Directives, and focuses on the attempt to establish a
‘level playing-field” for banks and other financial institutions conducting this businessin the Sngle
Market. He argues both that there is a general case for having differences in the regulatory approach
towards banks and non-banks, and that—in attempting to establish a common treatment to apply to both
types of institution—the CAD in fact introduces competitive distortions that favour securities financing at

the expense of traditional bank lending.

Professor Dale was a Houblon-Norman fellowe at the Bank between February and August this year. The
views expressed in this article are his, rather than those of the Bank.

As part of its single market programme, the European Union
has adopted two sets of Directives covering banking and
securities business. On the banking side, these consist of the
Second Banking Co-ordination Directive (2BCD), which
allows banks to engage in awide range of financial activities
throughout the European Union, and a number of other
Directives aimed at providing a common regulatory
framework. The Investment Services Directive (ISD) aims
to give non-bank investment firms the same opportunities for
conducting business in the European Union as banks already
enjoy under the 2BCD, while the Capital Adequacy
Directive (CAD) fulfils asimilar function to the bank
regulatory directives, by providing a common framework for
the regulation of investment firms as well as the securities
activities of banks (see Chart 1).

The purpose of this article® isto examine the new
regulatory framework for European securities markets,
focusing in particular on the capital adequacy requirements
and the attempts of policy-makers to establish a‘level
playing-field’ between banks and non-bank investment
firms. The issuesto be addressed include: the
appropriateness or otherwise of aregulatory objective of
competitive equality; the extent to which the Directives are
successful in achieving this objective; and the possibility
that the mechanisms designed to achieve competitive
equality may give rise to other market distortions. The first
section deals with some general issues relating to the
regulation of banks and investment firms, the second
describes the CAD’s ‘trading book’ concept, the third
assesses the capital adequacy rules of the CAD and the final

Chart 1
The family of EU Directives
Banks: Non-bank
Banking book Trading book  investment firms
Authorisation Second Banking Co-ordination Investment Services
Directive Directive
P : Own Funds Capital Adequacy Capital Adeguacy
Definition of capltal Directive Directive Directive
Risk weights of Solvency Ratio | | Capital Adequacy Capital Adeguacy
assets Directive Directive Directive
Large Exposure | | Capital Adequacy Capital Adequacy
Large exposures Directive Directive Directive
Consolidated Second Consolidated Supervision Directive/
supervision Capital Adequacy Directive
Protecti on of _ Deposit Guarantee Nothing yet
investors/depositors DIIEEIE

section summarises the key policy issues arising out of the
previous discussion.

Theregulation of banksand securitiesfirms

Banks and securities firms have contrasting operational
characteristics which underline the need for different
regulatory regimes.@ Traditional banking involvesthe
acquisition of long-term non-marketable loans which are
typically held on the bank’ s balance sheet until maturity. By
contrast, investment firms experience rapid asset turnover as

(1) Richard Daleis Professor of International Banking and Financial Institutions at Southampton University.

(2) TheHoublon-Norman Fund, established by the Bank in 1944, finances academic research into subjects relevant to central banking. More details of

the Fund were given in an article in the August 1993 Quarterly Bulletin.

The author acknowledges useful comments on his research work during his fellowship from a number of individualsin the Bank, including in

particular Andrew Bailey of the Banking and Market Services Division.

(3) Anexpanded version of thisarticle isto be published in the Journal of International Banking Law.

(4) SeeHaberman, G, ‘ Capital requirements of commercial and investment banks: contrastsin regulation’, Federal Reserve Bank of New York

Quarterly Review, autumn 1987.
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aresult of their market-making, underwriting and trading
activities. The main businessrisk for banksis credit risk (the
risk of default by borrowers), whereas for investment firms it
ismarket risk (therisk of fluctuationsin the prices of
securities held). Furthermore, securities firms are evaluated
on aliquidation basis and their accounting is
mark-to-market, while banks are evaluated as going concerns
and their accounting is often based on original cost. Finally,
banks rely largely on potentially volatile, unsecured
short-term deposits for their non-capital funding, whereas
securities firms have a much higher proportion of secured
financing.

These differences in the business characteristics of banks and
securities firms have important policy consequences when
considering the need for regulation, the objectives of
regulation and the appropriate techniques of regulation.

Need for regulation

So far as the need for regulation is concerned, it iswidely
accepted among regulators, practitioners and academics that
banks are uniquely vulnerable to contagious collapse. This
inherent vulnerability arises out of the liquid nature of
banks' liahilities (deposits) and the illiquid nature of their
assets (commercial loans), aswell as the fact that banks'
assets are generally worth significantly lessin liquidation
than on a going-concern basis.(v In order to prevent costly
bank runs, national authorities provide protection to
depositors through either formal deposit insurance schemes
or lessformal support operations. But because the prospect
of such protection tends to undermine market discipline by
making depositors less careful where they place their money
(the so-called moral hazard problem), regulators seek to
constrain risk-taking by banksin order to limit the claims on
the deposit insurance fund and/or the taxpayer.

For investment firms, the case for official regulation is much
less clear. The traditional approach has been to focus
primarily on therisk to investors. However, investment
firms can be (and often are) required to segregate investors
cash and securitiesin specia accounts, so that in the event of
afirm’'sinsolvency its clients' assets are protected from the
claims of general creditors. If that is done, it is difficult to
see why additional protective measures are required in the
form of capital adequacy requirements. The investor
protection argument for regulatory controls becomes even
less persuasive if investors also enjoy the benefits of an
investor compensation scheme.

There is asecond rationale for regulating investment firms,
based on the need to reassure counterparties, including banks
and other creditors, who might otherwise be reluctant to deal
with such firms. Settlement procedures have an important
role here because if settlement is on adelivery versus
payment (DVP) basis, counterparty risk and associated
regulatory concerns can be much reduced. Beyond this, itis
worth pointing out that investment firms are well placed—
because of their liquid assets—to arrange secured financing

which does not giverise to full counterparty risk exposure,
and that in the absence of capital adequacy requirements this
is no doubt how most of their borrowing would be arranged.
Finally, concerns about counterparty risk do not provide a
strong case for official regulation. If investment firms
perceive it to be in their interests to reassure counterparties
about their financial strength, they will presumably find
means of doing so. Indeed, this has been the impetus behind
the self-regulation of its member firms by the New Y ork
Stock Exchange since well before the US Securities and
Exchange Commission was established in 1934. Credit
rating agencies may also fulfil a self-regulatory function, as
they do in the case of unregulated US holding companies
that issue debt to fund their securities subsidiaries.

The third and most important argument for the regulation of
investment firmsis founded on the view that the default of
unregulated investment firms could cause systemic
problems. Official concerns over the potential for systemic
disturbances were, for instance, reflected in arecent OECD
study of risks in securities markets,@ which noted that ‘the
extreme systemic threat arising from a collapse of securities
pricesisthat default by one or more large securities dealers
will lead to further defaults and that the failures will extend
into the core of the banking system and cause a breakdown
in the flow of paymentsin settlement of financial
transactions throughout the world’.

This proposition, suggesting as it does that the default of an
investment firm may involve social costs equivalent to the
collapse of abank, deserves careful scrutiny. The assets of a
non-bank investment firm consist largely of marketable
securities and there will therefore be little difference between
their value on a going-concern basis and in liquidation, in
marked contrast to banking assets—which are worth
considerably lessin liquidation. This means that atroubled
investment firm will generally be able to wind down its
business in an orderly manner, meeting its obligations by
prompt asset disposals at close to book value. Onthe
liabilities side too, investment firms are generally less
vulnerable than banks, because much of their funding is
secured and in any case cannot be immediately withdrawn,
as can bank sight deposits. To the extent that funding is
curtailed, an investment firm will generally be able to
contract itsway out of trouble. In short, investment firms
are much less vulnerable to contagious liquidity and
solvency crises than are banks.

Thereal problem is not the vulnerability of investment firms,
but the vulnerability of banks within afinancial market
regime characterised by increasing integration of banking
and securities business. Banks may be exposed to securities
market risk because they have lent to investment firms,
because they engage in securities business off their own
balance sheets (‘ universal banking'), or because they have
securities subsidiaries or affiliates. The risks associated with
bank lending to non-related investment firms can in principle
be dealt with through regulatory limits on large exposures:

(1) SeeDiamond, D, and Dybvig, P, ‘Bank runs, deposit insurance and liquidity’, Journal of Political Economy, June 1983, pages 401-19, and ‘ Banking

theory, deposit insurance, and bank regulation’, Journal of Business, January 1986, pages 55-68.
(2) Systemic Risksin Securities Markets, OECD, 1991, page 15.
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once these are in place there is no reason why the failure of
an investment firm should pose a greater solvency threat to
banks than would the failure of any other firm. Of course,
investment firms may experience industry-wide difficulties
in times of extreme market volatility, but that is no different
from industry-wide problems experienced by, for instance,
the property sector.

Where, however, banks themselves undertake securities
business, or belong to financial groups that include an
investment firm, the solvency of the bank isinextricably
linked to its securities operations. Thisis obviously the case
if the bank itself engages in securities activities, but it is also
trueif it does so at one remove through arelated investment
firm, sinceit isinconceivable that the related entity could
default without irreparably damaging the credit standing of
the bank. In effect, therefore, the bank’s capital stands
behind its securities unit.

The evolution of mixed banking and securities businesses
may therefore create a situation in which the heavy social
costs associated with bank failures are carried over into the
securities markets. Arguably, it is the mixing of banking and
securities business within banking groups, rather than the
special characteristics of investment firms, that provides a
rationale for the regulation of the latter. This observation is
particularly important in the European context, sinceit isthe
diversified banking model that has been adopted by the
relevant EU financial market Directives.

Objectives of regulation and regulatory techniques

While the case for regulation is clearly stronger for banks
than for investment firms, it is also true that the regulation of
the two kinds of financial institution has quite different
objectives. One of the main purposes of bank regulation isto
prevent failures and to sustain banks as going concerns—
reflecting the fact that if abank isforced to liquidateits
(non-marketable) assets, it may do so (if at al) only at a
heavy discount which could leave depositors, or the deposit
insurance scheme, exposed to heavy losses. By contrast, an
investment firm with impaired capital is expected to shrink
its balance sheet immediately by selling marketable assets,
and in the extreme may be required to wind down its
business completely. In other words, contraction and
ultimately closure may be the first priority for a securities
regulator faced with atroubled investment firm.

Reflecting this important difference in regulatory objectives,
banks and investment firms are also subject to different
regulatory techniques. Both must conform to specified
capital adequacy requirements, but the emphasis for banksis
on solvency, whereas for investment firmsit ison liquidity
or ‘liquid capital’. Inthe case of banks, capital is expected
to be permanent, in order to support the institution as a going
concern, whereas for securities firms it may be temporary,
reflecting the latter’ s ability to scale down its activities as
well asits fluctuating need for capital resources.

Furthermore, securities regulators—unlike bank regulators—
do not regard consolidated supervision as indispensable,
partly because investment firms are considered to be less
vulnerable than banks to cross-infection from atroubled
parent or affiliate. Finally, because banks are inherently
illiquid, they typically have access to alender of last resort.
Investment firms, on the other hand, do not have the need for
alender of last resort because they can generally contract
their way out of funding troubles.

In summary, the regulatory needs of banks and non-bank
investment firms are very different. Where, however,
banking and investment business are mixed within financial
conglomerates, regulators are faced with the difficult task of
devising aregulatory framework that is compatible with
these divergent needs.

Globalisation

The globalisation of banking and securities markets adds a
further dimension to the regulatory problem. Globalisation
in this context means three things: the cross-border delivery
of financial servicesto foreign residents; the penetration of
foreign financial markets by branches and subsidiaries of
multinational institutions; and transactions between banks
and investment firms from different countries that giverise
to inter-jurisdictional counterparty risk.

Banking and securities regulators are presented with a
number of formidable difficulties associated with
globalisation. Systemic risk may be increased by the risk of
contagious financial disorders originating in poorly regulated
financial centres. Depositors, investors or counterparties
may be exposed to foreign jurisdiction risks which they are
not in a position to monitor or control. And the co-existence
of uneven national regulations and global markets may
severely distort competition between financial institutions.

There are several possible approaches to dealing with these
‘geographic interface’ problems. One would be to alow—
and perhaps even encourage—regulatory competition
between rival financial centres, in the hope that regulatory
standards would eventually converge around some socially
optimal level.

The major weaknesses of such an approach are that it does
not deal with the danger of cross-border financial contagion,
that it may confuse depositors, counterparties or investors
who have to deal with multifarious regulatory regimes, and
that it leaves open the potential for serious competitive
distortions associated with uneven regulation. Accordingly
within the Single Market, regulatory competition has been
rejected in favour of aregime that imposes minimum
standards of prudential regulation on all banks and
investment firms.

In formulating these minimum standards, however, European
regulators have had to deal not only with the geographic
interface problem—which presentsitself in a particularly

(1) Thuswhile US bank holding companies are subject to consolidated supervision by the Federal Reserve Board, the Securities and Exchange
Commission’s regulatory mandate covers only registered broker-dealers and does not extend to holding companies or unregistered affiliates.
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Four main structures of regulatory regime were available
to those negotiating the CAD to deal with banking and
securities business. At one extreme, thereisthe
separation model, exemplified by the US arrangements
under the Glass-Steagall Act. At the other, there isthe
traditional universal banking model. This box briefly
outlines the four models:

. Glass-Steagall model

Bank Securities firm

Under the separation model, banks are not permitted to
undertake securities business or to own securities firms.
The banking and securities industries are separately
regulated in accordance with industry-specific capital
adequacy rules (functional regulation).

. Universal bank model

Mixed banking and securities firm

Under the universal bank model, which has been the
traditional banking regime in much of continental Europe,
securities and banking business are freely combined
within the banking entity. In this case, the risksinvolved
in the two activities are pooled, and thereisasingle
regulatory authority which applies a common capital
adequacy regime to the combined business (institutional
regulation).

Regulatory regimes for banking and securities business

. Firewall model

. Securities
Bank subsidiary

Between the above extremes, there is a compromise
option which seeks to segregate the risks associated with
banking and securities business undertaken by financial
conglomerates. The mechanism to achievethisisa
requirement that the two businesses be conducted through
different legal entities separated by ‘firewalls
(restrictions on intra-group transactions), whose purpose
isto prevent risk being transmitted from the securities
unit to the banking unit.

The firewall approach has been applied to the so-called
‘Section 20" subsidiaries of US banks—that is,
subsidiaries that have limited powers to undertake
securities business within the terms of the Glass-Steagall
Act.

° EU trading-book

Bank or Bank
Trading
book "
Securities
subsidiary

The trading-book approach permits banks to engage
freely in securities activities either directly or through
securities subsidiaries. In either case, securities activities,
as defined by the trading book, are subject to a capital
adequacy regime separate from that for the banking
business.

acute form where all barriers to cross-border financial
activity are removed—nbut also with two others: the
‘functional interface’ problem that exists where banks are
free to undertake securities business either directly or
through securities subsidiaries, and the ‘institutional
interface’ problem that arises where mixed banking and
securities businesses co-exist with specialist non-bank
investment firms. The new European regulatory framework
has therefore had to accommodate the different regulatory
regimes and financial structures of individual Member
States, as well as the divergent regulatory cultures of the
banking and securities industries.

The trading-book concept

The trading-book concept was devised by European
policy-makers to resolve the various regulatory difficulties
noted above. In order to appreciate the significance of this
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central mechanism within the new regulatory framework,
some reference to the negotiating background is necessary.

A key objective of those negotiating the CAD was to ensure
competitive equality between banks and non-bank
investment firms in respect of their securities activities. The
main problem was that those countries with along tradition
of universal banking favoured a highly conservative capital
adequacy regime designed to safeguard the solvency of
banks, while other countries—including the United
Kingdom—were concerned that if bank-type regulation were
imposed on non-bank investment firms, the latter would be
placed at a competitive disadvantage vis-a-vis their
non-European rivals.

The options that were available to the CAD negotiators can
be considered in the context of the main regulatory regimes
used for banking and securities business (see the box above).
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Originaly it was intended that the CAD would apply to a
particular class of financial institutions—namely, non-bank
investment firms. But in order to meet the conflicting
concerns of negotiating parties, it was agreed that the capital
adequacy rules should be applied on a functional basisto
cover certain types of risk taken on by both banks and
investment firms. For this purpose, each institution would
need to segregate its securities ‘trading book’ from the rest
of its business, and the trading book alone would then be
subject to the more permissive capital adequacy rules
appropriate to securitiestrading. In thisway, alevel
playing-field would be established between mixed banking
and securities firms and non-bank investment firms.

Article 2(6) of the CAD defines the trading book to include
the following positions, which must be marked to market
daily: (@) proprietary positionsin financial instruments held
for the short term or for resale, whether this be for trading,
arbitrage, market-making or hedging purposes;

(b) exposures resulting from unsettled transactions, free
deliveries and over-the-counter derivatives, and

(c) exposures resulting from repurchase agreements and
securities borrowing, subject to a number of conditions
designed to draw aclear distinction between these trading
activities and conventional secured lending by banks—which
does not fall within the trading book.

Annex V of the CAD states that the capital of both banks and
investment firms shall be defined in accordance with the
Own Funds Directive (OFD)—that is, the banking definition
of capital. However, national authorities are given the
option of permitting banks and investment firmsto use an
aternative definition of capital in respect of their trading
book. The alternative differs from the banking definition in
the following key respects:

o A new class of short-term subordinated debt is eligible
for inclusion in regulatory capital. This must have an
initial maturity of at least two years (compared with a
minimum of five years under the OFD). Asan
additional safeguard, such debt must incorporate a
‘lock-in" clause, under which neither principal nor
interest can be repaid if thiswould result in the
ingtitution’ s regulatory capital falling below the
required minimum.

o The ceiling on the amount of subordinated debt that
can beincluded in regulatory capital is more generous
than under the banking rules of the OFD. Whereas the
OFD setsthis ceiling at 50% of Tier 1 (essentially
equity) capital and 25% of total regulatory capital, the
CAD establishes a ceiling of 60% of total regulatory
capital backing the trading book. However, for both
banks and investment firms, the CAD ceiling on
subordinated debt may be raised to over 70% (250% of
Tier 1 capital) if the authorities judge thisto be
adequate prudentially and if—in the case of investment
firms—specified ‘illiquid assets’ are deducted from
capital.

Apart from allowing amore liberal use of subordinated debt
in regulatory capital, the trading-book regime also includes
less stringent capital adequacy requirements than those
applicable to banks, as described below.

Asaway of securing an agreed capital adequacy framework
that meets the demand for alevel playing-field between
banks and investment firms, the trading-book concept is
ingenious. On closer examination, however, this shift
towards functional regulation is open to serious objection.

Most fundamentally, the idea of segregating one part of a
bank’ s business—its securities trading operations—and
applying separate and distinct definitions of capital and
capital adequacy to the different parts, appears to make little
prudential sense. Asexplained above, the primary objective
of bank regulation isto protect a bank’s solvency so asto
sustain it as agoing concern, but the primary purpose of
securities regulators is to ensure that an investment firm can
wind down its operations in an orderly manner if need be—
hence the emphasis on liquid assets. The CAD’s alternative
definition of capital alows more liberal use of subordinated
debt to support a bank’ s trading book, but to that extent the
burden of absorbing losses on the trading book may have to
be born by the equity capital that supports the rest of the
bank’ s business.

In this context, the mandatory ‘lock-in" provision applicable
to short-term subordinated debt does not provide the
protection that is evidently intended: abank which isforced
to invoke this clause in respect of its trading book (in effect
defaulting) would immediately become suspect in the eyes of
the marketplace, thereby risking a deposit run. Accordingly,
abank would feel compelled to make good any capital
shortfall arising on its trading book so as to prevent the
triggering of the lock-in. The presence of ‘outside’
short-term subordinated debt to back the trading book
therefore increases the solvency risk for the bank, because
such debt cannot in practice be used to absorb losses on the
trading book. On the other hand, a parent bank that provides
‘inside’ subordinated debt to its securities subsidiary would
have to hold bank capital against this exposure. In short,
thereis little purpose in segregating a bank’ s securities assets
for capital adequacy purposesif the risksin this part of the
business cannot also be segregated from the bank.

A second objection to the trading-book concept is that while
it segregates assets used for trading purposes, as well asthe
regulatory capital used to back such assets, it does not
segregate non-capital liabilities. This means that a mixed
banking and securities businessis free to use its deposit base
to fund its securities trading book. The difficulty hereisthat
because bank deposits (including wholesal e deposits)
generally benefit from deposit protection and/or other
official safety net arrangements, deposit rates do not
incorporate arisk premium that adequately reflects the risks
abank incurs. Inasense, banks' risky activities are
subsidised. This separation of risk-bearing from risk-taking
is one reason why banks are subject to such extensive
regulation.
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If banks are permitted to use protected deposits to fund their
trading book, then the trading operations are also being
‘subsidised’. That in turn providesincentives for excessive
risk-taking within the trading book—risks that will
eventually have to be borne, if not by the bank itself, then by
the deposit insurance fund or the taxpayer. The moral hazard
problem and the associated need for comprehensive
regulation is then extended from the bank to its securities
arm. It may be added that, from a quite different perspective,
non-bank investment firms that do not have access to deposit
funding are placed at a competitive disadvantage vis-a-vis
banks.

These difficulties could in principle be avoided, or at least
aleviated, by funding rules that prevented or limited the use
of deposits to support a bank’s trading book and instead
required funding in the form of outside ‘ risk money’, the cost
of which would depend on the perceived risk characteristics
of theinstitution concerned. In thisway, greater market
discipline would be imposed on banks' securities operations
and the burden on regulators thereby reduced. However, for
such afunding rule to be effective, it would be necessary to
require banks’ securities activities to be conducted through
separately incorporated entities.

Finally, the trading-book concept can be criticised on the
grounds that it is open to regulatory arbitrage in the form of
switches between the banking and trading books. The
authors of the CAD were clearly aert to this possibility,
which iswhy such careful attention was given to the
definition of trading-book assets, particularly reverse
repurchase agreements. Nevertheless, given the existence of
very large incentives because of the differential capital rules
(see below), banks have a powerful inducement to present
their longer-term investments as trading assets. It should be
emphasised in this context that any financial instruments
(defined in the ISD’s Annex B to include al ‘transferable
securities’) that are held with the intention of ultimate resale
or for short-term gains can be classified as trading-book
assets. The subjective nature and generality of this definition
suggests that policing the boundary between the banking and
trading books will be both costly and difficult.

Capital requirementsunder the CAD

There are six categories of capital requirement imposed on
investment firms by the CAD: initial capital (Article 3),
position risk requirements for debt (Annex I) and for equities
(Annex I), settlement and counterparty risk (Annex Il),
foreign exchange risk (Annex I11), ‘other risks' (Annex V)
and large exposures (Annex VI). Apart from theinitial
capital and other risks, these requirements are additive.
However, whereas Annexes |, Il and VI apply to the trading
book only, the remaining requirements apply to the firm asa
whole (see Charts 2 and 3). This section uses the example of
the position risk requirements for debt to highlight the
differing capital requirements applied to traditional bank
lending and securities financing under the CAD.

The CAD divides the position—or market—risk on both
debt and equity instruments into two componentsin order to
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Chart 2
Capital Adequacy Directive

Bank or investment firm

Trading book Non-trading FX risk
(mark-to-market) book (accruals) (entire book)
H . 8% of risk 8% of net FX
Requirements: SeeChart 3 Wa.ghtgd —_— posi(t)io:
To be met by: 2% 50% 50%
28% 50% 50%
Tierl |:| Tier 2 |:| Tier3 |:|
Chart 3

Capital Adequacy Directive

| Bank or investment firm |

Trading book
(mark-to-market)

Interest rate risk

Requirements:

10%-15% of weighted matched
General positions + 100% weighted unmatched
positions.

0.25%-1.6% of gross amount of

Specific| ‘quaifying issues + 8% of
‘non-qualifying’.

8% of net position.

Equity pricerisk General

4% of grossor 2% if diversified.

Specific

For free deliveries; repurchase agreements;
OTC derivatives; other risks:

8% of amount at risk x counterparty risk
weight.

Counterparty

8%-100% of possible loss on securities that
have not settled after five days.

| Settlement

calculate the required capital. Thefirst is specific risk,
representing the risk of a price change in the instrument as a
result of factorsrelated to the issuer; and the second is
general risk, representing the risk of a price change resulting
(in the case of adebt instrument) from a change in the level
of interest rates, or (in the case of equities) from a broad
movement in the equity market unrelated to the specific
attributes of individual securities. The requirements for
specific and general risk are then added—this being the
so-called ‘building-block’ approach.

The capital requirement for general market risk isintended to
capture the risk of loss arising from changes in market
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interest rates. For this purpose, positionsin debt securities
are sotted into one of 13 maturity bands, according to
residual maturity for fixed-rate instruments and next
repricing date for floating-rate instruments. These positions
are then weighted by a factor designed to reflect their price
sengitivity to changesin interest rates. Floating-rate
instruments, which are the closest substitute for bank loans,
have avery low or zero risk weighting, depending on the
interest refixing period. Furthermore, the CAD alows
substantial reductionsin the capital requirement for general
market risk where long and short positions are matched. In
comparing the differential treatment of bank loans and debt
securities, it is therefore more appropriate to focus on
specific risk.

When calculating specific risk requirements for debt,
securities are divided into three classes: central government,
‘qualifying’ and ‘other’. Central government issues carry a
zero risk weighting, qualifying securities carry aweighting
of 0.25%, 1% or 1.6% depending on their residual maturity
(since default risk isafunction of time), while other
securities are subject to a penal risk weighting of 8%
regardless of residual maturity. These weighted positions
(whether long or short) are then summed to arrive at the
capital requirement for specific risk.

Given arange of risk-weightings from zero to 8%, the
classification procedure for debt securitiesis of crucial
importance to investment firms. Y et the most important
distinction—that between ‘qualifying’ and ‘other’ items—is
far from clear cut. Qualifyingitems must be: (a) listed;

(b) considered by the lending institution to be ‘ sufficiently
liquid’; and (c) carry adefault risk ‘comparable to or lower’
than those assets specified in Article 6(1)(b) of the banking
Solvency Ratio Directive (SRD) that carry arisk weighting
(under that Directive) of 20%—a category which includes all
claims on OecD commercial banks. The classification is
subject to scrutiny by national supervisors; they may
themselves classify securities as ‘ qualifying’ if conditions
(b) and (c), but not (a), are met, provided that the securities
concerned have been rated at the required level by a
recognised credit rating agency—unless this last requirement
isjudged inappropriate ‘in the light of, for example, the
characteristics of the market, the issuer, the issue or some
combination of these characteristics'. (Thiswaiver is
designed to embrace large blue-chip borrowers whose debt is
unrated.)

Taking the three primary criteria applied to qualifying items
inturn: thefirst (ielisting) can be waived; the second
(‘sufficiently liquid’) is subjective; and the third—atest of
default risk—is highly elastic because the benchmark risk
level used (Article 6(1)(b) of the SRD) embraces claims on
the entire range of OeCD banks whose credit ratings vary
from sub-investment gradeto AAA. Therefore, given both

the fuzziness and the importance of the definition of
qualifying items, there exists considerable scope for
competitive distortions arising from uneven treatment of
similar instruments.

Much will depend on the manner in which these provisions
of the CAD are implemented by the national authorities.
The current UK plans for implementation, for instance,
propose that any debt issue that is rated below investment
grade by at least one ‘relevant’ credit rating agency should
not be treated as qualifying. The effect will be that an
investment-grade debt security with aresidual maturity of
under six months will attract a capital charge of aslittle as
0.25% when carried on a bank’ s trading book, whereas a
bank loan to the same borrower with the same maturity will
attract a minimum capital charge of 8% (100% risk
weighting x 8% capital charge under the SRD). For
longer-term debt securities with over one year’ s residual
maturity, the capital charge differential is somewhat less, at
1.6% versus 8%; but it is till large enough to have major
consequences for the competitiveness of individual
ingtitutions, for the relative cost of funds of qualifying versus
non-qualifying issuers and for the competitive position of
different segments of the securities markets.

More specifically, under the United Kingdom'’s application
of the CAD rules, banks will have an overwhelming
incentive to provide securitised loans that can be held in their
trading books rather than conventional bank loansthat are
subject to the bank capital requirements of the SRD. Only if
adebt issue has junk-bond (ie non-investment grade) status
will abank be indifferent on capital adequacy grounds
between a purchase of bonds and a bank loan—the capital
charge in both cases being 8%. An important qualification
hereisthat, in order to be included within the trading book, a
security must be held with the intention of resale or
short-term gains.

One implication of the discrepancy between the capital
adequacy regimesisthat for most large borrowers (ie those
of investment grade status) securities market financing will
become cheaper relative to bank borrowing. Indeed, the
difference in capital charges under the SRD and the CAD
will give considerable added impetus to the process of
securitisation that is already under way in European and
global financial markets. In so far as securitisation reflects
the greater competitiveness of securities as against bank
financing, there need be no cause for concern; but to the
extent that the processis due to arbitrary differencesin the
regulatory treatment of securitised versus bank debt issued
by the same class of borrower, important inefficiencies and
distortions are introduced into credit markets. In short, the
CAD establishes amajor regulatory biasin favour of
securitised debt that could adversely affect traditional
relationship banking.

(1) See, for example, the Securities and Futures Association’s Board notice 200, ‘ The implementation in the UK of the EC Capital Adequacy Directive’,

Schedule 3, August 1994.

(2) Assume that 8% regulatory capital cover isrequired for loans and (say) 1% for securities. Assume further that 50% of this capital is provided in the
form of equity and that the target return on equity is 10%. A universal bank will then need to earn 0.4% on its loan assets, but only 0.05% on its
securities assets, in order to meet its target return on equity. From aborrower’s point of view, the implied difference in funding costs between bank
and securities financing is 35 basis points. To the extent that regulatory capital is more permissively defined for securities holdings than for bank

loans, this disparity becomes larger still.
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Summary and conclusions

The liberalisation of trade in financial services has presented
European regulators with two interrelated problems. First,
host countries wish to be assured that foreign investment
firms operating on their territory, or delivering cross-border
services to their residents, are subject to minimum standards
of prudential regulation in their home country. Second, the
initiatives designed to achieve such minimum standards
should not discriminate between different corporate
structures. banks should be treated in the same way as
non-bank investment firms, and securities subsidiaries of
banks should be treated in the same way as banks that
undertake securities activities on their own balance

sheets.

The central difficulty with this negotiating agenda has been
that banks and investment firms have traditionally been
subject to very different regulatory regimes—and for good
reasons (see the first section above). The CAD represents an
attempt to square the circle by imposing functional
regulation on similar activities of banks and investment
firms, as defined by their trading books. This approach
achieves broad competitive equality between banking and
investment institutions—subject to one important
exception—nbut it also creates a number of other problems.

First, the tug-of-war between bank and securities regulators
has resulted in compromise capital requirements for the
trading book that, in terms of the definition of capital, the
treatment of underwriting, the large exposure rules and

the position risk requirements, are much closer to the
regulatory model of securities markets than of banking.
Since banks must ultimately bear the risks associated with
their own trading books or those of their securities
subsidiaries, this could mean some dilution of the solvency
protection afforded to banks. The CAD imposes only
minimum capital adequacy requirements and it is, of course,
open to national authorities to apply higher requirements
where these are felt to be necessary.® Nevertheless,
competitive concerns may tend to discourage unilateral
prudence of this kind.

Second, because banks are free to use their deposit base to
fund securities operations—whether undertaken on their own
bal ance sheets or through subsidiaries—the moral hazard
problems associated with banking are carried over into
securities markets. Deposit funding of securities business

also gives banks an important competitive advantage over
non-bank investment firms—a major source of unevenness
in an otherwise level playing-field.

Third, by conferring on investment firms the same privileged
credit standing as that accorded to banks—automatic
‘qualifying’ status for their debt issues and concessionary
risk weightings for institutions incurring counterparty risk or
large exposures to them—the message may be conveyed to
financial markets that investment firms enjoy the support of
the official safety net and lender of last resort arrangements
that traditionally have been confined to banks.

Finally, it is aremarkable paradox that in seeking to establish
alevel playing-field between banks and investment firms, the
CAD severely tiltsthe playing-field when it comes to
banking and securities business. The capital requirements
applicable to bank loans are much higher than those
applicable to debt securities of equivalent default risk and
maturity held on the trading book (by a factor of no less than
32 timesin the case of short-term qualifying securities). And
whileit istrue that in countries such as the United Kingdom
adifferential capital requirement has existed previously in
favour of securities business when undertaken by investment
firms, under the CAD regime banks will have a powerful
incentive to shift their business from traditional banking to
securitised lending. This added impetus to securitisation
may or may not be a desirable outcome, but it is surely
unsatisfactory that such an important market devel opment
should be the unintended by-product of a new regulatory
framework, rather than the result of a conscious policy
decision.

In conclusion, several consequences will follow from the
introduction of the CAD regulatory regime. Banks will
become somewhat riskier on account of their securities
activities—not because securities businessisitself inherently
riskier than banking, but because it involves greater reliance
on subordinated debt as capital. Second, securities activities
will tend to expand relative to conventional banking business
because of the preferential capital requirements applied to
the trading book. Third, mixed banking and securities
businesses will tend to displace non-bank investment firms,
reflecting the former’ s funding advantage. Finally, as banks
increase the scale of their securities activitiesit will become
more difficult for national authoritiesto separate banking
from securities business in fulfilling the lender of last resort
function.

(1) Inthiscontext, the Bank of England, for instance, applies target risk-based capital ratios to individual banks within a broad range whose lower bound

is above the Basle and SRD minimum requirement of 8%.
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The developing Single Market in financial services

Over recent months, the Bank has had discussions with a range of firmsin the financial sector to gauge
their views on the development of the Single Market in financial services. Although the sample was too
small to be fully representative, most of their opinions were widely shared. Thisarticlew summarises
those views, but it should not be taken to represent the Bank’s own assessment.

I ntroduction

Asthe Edinburgh European Council declared in December
1992, the programme of European legislation proposed in
the 1985 White Paper as necessary to underpin the Single
Market was successfully completed according to timetable
‘in all essential respects’ .

The process of bringing the Single Market into effect,
however, still continues. As one part of this, over 500
European measures are having to be transposed into national
law. Thiswas acknowledged at the time of the Edinburgh
European Council by the internal market ministers of the
Member States, who invited the Commission ‘during 1996,
to provide an overall analysis of the effectiveness of
measures taken in creating the Single Market, taking
particular account of their impact on the aims of promoting
throughout the European Union a harmonious and balanced
development of economic activities. . .’, and in addition to
‘consider the impact on improving the competitiveness of
European business in world markets'.

Over recent months, the Bank has canvassed the perceptions
and concerns of financial sector participants on how the
Single Market in that sector has developed so far. It has held
informal discussions with some 25 firms—including banks,
building societies, securities firms, insurance companies and
brokers, fund managers, lawyers and accountants—as well
as some of the trade and professional associations. These
discussions have focused on the way in which the Single
Market has affected the firms and sectors; the impact of the
Single Market legislation, its benefits, drawbacks and
identifiable gaps; and the remaining hurdles, either in the
form of incomplete implementation or non-regulatory
barriers.

In reporting these views, it is fully recognised that they
derive from asmall and no doubt not fully representative
sample. A number of reactions were, however, widely
shared; and there were in addition some interesting
individual views. For that reason, they seem worth
reporting; but this article seeks neither to make an overall
assessment nor to express the Bank’ s views.

General reactions
Sngle Market legislation

There was general agreement among the practitioners that
although the bulk of the financial services legislation had
been agreed and was in the process of being implemented in
most Member States, it was too early to reach firm
conclusions on itsimpact. The ‘passport’ Directives for
insurance, for example—which establish that an
authorisation from the regulator in afirm’'s home state
enables that firm to operate throughout the Union without
further authorisation—had only just entered into force. For
securities business, the Investment Services Directive (ISD)
and Capital Adequacy Directive (CAD) were not due to be
implemented for another 18 months. Only in banking had
the Single Market legidation been in effect for a significant
time—though even there for less than two years. The
balance of opinion on its effects was mixed: some contacts
noted, for example, that as yet there was little sign of a
reduction in the influence of banksin their domestic
markets.

Most contacts thought—perhaps not surprisingly—that it
was impossible accurately to isolate the impact of the Single
Market programme from other influences, such as
technological developments, new service delivery
mechanisms and market innovation, all of which were seen
asimportant. In addition, the formal completion of the
Single Market at the end of 1992 had broadly coincided with
the low point of the economic cyclein Europe. This had
almost certainly held back firms' European expansion plans
and, in the view of some, had led to increased competition
across the European Union’s financial services sector.
German unification had also had a marked impact on the
sector, which was similarly difficult to isolate.

On the other hand, it was universally acknowledged that the
1992’ concept, the intensive |legislative negotiations and the
expectations which these had generated had prompted most
firmsto consider their strategy towards Europe more
actively. In some cases, this had led to retrenchment rather
than expansion, but in othersit had reinforced an existing
focus on Europe as asingle business area. This second

(1) Prepared by Gordon Thomson and Michael Taylor of the Regulatory Policy Division of the Bank's Financial Stability Wing, assisted by Nick Walsh

in the Wing's Supervision and Surveillance area.

(2) Details of the main elements of the programme in financial services were given in the article, ‘ The EC Single Market in financial services', in the

February 1993 Bulletin.
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effect was perhaps most marked in the case of US
institutions, which in many cases had been spurred on by
1992 to incorporate in at least one Member State or to
reorganise their European activities so as to exploit an
existing European-incorporated subsidiary, rather than to
concentrate business in branches of the parent company.
The evidence suggested that US firms had been particularly
vigorous in their response to the opportunities in the Second
Banking Co-ordination Directive (even if thiswas largely as
ameans of rationalisation); in the words of one contact,
1992 had created ‘a climate for change'.

The measures (agreed in 1987) to abolish all remaining
exchange controlsin eight Member States by mid-1990 and
in the other four states progressively thereafter were seen as
by far the most significant feature of the whole programme.
Without the liberalisation of capital movements, it was
thought that much of the rest of the legislation would have
been ineffective.

There was, though, less certainty about the effect of the other
main feature in the financial services programme—the
‘passport’. Most contacts thought the concept a good one;
but there was thought to be a danger of firms seeking out the
lowest regulatory requirements, and there was some
scepticism about the passports’ practical benefits.

For retail (private customer) business, in the view of many it
was often not viable to offer services either cross-border or
through a branch, because consumers favoured familiar
domestic products and institutions. As aresult, many firms
inclined towards acquisition or to cross-border aliance
giving reciprocal accessto each party’s customer base. The
latter strategy has been particularly evident in the banking
sector.®

Asfor wholesale (interprofessional) business, where the
markets have become increasingly global over the past
decade, there was some concern that the effect of the rules
associated with each passport—in particular, the new
notification requirements—might be to constrain, rather than
liberalise, market access. This concern was not confined to
new business but also extended to the treatment of existing
activities. In addition, some firms that had sought to make
use of the passport—for example to allocate the group’s
capital more efficiently—had encountered significant
practical difficulties: it often proved costly to unravel
existing group structures, especially in terms of tax; some
had also met pressure to maintain their local incorporation.

Concern was also expressed that some Directives might be
being more strictly implemented in some Member States
than in others. A number of contacts suggested that there
had been cases of countries acting, if not against the letter of
the Single Market legidation, against its spirit; and they
stressed the importance of effective enforcement
arrangements.

Contacts contrasted the approach to implementation in some
Member States—where Directives were transposed into
national law on the basis of broad principles—with that
elsewhere, including in the United Kingdom. In their view,
the former approach often allowed greater leeway and this
increased the importance, when transposing European
legislation into national law, of ensuring that the delicate
compromises reflected in the Directives were fully
safeguarded.

On the question of whether there were any obvious gaps
in the Single Market programme that could be filled by
future EU legidation, the areas most frequently mentioned
were:

o pensions liberalisation (especially in the light of
the stalemate over the proposed Pension Funds
Directive, which itself was seen as only alimited first
measure);

o minimum harmonisation of insolvency law (against the
background of the continued lack of agreement on the
EU Bankruptcy Convention and on the draft Directives
on the winding-up of credit institutions and insurance
companies;

o afurther extension of the passport for collective
investment schemes in transferable securities (UCITS),
beyond the amendment Directive currently under
negotiation;

o apassport for legal services;

° some minimum harmonisation of auditors’ liability;
and

o aminimum mutual recognition of borrowing and
lending techniquesin the real estate sector.

Some &l so mentioned taxation, but there was almost
unanimous opposition to the idea of an EU withholding tax
on savings, which was considered distortionary and
potentially damaging to the competitiveness of EU financial
Sservices companies.

Of the legidation still being negotiated, most concern was
expressed about the so-called ‘horizontal’ Directives (those
applying to more than one sector)—particularly in the
consumer field—which threatened to undermine financial
services proposals aready agreed. The draft Directives on
data protection and distance selling were the examples most
often cited.

Remaining barriers

The Bank’s contacts saw four main types of remaining
barriersto the Single Market—regulatory; fiscal; cultural
and structural; and legal and technical.

(1) The question was explored more fully in the article on cross-border aliances in banking and financial servicesin the Single Market in the August

1993 Bulletin.
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Although regulatory barriers were not considered in
themselves an insuperabl e obstacle to the operation of the
Single Market (in many cases firms had chosen local
incorporation in individual Member States prior to 1992 as a
simple solution), contacts offered a number of examples of
rules which disadvantaged non-residents. These included
restrictions on lawyers practising in other Member States
(despite the Mutual Recognition of Diplomas Directive), on
the sale of certain financial productsin particular Member
States and on foreign participation in various local business
arrangements (such as mortgage refinancing). Contacts also
mentioned more genera differencesin legislation governing
certain activities (eg mutual funds) or—on what were
considered public interest grounds—in relation to conduct of
businessrules. Thislast feature of the passport Directives
was widely seen as a weakness which could become
increasingly important as Member States continued to
implement the Directives, because it could undermine the
basic division of responsihilities between home and host
states.

On fiscal matters, in the view of some the lack of
harmonisation constituted an important barrier; for some
others, it was a‘ background aggravation’. Several instances
were cited of firms' operations being inhibited by the
complexities or differences of tax systemsin different
Member States. Multinational companies who wished to
move their employees between Member States or to create
more efficient centralised pension arrangements seemed to
face particular problems. Another common complaint was
that certain Member States were slow to reimburse tax to
non-residents.

Whereas regulatory and tax problems were seen as solublein
time, cultural and structural barriers were thought more
difficult to overcome. A number of examples were cited:
customers' preference for domestic firms and products (this
included Member State governments' preferences when
tendering for privatisation business); a perception that
foreign institutional forms and products (for example, UK
building societies and unit trusts) were little understood;
various ‘traditional’ practices, such as the close links—often
cemented by cross-sharehol dings—between industry and
domestic financial servicesfirms; differences of attitude
among shareholders to the importance of dividends;
differences in the form of pension provision (which it was
thought would change slowly and only in response to
domestic demographic pressures); acultural biasin
continental Europe towards a banking rather than atrading
approach; and, in some markets, the level of state
involvement. All these created obstacles to the provision of
services by foreign firms, whether cross-border or through
local establishment.

Finally anumber of legal and technical barriers were
identified—again often arising from different traditions.
Examplesincluded: differencesin labour legislation (which
often made it difficult to recruit teams of staff localy or,
after an acquisition, to change existing staff contracts); in

insolvency law (where in one country, for example, contracts
made less than a year before a bankruptcy are automatically
declared invalid); in property law and the law on netting;
and in national consumer protection legislation.

It was also noted that legal concepts often had
widely-differing applications across the European Union.
Differences between Member States' definitions of ‘ public
liability’, for example, meant that contracts or insurance
policies needed to be designed for each individual market.
Similarly, contacts cited claims-made policies (where the
insurer isliable only for claims first made during the period
of cover, regardless of when the injury or damage occurred)
and exclusion clauses as examples which could be voidable
either on public policy grounds or where a master policy is
in adifferent language.

In summary, many contacts considered that the practical
benefits of the Single Market’s legislative programme so far
had been relatively limited. It wasfelt, however, that this
should not deter the Commission either from giving
implementation, monitoring and enforcement of the
legislation high priority or—selectively—from extending the
programme. On the second issue, some viewed the
subsidiarity test which, following agreement at the
Edinburgh European Council, is now obligatory on the
Commission when it considers any new legislative proposal,
with mixed feelings. Though it was designed to prevent
action being taken unnecessarily at EU level, they were
concerned that it might be used by Member States to thwart
the proper functioning of the Single Market.

Turning to wider issues, and in particular the impact of the
Single Market legislation on London’ s position as a financial
centre, the general view was that the 1992 programme
should, and probably did, represent more of an opportunity
than athreat. London continued to enjoy advantages of
language and—particularly for US institutions—a broadly
familiar regulatory framework; the main trend so far anong
third-country institutions wishing to benefit from the Second
Banking Co-ordination Directive' s passport was for them to
centre their EU operations in UK-incorporated subsidiaries.
However, there was a warning that there was no room

for complacency: several contacts noted the
government-sponsored campaigns in Germany and France
to attract new businessto their own financial centres.
London needed to remain afree and open market, and to
keep abreast of or in advance of other centresin such things
as clearing and settlement systems; and financial regulation
needed to be implemented in away that did not impose
unnecessary burdens on financia practitioners.

Asfor astrategy on economic and monetary union, the
overwhelming response was that although this had earlier
been a subject for careful consideration and forward
planning among financial services firms, there now seemed
less likelihood of an early moveto Stage 3. There was,
however, considerably |less agreement about the prospective
impact on London if the United Kingdom were not to bein
the first wave of countries moving to a single currency.
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Views of specific sectors
Banking

The primary piece of Single Market legislation affecting the
banking sector is the Second Banking Co-ordination
Directive (2BCD). It isthe 2BCD which confers a passport
on credit ingtitutions, ie the right to establish branches or to
provide services cross-border throughout the European
Union once authorised by their home supervisory authority.
There are a number of accompanying Directives which set
minimum standards in respect of capital adequacy, large
exposures and consolidated supervision.

Although the 2BCD has been in force in the majority of
Member States since January 1993 and its geographical
scope was extended to cover most EFTA countries from
January this year by the European Economic Area (EEA)
agreement, banks considered that its impact had been
limited. Some pointed to increased competition, but this was
generaly either from existing players in the domestic market
or, particularly in the credit card and payments area, from
affiliates of companies traditionally operating outside the
financia sector.

Wholesale banking business hasin any case long been
international in orientation; in the retail sector cultura
barriers remain strong, with customers often reluctant to deal
with foreign institutions even for basic banking services. So
banks have not seen the passport as an opportunity to create
new pan-European branch networks, and future expansion
was thought more likely to be by acquisition, which would
permit alocal identity to be preserved. Despite the costs and
effort involved, the most common use of the passport to date
has been to convert existing subsidiaries into branches of a
single European operation, so permitting a more efficient
allocation of capital. Third-country (most notably US)
banks, as well as securities firms with an existing banking
subsidiary in the European Union, have been at the forefront
of thistrend.

Contacts perceived a number of difficulties with the 2BCD.
The requirements on an institution that is taking advantage
of the passport to notify the host state’ s supervisory authority
of the servicesit is already providing in that state was seen
as excessive or unnecessary; there were suggestions that
some Member States were questioning banks' claims and
demanding fresh notifications. There was afurther problem
surrounding the definition of a cross-border service:
Member States were applying different interpretations of
when a service qualified and therefore required notification;
the resulting uncertainty was seen as a significant barrier to
trade.

Finally, the passport relates to services rather than products.
It was suggested that since thereis no express provision in
the Directive obliging Member States to allow banksto sell a
particular financial product in their jurisdictions, some
countries were continuing to restrict competition by
prohibiting certain types of product—sometimes, it was
thought, on the grounds of the ‘general good'. Banson the
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provision of interest-bearing current accounts and on
collective investment schemes transacting foreign exchange
business with banks incorporated in another Member State
were cited frequently as examples.

Building societies

A common perception emerging from the discussions with
building societies was that the Single Market had had little
impact so far, and that cross-border business was negligible.
Although they were classed as credit institutions and eligible
for the passport, and although house finance was one of the
activitiesincluded in the passport, building societies
generally considered that they operated at a disadvantage in
continental Europe compared with their UK bank
competitors. The concept of abuilding society and its
mutual status was not well understood. Prospective
house-buyers were reluctant to do business with foreign
ingtitutions, still lessthose of an unfamiliar type. And unlike
most banking activities, the housing finance market was
characterised by significant differences among Member
States in property and insolvency law, and in tax treatment.
In at least one Member State, for example, tax relief on
mortgage payments applied only to customers of domestic
ingtitutions, whereas in another a higher rate of mortgage
registration tax was applied to borrowing from a finance
house than from a bank.

Building societies also perceived some constraints on
expansion into Europe from their domestic building society
legislation. At European level, there was widespread
agreement—despite the inclusion of housing finance in the
2BCD—about the need for a measure which brought full
mutual recognition of funding and lending techniques. This,
it was recognised, would have to be along-term aim, as
national property law would be difficult to change.

Securities houses

With the Investment Services Directive (ISD)—the
counterpart to the 2BCD in the securities field—not due to
come into force until 1 January 1996, securities firms had
little to say on the effects of the Single Market to date. Since
the major firms already deal cross-border, particularly for
wholesale business, few were expecting major changes to the
environment even after |SD implementation. But aswith
banks, some might take the opportunity to convert their
existing European subsidiaries into the branches of asingle
entity (US institutions were thought likely to be at the
forefront of any such moves).

On the other hand, a number of the ISD’s provisions caused
concern. Contacts viewed the notification requirements,
which mirror those in the 2BCD, with apprehension. The
Directive was al so seen as leaving a number of barriersin
place. In addition, the delay before implementation was
thought to risk a slowing-down in the process of
liberalisation by some Member States.

An additional concern was that the |SD would allow
Member States to continue to require their investorsto deal
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in securities only on aregulated market. This so-called
‘concentration’ rule was considered a potentially significant
barrier to the provision of cross-border services, for example
in over-the-counter instruments (even though the Directive
requires Member States that apply the rule to allow investors
to ‘opt out’—by electing to have transactions executed away
from aregulated market). Finaly, firms were concerned
about how conduct of business rules would operate when
they sought to use the passport. Although there are general
guidelines on the rules that can be imposed, these allow a
good deal of flexibility ininterpretation. Some firms thought
that the example of 2BCD implementation suggested some
Member States might simply apply all their existing conduct
of business rules, so reducing the ISD’ s market-opening
potential.

Fund managers

Fund managers have in principle had slightly longer than
other sectorsto reap benefits from the Single Market
legislation: the UciTs Directive, which provided the
‘passport’ for marketing certain collective investment
schemes, came into force in most Member Statesin 1989.
Contacts, however, judged the freedoms reflected in this
Directive to be quite limited, and hoped that an amendment
currently under negotiation would liberalise the area further.
This amendment is designed to extend the marketing
freedoms to money-market and cash funds, funds of funds®
and ‘feeder funds';@ and to allow third-country branches to
administer funds in the Member State in which they are
located and EU-incorporated institutions to provide
cross-border administration of funds. From January 1996,
the ISD will also provide non-bank fund managers with a
passport for this business equivalent to that available to
banks (under the 2BCD) since the beginning of 1993.

On balance, therefore, fund managers shared the perception
that the Single Market had not so far had a significant
impact. Their expansion into Europe had been motivated
more by client requirements and by tax considerations (some
double-taxation treaties between EU countries facilitate the
sale of offshore funds) than by the Single Market
programme. Moreover, locally-incorporated subsidiaries
had to date often been viewed as the only practical route for
this business.

Although some fund managers had seen significant growth
in sales of investment services in Europe in recent years,
they felt that it was not easy to operate efficiently on a
pan-European scale. The preference of customersin some
Member States for bond rather than equity-based products
had not assisted UK firms, with their equity management
skills; but the privatisation programmes under way in some
Member States should provide increased opportunities. The
complexities of custody regulations in some countries, and
of tax systemsin others, instances of tax disadvantages for
those investing in foreign UciTs and the widely-differing
structures of pension funds were all seen as barriersto
business. Most expressed disappointment that the proposed

Pension Funds Directive (viewed as a limited first measure
towards full liberalisation) had created such difficulties
during negotiation. They now hoped that pensions reform—
particularly in some of the larger Member States—would
open up the market.

There was also general concern about the potential burden
of host country conduct of businessrules, which it was
felt were likely to differ considerably between Member
States, even when all the securities markets legislation was
in place.

Insurance companies and brokers

Asthe so-called ‘ Third-Generation Directives providing a
passport to life and non-life insurers were due to come into
force on 1 July 1994, insurers and brokers were inclined to
suspend judgment on the Single Market’s legidative
programme in insurance as awhole. General viewson

the previous generation of Directives—intended to
liberalise large-risk business on the non-life side and
own-initiative life business—were that the former had had
some effect, but the latter virtually no influence on
cross-border activity.

There was general agreement that alocal presence was
essential in markets where companies had an interest—
particularly for mass (ie consumer and small business)
risks—and that to avoid potential practical problemslocal
incorporation was the best route. Even then, however,
barriers were seen to remain: idiosyncrasies in national
contract law and in legal concepts—as well as
widely-differing tax arrangements—meant that products
needed to be tailored to each market. In addition, differences
in the way insurance was sold and solvency margins were
calculated and—particularly in life insurance—conservatism
on the part of customers made it difficult for new firmsto
enter the market.

Contacts viewed the UK insurance market as open.
Although US, Japanese and Scandinavian insurers had for
various reasons concentrated on competing in their home
territories, the large French, German and Swiss insurers had
proved particularly active in the United Kingdom, in some
cases benefiting from what were perceived to be more
favourable tax regimes at home and dividend policies which
enabled afaster accumulation of reserves.

Some thought that the Single Market had come at an
unfortunate time for UK insurers, coinciding with problems
and major internal restructuring at Lloyd’s, and with losses
in areas such as mortgage indemnity insurance. These
factors, combined with UK insurers’ relatively modest
capital compared with their major continental competitors,
continued to inhibit expansion into Europe.

Product innovation and other technological changes were
considered potentially important for the future. Indeed,
though some thought that there would be no significant

(1) Fundswhich invest solely in the units of other funds.
(2) Fundswhich invest solely in one other (master) fund.
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benefits from the passport in the short term, others
considered that the approach taken, for example, by direct
insurance companies (which transact business with their
clients directly, rather than through an intermediary, with
attendant savings on infrastructure and other overheads)
could be successful as the benefits of the passport Directives
fed through.

Brokers noted that their position was still uncertain and that
there were no common EU rules on, for example,
establishment. Some countries had traditionally banned
brokers. There were, however, opportunities for ‘niche’
business, for example in risk management and captive
insurance.®

Thelegal profession

Contacts pointed to the rapid increase in the number of
multinational law firms operating in continental Europe
since the late 1980s—prompted by general, if not universal,
liberalisation. But despite hopes following the agreement of
the Mutual Recognition of Diplomas Directive in 1988,
liberalisation had in practice been disappointing.
Implementation of the Directive was held to have been

either slow or incomplete, particularly concerning the
arrangements for tests before lawyers can practise elsewhere.
Asaresult, the main effect of the Directive had been to ease
the transfer between legal professions of Member States with
similar legal systems.

But the Diplomas Directive was aimed only at establishing
the freedom to practise of individual lawyers. There was
general support for afurther measure to ease the more
extensive export of legal services. To this end, the Council
of Barsand Law Societies of the European Community had
produced a draft text for Commission consideration to allow
law firms from one Member State to set up branches freely
in another without having to integrate fully into its legal
profession. Some Member States' preference for
compulsory integration after atransitional period was

considered unnecessary and inappropriate for cross-border
legal services.

Summary

The firms whose views are reported in this article, although
drawn widely from within the financial services sector and
closely-related activities, by no means covered the whole
range. In addition, any conclusions on the Single Market's
development at such an early stage in the programme—and
given itsimplementation initially against the background of
Europe-wide recession—can only be tentative.

The frequency with which similar opinions and assessments
were expressed was notable, however. Although those
contacted expressed widespread support for the aims of the
Single Market and for its principal features, such asthe
passport, this was qualified by misgivings about some of the
procedures proposed. Contacts also often referred to
remaining barriers—regulatory, fiscal, legal and
structural/cultural.

Many practitioners were confident that the regulatory and
fiscal concerns would either be surmounted over time or
would diminish. Structural and cultural barriers were seen,
however, as more deep-seated, with limits on the extent to
which policy actions could overcome them.

Y et there was a clear feeling that there was plenty of scope
to improve the Single Market programme now. The key
areas were seen as implementation and enforcement;
repeated emphasis was given to Member States' differing
approaches to implementation as a cause of competitive
inequalities. Not surprisingly, therefore, effective policing
of the legislation by the Commission was seen as a
necessity, despite doubts about the Commission’s resources.
The need for adequate enforcement emphasised that the
Single Market programme was not compl eted at the end of
1992; rather, it was seen as a continuing process the full
effects of which could take many years to work through.

(1) Captiveinsurance companies are set up to insure or re-insure all or part of the risks of their parent company.
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The net debt of the public sector: end-March 1994

This article continues a series begun in the March 1986 Bulletin (page 74) and last updated in the
November 1993 Bulletin (page 513). Since November 1988, the analysis of the public sector position has
been combined with the long-standing series of articles analysing the national debt and its distribution.
The article has been compiled with the help of the Central Statistical Office and others. Its main points

are:

e Thenet debt of the public sector and market holdings of the national debt rose by around £47 billion
and £49 hillion respectively in 1993/94. As a proportion of GDP, both measures increased by
5.4 percentage points—to 38.4% and 41.8% respectively.

e Inthe 12 months to the end of March 1994, general government consolidated gross debt as a
proportion of GDP (calculated on a Maastricht basis) rose by 5.9 percentage points to 48.4%.

The net debt of the public sector

This article analyses developments in the net debt position of
the public sector to the end of March 1994. The net debt
position isimportant for several reasons. First, it reflectsthe
cumulative effect of past fiscal policy; and trendsin the
ratio of public sector net debt to GDP give a guide to the
effect of the current fiscal stance. Theinterest paymentson
the debt are a current payment for past expenditure and can
influence fiscal policy. If interest paymentsrise, other
government spending net of receipts—ie the primary
deficit—would need to be reduced to meet a given target for
the public sector borrowing requirement (PSBR). Second,
since the government’ s debt is mainly denominated in
nominal terms, inflation reducesitsreal value. Thiseffect is
reflected in the net debt to GDP ratio, which provides an
additional guide to the stance of fiscal policy.

It isprovisionally estimated that the net debt of the public
sector® was £252.0 billion at the end of March 1994 (see
Table A), compared with arevised figure of £204.8 billion
12 months earlier. The increase of £47.2 billion (23.0%)
over the year isthe largest in value terms since the series
began in 1970. 1993/94 was the fourth successive year in
which there was an increase; the overall percentage rise
during that time was 67.9%. The continued increase reflects
the move from debt repayment in the late 1980s and early
1990s to a period of government borrowing.

As aproportion of GDP, the net debt of the public sector
rose by 5.4 percentage points to 38.4% in 1993/94 (see
Chart 1). The PSBR for 1993/94 was £45.4 hillion (see
Table B), compared with £36.2 billion in the previous
financial year. (For the principal reasonswhy the figures for
changes in net debt are not the same as those for the
borrowing regquirement, see the box on page 349.)

Table A
Net public sector debt@

£ millions, nominal values; percentagesinitalics

Changes
31 March 1993 1994 1993-94
Central government
Market holdings of national debt 225,457 274,243 48,786
as percentage of GDP 36.4 418
Net indebtedness to Bank of England
Banking Department 437 729 292
Savings banks 1,438 1,444 6
Accrued interest and indexing on
national savings 3,831 3,534 -297
Notes and coin in circulation 18,520 21,448 2,928
Other 221 171 -50
Total central government gross debt 249,904 301,569 51,665
Local authorities
Total gross debt 49,227 49,582 355
less:
Central government holdings of
local authority debt 41,527 40,980 -547
Local authority holdings of central
government debt 81 125 14
General government consolidated grossdebt 257,523 310,046 52,523
as percentage of GDP 415 47.2
Public corporations
Total gross debt 16,950 19,632 2,682
less:
Central government holdings of
public corporation debt 15,955 18,691 2,736
Local authority holdings of public
corporation debt 11 64 53
Public corporation holdings of central
government debt 2,595 2,745 150
Public corporation holdings of local
authority debt 910 945 35
Public sector consolidated total debt 255,002 307,233 52,231
as percentage of GDP 41.1 46.8
Public sector total liquid assets (Table C) 50,165 55,228 5,063
as percentage of GDP 8.1 8.4
Net public sector debt 204,837 252,005 47,168
as percentage of GDP 33.0 384
Memo item:
General government consolidated gross
debt (Maastricht basis) 255,353 307,894 52,541
as percentage of GDP (ESA) (b) 425 48.4

(a) Datafrom 1970 to 1994 are published in the Bank of England Statistical Abstract 1994, Part 1
Table17.1.
(b) Seefootnote (3) on page 349.

(1) Full definitions are at the end of the article. All figures are at nominal value unless otherwise stated.
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Chart 1

Measures of public sector debt relativeto GDP
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Concern about the trend in the debt ratio was one reason why
the Government introduced measures in the March and
November 1993 budgets to tighten fiscal policy by nearly
2% of GDP in 1994/95 and afurther 1% by 1996/97. Itis
planned to reduce the PSBR from 7.0% of GDP in 1993/94
to around 3% by 1996/97, and to achieve a broad balance by
1998/99. These plans mean that the ratio of net public sector
debt to GDP is forecast to rise much more slowly in the near
future, and to peak at just below 45% in 1996/97 before
starting to decline.

A £51.7 billion increase in the gross debt of the central
government was the principal factor behind therise in the
public sector’s debt (see Table A). The main counterpart to
theincrease in central government debt was, following
substantial gilt sales, an increase in market holdings of the
national debt—to £274.2 billion, their highest ever level.

TableB
Composition of the PSBR

£ millions; percentagesinitalics

1992/93 1993/94
Centra government borrowing requirement (CGBR):
on own account 42,370 47,888
for on-lending to local authorities -7,266 -659
for on-lending to public corporations 1,184 1,521
CGBR 36,288 48,750
Local authorities’ net borrowing
from markets 1,443 -2,124
Public corporations’ net borrowing
from markets -1,496 -1,181
Public sector borrowing
requirement (PSBR) 36,235 45,445
Alternative analysis:
CGBR on own account (CGBR[O]) 42,370 47,888
Local authority borrowing requirement (LABR) -5,823 -2,783
Public corporations’ borrowing requirement
(PCBR) 312 340
As percentage of GDP:
CGBR 5.9 74
CGBR(O) 6.8 7.3
LABR -0.9 -0.4
PCBR -0.1 0.1
PSBR 5.8 7.0

Official holdings of the national debt aso rose, by

£9.3 billion.@ Apart from the national debt, the only other
movement of any significance was an increase of

£2.9 billion in notes and coin in circulation, partly the result
of Easter’sfalling at the beginning of April (iejust after the
period end).

Private and overseas holdings of the debt of the rest of the
public sector increased by £0.8 billion to £8.5 hillion,
continuing the trend seen in the previous year. Local
authorities again made a debt repayment (of £2.8 billion),
while market holdings of their debt rose, by £0.9 billion.
Public corporations had a borrowing requirement of

£0.3 billion in 1993/94; market holdings of their debt fell by
£0.1 billion.

Anincrease of £5.1 billion in public sector liquid assets (see
Table C) partly offset the rise in public sector gross debt. It
reflected substantial increases in asset holdings by local

TableC
Public sector liquid assets

£ millions, nominal values

Changes

31 March (a) 1993 1994 1993-94
Central government
Official reserves 27,153 28,908 1,755
Commercia hills, including bills held under

purchase and resale agreements 4,957 5,388 431
British government stock held under purchase

and resale agreements 1,209 3,097 1,888
Treasury bills held under purchase

and resale agreements 846 1,112 266
Loans against export credit and shipbuilding paper 1,276 890 -386
Bank deposits 1,631 1,749 118
Instalments due on British government stocks 3,386 1,250 -2,136

Total 40,458 42,394 1,936

Local authorities

Bank deposits 3,485 4,949 1,464
Building society deposits 2,870 3,855 985
Other short-term assets 1,932 2,424 492

Total 8,287 11,228 2,941

Public corporations

Bank deposits 1,194 1,380 186
Other short-term assets 226 226 —

Total 1,420 1,606 186
Public sector total liquid assets 50,165 55,228 5,063

(a) Datafrom 1970 to 1994 are published in the Bank of England Statistical Abstract 1994,
Part 1 Table 17.1.

authorities and central government. Assets held by local
authorities—mostly in the form of bank and building society
deposits—rose by £2.9 hillion, following the surge in their
capital receiptsin November and December 1993 before the
ending of the temporary relaxation of the rules governing the
spending of receipts.

Central government assets increased by £1.9 billion. The
rise was partly the result of a£1.8 billion increasein the
foreign exchange reserves. In addition, the money-market
assistance provided by the Bank rose; the main element in
thiswas an increase of £1.9 billion in the facilities offered to
banks, building societies and gilt-edged market-makers
(GeEmms) through gilt sale and repurchase agreements. This

(1) Debt held by the National Debt Commissioners (other than for the national savings stock register), certain other central and Northern Ireland
government funds and accounts, and the Bank of England. An adjustment has been made for gilt-edged stocks (with anominal value of
£3,097 million) held by Issue Department of the Bank of England under sale and repurchase agreements (which would otherwise be treated as
official holdings) on the basis that, in economic though not in legal terms, underlying ownership of these securities rests with the market.
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increase was offset by afall of £2.1 billion in the amount
outstanding on partly-paid gilts (only one such stock—the
7% Treasury 2001 ‘' A’—was outstanding at end-March
1994, compared with three at end-March 1993). Bank
deposits accounted for the rise of £0.2 billion in public
corporations’ liquid assets.

General government debt

During Stages 2 and 3 of Economic and Monetary Union,
the Maastricht Treaty requires Member States to avoid
excessive government deficits and debt levels. Although
the Treaty does not specify what constitutes an excessive
deficit, it does establish reference levels—which are 3% of
GDP for deficits and 60% of GDP for gross debt levels.

There are anumber of reasons why the setting of such levels
was considered desirable. First, if an excessive deficit in one

Reconciliation

There are several reasons why the borrowing
requirement figures, which relate to transactions,® are
not the same as changes in net debt:

o Changes in exchange rates affect the value of
foreign currency liabilities and assets
independently of transactions.

o When British government stocks are issued (or
bought in ahead of redemption) at a discount or
premium, the borrowing requirement is financed
by the actual amount received or paid out, while
the level of debt is deemed to increase or
decrease by the nominal value.

o The borrowing figures include the uplift on
index-linked British government stocks only
when it ispaid out; but the figures for debt
outstanding include it as it accrues over thelife
of the stock.

Summary reconciliations of the central government
borrowing requirement/debt repayment and the
changes in the national debt covering the years
1991/92 and 1992/93 were published in the
Consolidated Fund and National Loans Fund
Accounts 1992/93 Supplementary Statements.@

(1) Exceptionally, the interest (including index-linking) on national savings
certificates and SAY E contracts is counted in the CGBR and PSBR as it
accrues, because it can be withdrawn by holders on demand.

(2) Published by HMSO, ISBN 0-10-205294-8.

country were to lead to an unsustainable fiscal position, this
would put pressure on other governmentsto ‘bail out’ the
state in excessive deficit. (To eliminate this possibility, the
Treaty includesa‘no bail out’ clause.) An excessive deficit
in one country might also have ‘spill-over’ effectsin other
countries: added pressure on the government bond yields of
the deficit country could, in aworld with internationally
mobile capital, lead to pressure on yields elsewhere.

Countries are required to report their actual and planned
deficits and debt levels to the European Commission at the
beginning of March and September each year.@ For the
United Kingdom, the ratio of general government debt to
GDP (ESA)® at end-March 1994 was 48.4% (compared
with 42.5% ayear earlier), while the deficit was 7.8% of
GDP (ESA). No comparative data on debt levels have been
published formally, but estimates of Member States' debt
figures—together with data for the other G7 countries—have
been produced by the Commission (see Table D).

TableD
General government debt
Percentage of GDP (ESA)
End-December 1991 1992 1993
Belgium (a) 129.5 131.9 138.4
Canada (b) 80.0 87.5 92.3
Denmark 64.2 68.4 80.6
France 355 395 441
Germany 42.1 44.8 48.9
Greece () 103.9 110.2 121.2
Ireland 97.0 94.5 99.0
Italy 101.4 108.0 118.1
Japan (b) 67.7 71.1 74.7
Luxembourg (d) 6.2 7.3 10.0
Netherlands 79.0 79.7 814
Portugal 69.4 61.7 66.4
Spain 45.2 48.2 55.9
United Kingdom 35.8 41.8 48.8 (¢
Actual (f) 35.7 41.9 485
United States (b) 58.9 62.0 63.9

Source:  Unless stated otherwise, European Economy, Annual Economic Report 1994.

(a) Social security debt not included.

(b) Ratio of gross public debt to GDP. Datafrom OECD Economic Outlook 55, June 1994.

(c) Military debt not included.

(d) Not consolidated. Social security debt not included.

(e) Commission estimate of the figure at end of financial year (31 March 1994); the actual figure at
that date is given in the text.

(f) Asat end-December.

The national debt

Theremainder of thisarticleis concerned only with the
national debt.

The changein debt outstanding (Table E)

The total nominal value of the national debt increased by
£58.1 billion during the financial year 1993/94,® compared
with an increase of £34.3 billion in the previous year.
Market holdings of the national debt rose by £48.8 billion
(21.6%) during the year, £3.5 billion more than in the
previousyear. Officia holdingsrose by £9.3 hillion to
£32.7 billion, athough this was still below the record levels
seen in 1991 and 1992

(1) Article 109e(3) of the Treaty on European Union.

(2) TheUK dataare published by the Central Statistical Office shortly before each submission date in a news release which includes a summary

reconciliation between the deficit and changesin debt levels.

(3) Thedatafor Member States are compiled on acommon basis, as defined in the European System of Integrated Economic Accounts (ESA). In
accordance with the ESA, IMF interest-free notes are excluded from the calculation of general government debt for the European Union. Asthey are
regarded as aliability of the National Loans Fund, however, they are included in government debt in the remainder of thisarticle. By contrast, the
category of general government debt for the European Union includes certain miscellaneous items, totalling £3.3 billion at end-March 1994, which
are neither part of the national debt nor included elsewhere in the net public sector debt data. Furthermore, the definition of GDP used for the

purposes of the European Union calculation differs from that used elsewhere in this article.

(4) Includes anet increase of £2.8 billion in capital uplift over the financial year within the nominal value of the index-linked issues of government
stock. Thisis£0.3 billion higher than therise in the previous year. Accrued uplift at the time of further issues of existing stock, totalling
£2.4 billion, more than offset a slower risein the retail price index between July 1992 and July 1993 (the relevant dates for the calculation of the

uplift) than in the previous 12 months.
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TableE
Market and official holdings of national debt@

£ millions, nominal values
Percentage of market holdingsinitalics

End-March 1993 End-March 1994

Market holdings
Sterling marketable debt:

Government stocks: index-linked 27,483 12.2 34,709 12.7
other 126,528 56.1 166,806 60.8
Treasury bills 4,826 21 3,077 11
Sterling non-marketabl e debt:
National savings:  index-linked 6,287 2.8 6,800 25
other 32,591 145 36,572 133
Interest-free notes due to the IMF 4,745 21 5,441 2.0
Certificate of tax deposits (b) 2,385 11 2,134 0.8
Other 1,719 0.8 1,843 0.7
Total 206,564 91.6 257,382 939
Foreign currency debt: (c)
North American government loans 1,097 1,000
Floating-rate loans 2,593 2,631
Ecu Treasury bills 2,878 2,723
Ecu bond 1,998 1,945
Ecu Treasury Note Programme 1,999 3,890
7'/s% 1997 bond 2,062 2,018
7'% 2002 bond 1,992 2,021
Multi-currency revolving credit facility 3,997 385
Debt assigned to the government 277 248
Total 18,893 84 16,861 6.1
Total market holdings 225,457  100.0 274,243 100.0
Official holdings 23,324 32,654
Total debt 248,781 306,897

(a) Datafor 1970 to 1994 are published in the Bank of England Statistical Abstract 1994, Part 1
Table17.2.

(b) Includes anegligible anount of tax reserve certificates.

(c) Sterling valuation rates:
End-March 1993: £1 = US$1.5062, Can.$ 1.8925, ECU 1.2510, DM 2.4254.
End-March 1994: £1 = US$1.4845, Can.$ 2.0531, ECU 1.2853, DM 2.4776.

Analysis by instrument (Chart 2)

Within the total of national debt in market hands, the share
accounted for by giltsincreased by 5.2 percentage points.
Much of the rise seen in 1992/93 in the proportion of foreign
currency debt was reversed in 1993/94; its sharefell to
6.1%. These were declines also in the proportions of

Chart 2
Composition of market holdings of national debt

Index-linked British government stocks Treasury bills

Conventional national savings (a) Foreign currency debt

! Conventional British government stocks i Index-linked national savings
Other debt

At 31 March each year Amounts outstanding, £ billions
_ — 180

1978 88 920 94

(a) From 1981, investment accounts are included within national savings.

national savings products and sterling Treasury bills (down
by 1.5 and 1.0 percentage points respectively).

Gilt-edged stocks

During 1993/94, the Government issued a record

£53.7 billion nominal of stocks, of which £7.1 billion were
index-linked stocks (including £2.4 billion of accrued uplift
at the time of issue).(d Seven new stocks were created; all
were conventionals, with six fixed-rate stocks

(6% Treasury 1999, 7% Treasury 2001, 6*.% Treasury
2004, 7°/:% Treasury 2006, 6% Treasury 2010 and

8% Treasury 2013), and one floating-rate stock
(Floating-Rate Treasury Stock 1999). Thislast was the first
floating-rate gilt to be issued on which the coupon is fixed
quarterly in accordance with the prevailing level of the
London interbank bid rate (L1BID) minus %s%. (Threeissues
of variable-rate gilt-edged stocks were made in 1977 and
1979, the interest on which was linked to Treasury bill
tender rates.) Additional issues were made of a further

24 stocks, of which 12 were index-linked and four (with a
nominal value of £4.2 billion) were new tranches.

£33 hillion of the new gilts were offered for sale viathe

11 auctions for which payment was made during the year;
stocks of asimilar value were issued on a partly-paid basis.

Six conventional stocks with atotal nominal value of

£7.3 billion were redeemed. The average coupon on the
conventional stocksissued during the year, weighted by size
of stock, continued to decline—falling from 8.7% to 7.4%
(see Chart 3). Thefall in the average coupon on stocks

Chart 3
Aver age coupon on conventional British
government stocks

Year to end-March Per cent
- - 12
— - 11
Existing stocks
,\
_ \ _ 10
Redemptions /) \
_ 70 _ 9
7/
New issues (a)

| | | | | | | | | 6
1986 87 88 89 90 91 92 93 94

(a) No British government stocks were issued between November 1988 and December 1990.

issued was consistent with areduction in inflationary
expectations over the year. The average coupon on the
conventional stocks redeemed rose to 10.5% from 10.1%.
The weighted average coupon on conventional stocks that
remained outstanding throughout the year was 9.9%,
compared with 10.2% in the previous year.

(1) Detailsof individual issues (excluding uplift on index-linked stocks) may be found in the quarterly series of Bulletin articles on the operation of
monetary policy, in particular in the tables entitled ‘| ssues of gilt-edged stock’ in the August 1993 Bulletin, page 351; November 1993 Bulletin,

page 467; February 1994 Bulletin, page 10; and May 1994 Bulletin, page 111.
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The average maturity® of all dated stocksin market hands
fell from 10.8 years at end-March 1993 to 10.6 years at
end-March 1994 (see Table F and Charts 4 and 5).
Excluding index-linked stocks, the average fell to 9.1 years,
from 9.4 years at end-March 1993. The average amount of
stock to be redeemed annually during the next five years has
risen to £11.2 billion (nominal amount, excluding uplift on
index-linked stocks), in part reflecting higher annual
repayments towards the turn of the century (see Table G).

TableF
Averagelife of dated stock in market hands

Y ears to maturity at end-March:
1990 1991 1992 1993 1994

Assumptions (a)

L atest possible redemption:
All dated stocks (b) 10.2 9.9 10.0 10.8 10.6
Excluding index-linked stocks 8.4 8.0 8.4 94 9.1
Earliest possible redemption date
for stocks standing above par on
31 March
All dated stocks (b) 10.1 9.6 9.8 105 10.4
Excluding index-linked stocks 8.2 7.7 8.1 9.0 8.9

(a) No conversion options were available between 1990 and 1994.
(b) Index-linked stocks are given aweight reflecting capital uplift accrued to 31 March.

Chart 4
Breakdown of market holdings of British
government stocks

Longs (over 15 years and undated)
Mediums (5 to 15 years)

Shorts (up to 5 years)

At 31 March each year £ billions

- - 210
- — 180
- — 150
- - 120
- - 9
- - 60
- - 30

- - 0
1972 74 7 78 8 8 8 8 8 90 92 9%

Theyield spread between short and long-term conventional
stocks narrowed during the year, as average yields on
short-dated stocks rose by 0.36 percentage points to 7.08%,
while yields on medium and long-dated stocks fell by 0.23
and 0.67 percentage pointsto 7.48% and 7.68% respectively.
The yields on long-dated index-linked stocks fell marginally
to 3.46%.

At end-March 1994, the total market value of fully-paid
dated stocks (including index-linked) held by the market was
greater than their total nominal value, but the ratio of market
to nominal value fell over the financial year to 1.05 from

Chart 5
Maturities of dated stocks

Conventional stocks
Index-linked stocks (a)

At 31 March £ billions
- - 20

- -0
I
1995 2000 05 10 15 20 25 31
(@) Figuresinclude accrued uplift up to 31 March.

TableG
Average amount of stock in market handsto be
redeemed annually over thefollowing five years
£ billions, at end-March

190 1991 1992 1993 1994
With no conversions (a) 6.2 6.0 7.2 85 11.2

(@ No conversion options were available between 1990 and 1994.

1.07 (see Chart 6). Theratio for short-dated stocks fell from
1.09 to 1.08 and that for medium-dated stocks from 1.15 to
1.09; theissue of new lower-coupon stocks, which traded
closer to nominal value, was the main reason behind the fall
for medium-dated stocks. Theratio for long-dated
(excluding undated) stocks increased from 1.05to 1.07. The
ratios also increased for undated stocks—from 0.41 to
0.44—and for index-linked stocks, from 0.88 to 0.89.

Chart 6
Market value/nominal valueratios of fully-paid
dated British government stocksin market hands

At 31 March each year Ratio

| Mediums (fiveto 15 years) — 12

Shorts (up to five years)

- 09

- 08

Index-linked

Longs (over 15 years) - 07

T I I
1973 75 77 79 81 83 85 87 89 91 93 94

Data before 1986 include index-linked British government stocks within the three main
maturity bands.

(1) The aggregation of index-linked and non index linked stock for the purpose of measuring average maturity presents a conceptual difficulty (see the
December 1982 Bulletin, page 540). This calculation, which gives index-linked stocks aweight reflecting the capital uplift accrued so far, assumes
that stocks will mature on their |atest maturity. There were no conversions of short-term convertible stocks into medium or long-term stocks during

1993/94.
(2) Calculated for index-linked stocks on the basis of the nominal value and accrued uplift to date.
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National savings

National savingsrose by £4.2 billion in 1993/94. Excluding
accrued interest and index-linked incrementsv—which are
not included in the national debt—national savings
contribution rose by £4.5 billion.

Asin recent years, the largest rise was seen in national
savings certificates (up £1.2 billion in 1993/94), followed by
Income Bonds and the newest national savings product,
Pensioners' Guaranteed Income Bonds (introduced in the
first quarter of 1994), each with a contribution of

£0.9 billion. Net sales of premium bonds of £0.8 billion
more than trebled the contribution they made in 1992/93.
Smaller contributions were made by Capital Bonds (up
£0.4 billion) and the Investment Account (£0.3 billion).
There were only small changesin other national savings
instruments.

Other sterling debt

Market holdings of Treasury bills declined by £1.7 billion in
1993/94, as the amount sold at the weekly tenders continued
tofall. Theamount of 91-day bills on offer was doubled to
£200 million in August 1993 and the 182-day tender
suspended. Some direct issues were also made at other
maturities. Of the other instruments included in the national
debt, the only other sizable change was an increase of

£0.7 billion in sterling liabilities to the International
Monetary Fund (IMF), in the form of interest-free notes.

Foreign currency debt (Table E)

During the year, the sterling value of foreign currency debt
held by the market fell by £2.0 billion. Thiswas mainly
because of the early repayment (starting in December 1993)
of most of the tranches of the ECU 5 hillion three-year
multicurrency revolving credit facility arranged in August
1992. Repayment of the final tranche of ECU 500 million
was made in April thisyear.

The Ecu Treasury note programme continued, with four
tenders during the year raising atotal of ECU 2.5 billion
(E1.9 hillion); these partly offset the repayment of the
revolving credit facility. The three-year notes were first
issued in January 1992, and start to mature next year with
the expiry of the 1995 Note.

Analysisby holder (TablesH and J)

All sectorsincreased their holdings of sterling national
debt.@ Insurance companies and pension funds® showed
the largest rise, of £14.8 billion. Thiswas more than
accounted for by arise of £15.1 billion in their gilt holdings,
while their Treasury bill holdings fell dightly. *Other
holders’ (which include industrial and commercial
companies) also increased their holdings of gilts, by

£13.0 billion; in addition their holdings of non-marketable
debt rose by £0.3 hillion, but they reduced the Treasury bills
they held by £0.1 hillion.

TableH
Distribution of the sterling national debt: summary@

£ billions
Amounts outstanding
at 31 March
Change
in
1993 1994 1993/94
Market holdings
Public corporations and local authorities 22 25 0.3
Banking sector 113 16.3 5.0
Building societies 43 5.8 15
Institutional investors:
Insurance companies and pension funds ~ 87.4 102.2 14.8
Other 1.8 20 0.2
Overseas residents 32.6 44.0 114
Individuals and private trusts 46.7 51.1 4.4
Other (including residual) 20.3 335 13.2
Tota market holdings 206.6 257.4 50.8
Official holdings 220 312 9.2
Total sterling debt 228.6 288.6 60.0

(@) SeeTableJfor amore detailed analysis. Datafor 1970 to 1994 are published in the Bank of
England Satistical Abstract 1994, Part 1 Table 17.3.

Total debt held by overseas residentsis estimated to have
risen by £11.4 billion, with government stocks and
non-marketable debt accounting for £11.2 billion and

£0.7 billion respectively (the latter being the IMF
interest-free notes). These increases were partly offset by a
fall of £0.5 billion in holdings of Treasury bills. The
combined holdings of debt by banks# and building societies
increased by £6.5 billion: their holdings of gilts rose by
£7.4 billion but, asin most other sectors, their Treasury bill
holdings fell—by £0.9 billion. There was arise of

£4.4 billion in the debt held by individuals and private trusts,
the result mainly of increased holdings of national savings
instruments (£4.0 billion) and a £0.4 hillion rise in gilts
held.® Holdings by public corporations and local authorities
rose by £0.3 billion, with gilts accounting for £0.2 billion.

(1) Accrued interest, index-linked increments and bonuses outstanding on national savings certificates and Save As Y ou Earn contracts, and
non-capitalised interest on the National Savings Bank investment account, totalled £3.5 billion at 31 March 1994, compared with £3.8 billion ayear

earlier.

(2) TheBank conducted asurvey of Central Gilts Office (CGO) members at 31 March 1993 to improve its knowledge of the sectoral distribution of
holdings of government stocks at that date. A summary of the survey was included in the article, ‘ The gilt-edged market: developmentsin 1993, in
the February 1994 Bulletin (pages 55-9). The estimate of the sectoral holdings in that article cannot, however, be directly reconciled to the gilts data
in Tables H and J, since these include maturity datain arriving at the market value of holdings. A further survey of CGO members was undertaken

at 31 March 1994 and it isintended in future to repeat the survey at the end of each calendar year.
Figures for pension funds are based on the Central Statistical Office’s regular statistical enquiries to a stratified sample of larger funds, with an

3

allowance for smaller funds. The Central Statistical Office is planning to carry out a comprehensive survey of self-administered pension funds this

year. The figuresfor 1988 onwards may need to be reconsidered in the light of the results.
(4) Exceptionaly in this analysis excluding Bank of England Banking Department.

(5) These are broad estimates derived from the stock register and other sources. These were some 829,000 identified accounts on the stock register for

individuals and private trusts at end-March 1994, a decline of almost 100,000 over the year.
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TableJ
Estimated distribution of the sterling national debt: 31 March 1994

£ millions, nominal values (a)

Market valuesin italics (b)

Tota Percentage Treasury Stocks (c) Non-
debt of market bills Total Market Upto5 Over 5 Over 15 marketable
holdings value yearsto yearsand  yearsand  debt
maturity up to undated
15 years
Market holdings
Other public sector:
Public corporations 2,332 19 336 168 168 — 1,977
Local authorities 125 6 119 60 29 30 —
Total 2,457 1.0 25 455 488 228 197 30 1,977
Banking sector: (d)
Discount market 319 28 291 234 57 — —
Other 15,974 1,043 14,745 5,680 7,271 1,794 186
Total 16,293 6.3 1,071 15,036 16,093 5,914 7,328 1,794 186
Building societies 5,836 23 447 5,384 5,803 4,370 829 185 5
Ingtitutional investors:
Insurance companies 69,246 9 69,237 72,847 6,206 33,274 29,757 —
Pension funds 32,883 118 32,765 31,949 2,846 16,448 13,471 —
Investment trusts 1,075 1,075 1,156 75 638 362 —
Unit trusts 898 890 958 153 570 167 8
Total 104,102 40.4 127 103,967 106,910 9,280 50,930 43,757 8
Overseas holders:
International organisations 6,051 — 610 586 174 436 — 5,441
Centra monetary institutions 15,032 184 14,848 15,958 8,294 6,554 — —
Other 22,933 98 22,835 24,454 10,998 9,311 2,526 —
Total 44,016 17.1 282 38,293 40,998 19,466 16,301 2,526 5,441
Other holders:
Public trustee and various non-corporate bodies 586 171 411 438 85 233 93 4
Individuas and private trusts (e) 51,106 11,875 12,676 4,097 5,380 2,398 39,231
Industrial and commercial companies 5,149 954 2,588 1,607
e e 508 } 25023 12,750 8,972 4372 e
Total 84,678 329 1,125 38,380 38,137 16,932 14,585 6,863 45,173
Total market holdings (d) 257,382 100.0 3,077 201,515 208,429 56,190 90,170 55,155 52,790
Official holdings (d) 31,207 722 7,992 8,029 2,246 4,139 1,607 22,493
Total sterling debt 288,589 3,799 209,507 216,458 58,436 94,309 56,762 (f) 75,283

Owing to the rounding of figures, the sum of separate items will sometimes differ from the total shown.
— nil or lessthan £1 million.

(a) For explanations see the notes accompanying the similar tables on pages 43940 of the November 1992 Bulletin.

(b) Some of these estimates are based on reported market values: certain others rely on broad nominal/market value ratios.

(c) A sectoral analysis of gilts holdings from 1970 to 1994 is published in the Bank of England Statistical Abstract 1994, Part 1 Table 17.4.
(d) Officia holdersinclude the Bank of England Issue Department and, exceptionaly, the Banking Department.

(e) Direct holdings only; explained in the notes.

(f)  Of which undated stocks amounted to £3,194 million.
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Notes and definitions

The national debt

The national debt comprises thetotal liabilities of the National
Loans Fund. The total excludes accrued interest (including
index-linked increases) on national savings, Consolidated Fund
liahilities (including contingent liabilities, eg coin), liabilities of
other central government funds (notably the Issue Department’s
note liabilities, Northern Ireland government debt and stocks issued
by certain government funds), and sundry other contingent
liahilities and guaranteed debt.

The national debt includes the whole nominal value of all issued
stocks, even where there are outstanding instalments due from
market holders; in such circumstances a counter entry isincluded
in public sector liquid assets. The nominal value of index-linked
gilt-edged stocks has been raised by the amount of index-related
capital uplift accrued to 31 March each year where applicable.
Definitive figures for the national debt will be published in the
Consolidated Fund and National Loans Fund Accounts 1993/94
Supplementary Satements. Provisional figures (some of which are
revised in this article) are from Financial Satistics, September
1994.

Market holdings of the national debt, etc

Market holdings exclude holdings by other bodies within the
central government sector (principally the funds of the National
Investment and Loans Office, the Exchange Equalisation Account,
government departments and the I ssue Department of the Bank of
England) and by the Banking Department of the Bank of England
(together called ‘official holders'). Theterm ‘market’ includes
local authorities and public corporations as defined for national
income statistics (see below). Exceptionally in these articles, Issue
Department holdings under purchase and resale agreements are
included in market holdings; such holdings are therefore included
in Table C as a central government liquid asset.

Grossdomestic product (GDP)

The percentage data shown are based on the average measure of
GDP at current market prices in four quarters centred on 31 March,
adjusted to remove the distortion caused by the abolition of
domestic rates and the introduction of the community charge.

Net indebtedness to the Bank of England Banking
Department

The Banking Department’ s holdings of central government debt
(principally sterling Treasury bills and British government stocks)
lessits deposit liabilities to the National Loans Fund and Paymaster
Generdl.

Savings banks

This comprises deposits on ordinary accounts of the National
Savings Bank.
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Notes and coin in circulation

Excludes holdings by the Banking Department of the Bank of
England which are subsumed within the figure for ‘Net
indebtedness’ (see above).

Other central government gross debt

Comprises market holdings of Northern Ireland government debt
(principally Ulster Savings Certificates) and the balances of certain
public corporations with the Paymaster General.

General government consolidated gross debt

Thisincludes not only market holdings of the national debt (qv) but
any market holdings of other central government debt. In addition
itincludes all local authority debt. All holdings of each other’s
debt by these two parts of the public sector are then netted off to
produce a consolidated total—which is the total of general
government debt held outside the general government.

Public sector consolidated total debt

Thisincludes not only market holdings of the national debt (qv) but
any other market holdings of central government debt. In addition
itincludes all local authority and public corporation debt. Al
holdings of each other’s debt by these three parts of the public
sector are then netted off to produce a consolidated total, which is
the total of public sector debt held outside the public sector, and

of which further estimates (and afuller analysis) are published
each year by the Central Statistical Officein Table S1 of

Financial Statistics.

Thenet debt of the public sector

Thisis derived from the consolidated debt of the public sector by
deducting the public sector’ s holdings of liquid assets.

Official reserves

These are at the official dollar valuation (see notes and definitions
to Table 8.1 in the February 1994 Bulletin) converted into sterling
at the end-March middle-market closing rate.

I nstalments due on British gover nment stocks

The national debt includes the whole nominal value of all
issued stocks, even when there are outstanding instalments due
from market holders; acounter entry is, therefore, included in
assets.

PSBR
Figures are taken from Financial Statistics, September 1994.



The external balance sheet of the United Kingdom: recent

developments

This article examines changes to the net external asset position of the United Kingdom during 1993 (using
figures published in the 1994 CSO Pink Book). It focuses on changesin the pattern of capital flows
during the year and on the impact of valuation changes to existing assets, and includes an international

comparison of external balance sheets.

I ntroduction

The United Kingdom had net external assets of £20.3 billion
at the end of 1993, compared with arevised balance of

£10.6 billion at the end of 1992. Thisincrease in net
external assets was achieved despite a current account deficit
and reflected a positive revaluation of UK net assets, largely
the result of asset price movements (see Table A). The net
asset position (the balance of gross stocks of assets and
liabilities of over £1.3 trillion) is, however, subject to
revisions—as illustrated by the £16 billion downward
revision to the 1992 figure since the 1993 Pink Book.

TableA
UK external assetsand liabilities®
£ billions
Stock Identified Net Total Stock
end- capital valuation change  end-
1992 flows effect (b) instock 1993
Non-bank portfolio
investment:
Assets 227.2 50.0 331 83.0 310.2
Liabilities 140.5 24.1 20.6 4.7 185.2
Direct investment: (c)
Assets 143.7 17.3 5.2 225 166.2
Liabilities 121.8 95 -04 9.1 130.9
UK banks' (d)(e) net
liabilitiesin:
Foreign currency 14.3 3.7 -7.2 -35 109
Sterling 324 -8.2 -0.7 -8.9 235
Public sector
Reserves (assets) 279 0.7 12 1.9 29.8
British government
stocks (liabilities) 28.8 134 4.7 18.1 46.9
Other net public sector
assets -53 24 -04 2.0 -34
Other net assets -45.0 -36.2 -4.0 -40.2 -85.2
Total net assets 10.6 -8.3 18.0 9.6 20.3

(@) Thesign convention is not the same as in the balance of payments: atransaction that increases
an itemised stock is + and one that decreasesit is-.

(b) Residual component.

(c) UK banks' externa borrowing from overseas affiliates is treated in the published data as an
offset to outward direct investment, but it is treated here as part of the banks' net foreign
currency liabilities.

(d) Estimated take-up of UK banks bonds appears indistinguishably from foreign investment in
other UK company subsidiariesin the published data, but is treated here as part of banks' net
foreign currency liabilities. Banks' holdings of foreign currency bonds are treated as foreign
currency lending.

(e) UK monetary sector plus certain other financial institutions.

Net capital inflows totalled £8.3 billion in 1993. There were
massive inward and outward portfolio investment
transactions during the year. The record purchases of
overseas securities by UK residents (mainly banks and
securities dealers), which seem to have been financed mainly
by foreign currency borrowing from overseas, were subject
to significant revaluations largely as aresult of price

Chart 1
Net identified external assetsat current pricesand asa
per centage of annual GDP
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increases. The increased holdings of securities also provided
additional interest and dividend receipts which contributed
to net investment earnings of £3.1 billion in 1993, down on
1992's £4.3 hillion of earnings.

Capital flows

The United Kingdom'’s capital account transactionsin 1993
were dominated by activity in the securities markets. Both
net outward and net inward portfolio investments were at
record levels—at £85 hillion and £40 billion respectively.
Gross turnover also soared. Banks reported a threefold
average increase in their own transactions in overseas bonds
between 1992 and 1993.

Balance of payments data can offer only limited insights into
the intentions of investors, because they record flows which
in the event establish equilibriating exchange rates and asset
pricesin the market. But a number of features of market
conditions may have contributed to the scale of activity.

First, as both market and official short-term interest rates
fell, investors sought ways to improve returns. The higher
returns available from longer-term maturities proved
attractive, and this encouraged securities markets' activity.
Second, there was a sharp increase in borrowing by
sovereign authorities—both to fund government deficits and
to replenish foreign exchange reserves in the wake of the
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intervention within the European exchange rate mechanism.
Around $45 billion worth of international foreign currency
bonds were issued by European governments in the first half
of 1993, and $28 hillion in the second half. These
high-quality sovereign bonds with a zero capital adegquacy
weighting were particularly attractive to banks, which were
generaly facing weak loan demand. The need of a number
of governments—particularly in Europe—to sell high
volumes of debt also encouraged them to introduce changes
to their instruments and markets to make them more
attractive to international investors.

Given London’ simportance as an internationa financia
centre, both its banks and securities dealers—in their role as
financial intermediaries—benefited from the active financial
markets. Banks' fee income from overseas for securities
transactions, for instance, increased by 50% in 1993 to
£280 million.

Banks and securities dedlers recorded sharp increases in their
net purchases of overseas securities, particularly bonds.
Banks purchased £34 billion of bonds and securities dealers
£39 hillion—Dboth threefold increases on the previous annual
records. Thissurge in portfolio investment was associated
with a sharp increase in their net short-term borrowing. In
total, UK residents—mainly banks and securities dealers—
borrowed around a net £60 billion from overseasin 1993,
easily arecord (see Table B).(0 This suggests that the
portfolios of both banks and securities dealers were at |east
in part financed by short-term borrowing.

especially combined with an expectation that short-term
interest rates would remain low (in the case of US rates) or
fall (in the case of European rates). The market corrections
in February this year followed the risein US short-term
interest rates and were associated, in the UK balance of
payments accounts, with a sharp reversal of investment
flows.

Chart 2
Portfolio investment®
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(@) Includesbanks' investment. + = increasein liabilities.
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TableB
UK balance of payments: transactionsdata
£ billions
Increasein UK assets (-)/increase in UK liabilities (+)
1989 1990 1991 1992 1993
Current balance -225 -19.0 -8.2 -9.8 -10.3
Long-term capital:
Public sector (a) -34 -0.6 7.0 77 14.6
Private sector (b) -21.3 32 -19.0 -13.8 -68.0
-24.7 25 -12.0 -6.1 -53.5
Balance -47.2 -16.5 -20.1 -15.9 -63.8
Short-term capital (c) 224 84 13.7 131 33.7
Banks' transactions (d) 16.4 7.3 9.6 -5.0 28.8
Balance before
reservesand errors -8.3 -0.7 31 -7.9 -13
Reserves 54 -0.1 -2.7 14 -0.7
Errorsand omissions -2.9 -0.8 0.4 -6.5 -2.0

Columns may not sum to totals because of rounding.

(a) Includes overseas purchases of gilts and long-term government borrowing.

(b) Includes direct and portfolio investment excluding overseas investment in gilts.

(c) Includesall non-bank and government capital flows other than long term as defined above.
(d) Banks' net deposits, ie excludes banks' portfolio direct investment.

Foreign-owned securities dealers appear to have financed
some of their investment by borrowing from their overseas
parents, including through repurchase agreements. The
existence of a positive yield curve—particularly in dollars,
but also in sterling—made such transactions attractive,

In contrast to banks and securities dedlers, life assurance and
pension funds concentrated their overseas securities
investment in equities. But outward investment in equities,
although strong at £8 billion, did not exceed the record years
of 1989 and 1991. Instead institutional investors were heavy
purchasers of UK securities.

Inward portfolio investment into the United Kingdom was
also at record levelsin 1993. The funding of the public
sector borrowing requirement (PSBR) provided a steady
supply of gilts during the year; and falling UK interest
rates, a positive outlook for inflation and, for most of the
year, abroadly stable exchange rate made gilts attractive to
overseas investors, whose net purchases were arecord

£13 billion.

Overseas investors also made record net purchases of UK
company securities (£25 billion). Companies took the
opportunity of falling interest rates and rising share prices to
raise funds in the securities—and particularly the equity—
markets and repay bank borrowing. And they responded to
the strong rally in fixed-interest sterling markets by
significantly altering the currency profile of their bond
liahilitiesin favour of sterling fixed-rate bonds. In the year
to the end of 1993, the outstanding proportion of sterling
denominated fixed-rate to total UK corporate bonds
increased from 17% to 23%. (By June thisyear, it had
reached 26%.) In contrast, the proportion of yen and Swiss
franc denominated bonds fell from 14% to 9%.

(1) TableB presents balance of payments datain aform that highlights the distinction between short and long-term capital. Thisform of presentation
has not traditionally been used for the UK accounts but is common elsewhere, and is used by a number of countries eg Japan.
(2) Moredetails on this can be found in the article on company profitability and finance in the August Bulletin, pages 241-9.
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UK companies also raised capital in other markets.
According to data collected by the Bank of England and
included in the balance of payments statistics, UK
companies raised atotal of $1.6 billion in the US markets,
with American Depositary Receipts—a vehicle used to allow
trading in overseas equities in the US markets—particularly
prominent. Thisyear, some companies have also issued
equity securities on the National Association of Securities
Dealers Automated Quotations (NASDAQ). UK companies
were also significant issuers in the euromedium-term note
(EMTN) market; 1993 was notable for the number of issues
structured to the needs of investors using derivatives.
According to data from the Bank of International
Settlements, outstanding UK EMTN issues doubled to

$19.6 hillion in the year to the end of 1993 (and reached
$28 hillion by the end of June 1994).

The apparent recovery in inward direct investment capital
flows reflected the recovery in the earnings of UK direct
investment enterprises (see the section on investment income
below) and the retention of a significant proportion of these
earnings. By contrast, gross outflows of share and loan
capital into direct investment enterprises were at their lowest
since 1984, perhaps reflecting the corporate sector’ s focus on
balance-sheet restructuring rather than expansion. Similarly,
gross inflows were below those seen in recent years, when
the development of the Single Market may have encouraged
asurge of direct investment activity. Nonetheless, the
trend—evident since 1990—of net inflows of share and loan
capital continued.

Effects of revaluation and an international
comparison of exter nal balance sheets

A current account deficit has to be financed by net capital
inflows. Other things being equal, these will reduce net
external assets by areduction in gross external assets, an
increase in gross external liabilities or some combination of
thetwo. Net external assets are, however, also affected by
changes in the valuation of gross external assets and

Chart 3
Contributionsto changesin net external assets
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(a) Residual component-difference between change in recorded net stock and
identified net flows.

liabilities. In 1993, revaluation effects of some £18 hillion
more than offset the negative impact of the £8 billion needed
to finance the current account deficit. Asaresult, the
United Kingdom'’ s stock of net external assets rose to

£20 billion.

Revaluation effects may be the result of changes in exchange
rates or securities prices, or of other factors such as
write-offs and revaluations of direct investment. Itis
difficult precisely to reflect the effect of changesin exchange
rates and asset prices in the official statistics, and so thereis
an element of uncertainty in the estimate of the net asset
position. Table C estimates the impact of revaluation factors
and relates them to identified capital inflows. The estimate
for the exchange rate revaluation effect is disaggregated into
components for portfolio investment, direct investment and
other net assets (Ilending to overseas residents and the effects
on the official reserves and central government assets).

Since precise figures are unavailable because of alack of
information about currencies of denomination and the types
of investment involved, the estimates should be regarded
only asindicative.

TableC
Changein identified net external assets
£ billions
Average (a)
1982-89 1990 1991 1992 1993 1994 H1
A Current balance (deficit -) -4.1 -190 -82 -9.8 -103 -24(b)
B Identified capita flows
(inflows-) (0) -1.9 -182 -86 -34 -83 -14
C Revauations 4.7 -41.4 115 157 180 6.4
of which:

Exchange rates -20.8 103 456 40 18
Portfolio investment -19.0 32 277 02 10
Direct investment -14.2 64 276 30 27
Other net assets 12.4 0.7 -9.7 08 -19

Securities price effect -14.1 99 -133 127 237

Other (d) -6.5 8.7 -165 1.3 -19.2

D Changeinidentified net
assets (increase +) 28 -59.6 29 123 96 49
E Netasset level (end-year)  55.0 46 -17 106 203 252(

F Baancing item (f)
(inflows/credits +) 23 08 -04 6.5 20 10

(a) End-year net asset level refersto end-1989.

(b) Seasonally adjusted.

(c) Note the difference between this sign convention and that of the balance of payments statistics.

(d) Including revaluations to direct investment stocks relating to write-offs, profitable disposal's of
assets etc aswell asresidual error.

EF)) Thisisapreliminary estimate of the net stock position at the end of the second quarter of 1994.
F=B-A.

Since 1990, when there was a negative effect of £41 billion,
revaluation effects have been positive. Sterling's
depreciation in 1992 following the suspension of ERM
membership led to avery large positive revaluation of the
sterling value of assets denominated in foreign currencies,

in 1993, by contrast, the exchange rate revaluation effect was
small because sterling’ s effective exchange rate was broadly
unchanged between year-ends. 1n 1992, sterling’s
depreciation resulted in a £27.7 billion upward exchange rate
revaluation of net portfolio investment assets. But therally
in sterling securities markets (particularly relative to
overseas markets) following the suspension of ERM
membership led to a negative price revaluation effect of
£13.3 billion, as the value of UK gross liabilities held by

357



Bank of England Quarterly Bulletin: November 1994

overseas residents increased by alarger amount than UK
external assets. By contrast in 1993, the positive revaluation
on portfolio investment of about £13 billion seems to have
been almost wholly the result of changes in securities prices.

Preliminary estimates for the first half of thisyear indicate a
£6.4 billion positive revaluation. Again the dominant factor
was a positive securities price effect: this probably reflected
the relatively sharp declinein UK sterling bond pricesin the
first half of 1994. The size of the effect, however, should be
regarded with caution since the portfolio levels data may be
subject to significant revisions. The exchange rate effects
werein line with those in 1993, with a positive effect asa
result of the slight depreciation of sterling over the first half
of the year.

The net external asset positions of the United States, Japan,
Germany and France—as well as the United Kingdom—are
set out in Table D. Their different current account

TableD
International comparisons of external net asset
positionsa

End-years 1981 1985 1990 1991 1992 1993
United States

$ billions 3743 1391 -2919 -3495 -507.9 -555.7
Percentage of GNP 12.3 34 -5.3 -6.1 -84 -8.7
Japan

$ billions 10.9 1298 3281 3831 5136 6108
Percentage of GNP 10 10.0 10.3 10.6 137 14.4
Germany

$ billions 29.2 533 3568 3281 2860 2116
Percentage of GNP 4.0 9.0 218 187 16.5 13.0
France

$billions 56.4 6.1 -71.2 -745  -89.0 -98.7
Percentage of GNP 116 10 -5.7 -5.8 =71 -8.3
United Kingdom

$ billions 62.2 104.0 -8.9 -3.2 16.0 30.1
Percentage of GNP 119 224 -0.8 -0.3 18 3.2

(@ Thedataunderlying this table are taken from national sources, the IMF International Financial
Satistics Publication and the Financial Accounts of OECD countries: France. National
sources may use disparate methodologies.

performances and the effects of revaluations—mainly caused
by exchange rate fluctuations—have led to a sharp
divergence in their net external positions since the
mid-1980s.

Thefall in the value of Germany’s net external asset position
in recent years has been accompanied by its current account
moving into deficit since 1991. The appreciation of the
Deutsche Mark against the US dollar from 1988 onwards has
further reduced its net external asset position. Unlike
Germany, Japan—although its currency has also
appreciated—has continued to run significant current
account surpluses in recent years. Asaresult, whereasin
1990 its net asset position was broadly similar to Germany’s,
by the end of 1993 Japan’s net assets were almost

$400 billion higher. US net externa liabilities have
continued to increase, as the current account has remained in
deficit. And current account deficits between 1987 and 1991
have resulted in France’' s moving from a broadly neutral
position in 1985 to having net liabilities of $100 billion by
the end of last year.
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International comparisons of external net asset
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(@) Seefootnoteto Table D.

Investment income

UK net investment income earnings declined slightly in 1993
from the record figuresin the previous year, but remained
significantly above the position in the early 1990s. As

Table E shows, the decline in net earnings was attributable to
the performance of net direct investment earnings. Both
inward and outward gross earnings rose in 1993, but the
growth of inward earnings was larger. The earnings of
foreign-owned enterprisesin the United Kingdom increased
as activity picked up; most notably, after four years of poor
returns foreign-owned banks increased their earnings

by £3.2 billion compared with 1992. Thisrecovery was
mainly the result of afall in provisions against bad debts and
of the favourable conditionsin the capital markets. By
contrast, UK-owned banks overseas recorded only mixed
results, mainly because of subdued earnings in Europe.

TableE
Investment income (1)

£ billions

Annual average
1982-89 1990 1991 1992 1993 1994 H1

Earnings on assets

Portfolio (a) 2.6 47 55 83 9.9 5.1
Direct 9.5 156 128 133  16.7 9.8
Other non-bank private
sector 1.8 3.8 4.3 4.0 4.8 25
Public sector (b) 11 18 18 16 14 0.9
UK banks' spread earnings
on external lending 18 0.1 0.3 18 20 19
Total 16.7 26.0 247 290 348 202
Paymentson liabilities
Portfolio (a) 1.4 5.8 6.5 6.4 6.6 35
Direct 6.8 7.0 45 51 105 4.4
Other non-bank private
sector 19 4.7 5.7 6.9 8.1 50
Public sector (c) 18 25 2.6 31 33 21
Banks' cost of net liabilities 1.5 5.0 5.6 32 32 0.8
Total 133 250 249 247 317 157
Net Il earnings 34 1.0 -0.2 4.3 31 4.4 (d)

Net |1 excluding spread
earnings 16 09 -05 25 11 25

(8 Non-bank private sector.
(b) Including official reserves.
(¢) Including gilts.

(d) Not seasonally adjusted.
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Banks' earningsfrom foreign exchange servicesto overseas residents

The importance of the foreign exchange market in the
United Kingdom has been shown in surveys of foreign
exchange turnover, most recently in 1992.0 The Central
Statistical Office (CSO) therefore asked the Bank to
investigate the possibility of producing estimates of
banks' foreign exchange service earnings consistent with
IMF guidelines, for use in the current account of the
balance of payments. The IMF guidelines, included in
the fifth edition of its balance of payments manual
(published in 1993), contain a recommendation that the
spread between the midpoint and the buying or selling
rate on foreign exchange transactions should be regarded
asaservice charge.

Until the end of 1991, banks provided data on their
foreign exchange earnings from overseas residents
(though these were not consistent with the new IMF
guidelines). During the last Banking Statistics Review in
1990, however, bank representatives stressed the
difficulties in estimating the split of earnings between
overseas and UK residents, and hence the poor quality of
the data provided. Asaresult, the split was not included
in the new reporting form on balance of payments current
account transactions introduced in 1992 (although data on
explicit fees and commissions received from overseas
residents for foreign exchange trading was included).

It was clear as aresult that, to meet the IMF
recommendation, the Bank would have to rely on
information additional to that provided through the
regular reporting system. It was decided to produce a
benchmark estimate using the Bank’s 1992 survey of
foreign exchange turnover. Asthat survey was carried
out in a month which the Bank for International
Settlements (BIS)@ described as fairly normal on the
exchanges, it was reasonable to apply an average spread

to the turnover data to produce areliable estimate of
service earnings. Deriving the benchmark estimate was
still not straightforward, however: decisions had to be
made about the type of business (spot and outright
forward), the size of the spread (five basis points was
settled on), and the type of counterparty (non-bank
overseas residents) to include.

The results were highly sensitive to these decisions—
particularly the exclusion of trading between UK banks
and banks resident overseas. The BIS report stated that
banksin smaller centres tend to hedge their positionsin
bigger centres; if so, banksin London are probably
providing hedging servicesto other financial centres.
Ideally, those services should be included in the estimate,
but the banks contacted were unable to offer any
indication about the scale of the activity. It islikely that
including even asmall proportion of this business would
have significantly increased the estimates of service
earnings; for that reason, the figures probably understate
UK banks' foreign exchange service earnings from
transactions with overseas residents.

The benchmark estimate suggested that, at £125 million,
foreign exchange service earnings from overseas
residents constituted around 30% of total bank earnings
from foreign exchange dealings in the second quarter of
1992. In considering how to produce regular quarterly
estimates, the Bank decided against simply applying a
constant 30% factor to banks' total foreign exchange
earnings, because research suggested that market
volatility affected the relationship between service
earnings and total earnings. Consequently, a quarterly
standard deviation measure of exchange rate volatility for
the major currencies was developed, which is taken into
account when the quarterly estimates are produced.®)

(1) Seethearticle, ‘ The foreign exchange market in London,” in the November 1992 issue of the Bulletin.
(2) Seethe‘Central Bank Survey of Foreign Exchange Market Activity in April 1992', BIS Monetary and Economic Department, published March 1993.
(3) Copiesof the full report produced for the CSO may be obtained by writing to the Balance of Payments Statistics Group, Monetary and Financial

Statistics Division, Bank of England.

Total UK earnings on overseas direct investments once
again benefited from robust economic growth in North
America—the location of approximately 40% of UK direct
investment.

There was an improvement in the net earnings of non-bank
portfolio investments on the positive position in 1992. As
the rate of return on assets was broadly unchanged between
1992 and 1993 (see Table F below), the higher gross
earnings were the result of the massive build-up of holdings
of overseas securities after the suspension of sterling’s ERM
membership. Therisein earnings was paralleled by higher
payments on the ‘ other overseas liabilities’ of the non-bank
private sector, ie short-term borrowing abroad. The most
significant element in this was increased payments by
non-bank UK financial institutions and probably represented
the financing of security positions. But even net of these

borrowing costs, portfolio earnings increased (by
£0.4 billion).

Asin 1992, banking sector earnings contributed significantly
to strong net investment income earningsin 1993. Banks
recorded net interest and dividend receipts—rather than
payments—for the first time since 1986. An important
factor was a shift in the relative importance of the various
sources of banks' overseas earnings—with securities

income forming an increased proportion, reflecting the
record purchases of overseas securities described above.

The benefit to banks overseas earnings of their greater
involvement in securities marketsisillustrated in Chart 5,
which shows their ‘turn’—their investment earnings less
their cost of funding. The data, based on a method
developed within the Bank, were published in the British
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M easurement issues

The 1994 CSO Pink Book included revisions to the data
published a year earlier. The revisions to the current
account deficitsin 1990, 1991 and 1992 widened each by
between £0.5 billion and £1.2 billion, in part because of
improved estimates of the interest payable on overseas
residents’ holdings of gilts. The net asset position at
end-1992 was revised down by £16 billion to £10 billion.
And the net statistical discrepancy in 1992 was increased
from under £1 billion to £6.5 billion. Although larger than
in last year's Pink Book, the discrepancy remained
considerably smaller than the corresponding balancing
items published in the late 1980s. The volatility of the
quarterly net statistical discrepancy suggests, however, that
gross errors and omissions remain significant (see the
chart).

Balancing item: annual and quarterly

Annual £ billions
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- - 4
+
- -0
- - 4
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- . . . . . . . . . . M
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The United Kingdom is not unique in having such a
statistical discrepancy. The annual report of the
International Monetary Fund's (IMF' s) balance of
payments stati stics committee, published in April,
highlighted the problem of measuring a bal ance of
payments in aworld of increasingly free capital
movements. Between 1990 and 1992, there was a recorded
deficit in the world current account of around $100 hillion
ayear; inthe same period, the world had a recorded excess
of capital inflows over outflows of between $80 billion and
$150 hillion ayear.

Both at a global and European level, efforts are being made
to improve the quality and comparability of balance of
payments data.

At aworld level, in 1992 the IMF created a balance of
payments statistics committee to take forward the
recommendations contained in its studies into current and
capital account discrepancies. One of that committee’s
priorities has been to improve the data on portfolio
investment. The capital account study had revealed serious

problems in the measurement of transactions flows and in
the associated stock and investment income estimates. As
apractical step forward, it had recommended a benchmark
portfolio investment survey co-ordinated by the Fund. The
committee has set up atask force to prepare for such a
co-ordinated survey of assets (and if feasible, liabilities) at
the end of 1997. The Central Statistical Office (CSO) and
the Bank will both be represented on the task force.

For the participating countries, a comprehensive
benchmark survey of assets should improve the quality of
outward portfolio investment stock data, and so investment
income data. In addition, the Bank’s experience with
benchmark surveys—such as the recent survey of gilts
hol dingsb—suggests that the knowledge gained can help to
improve the coverage of transactions data by correcting
persistent reporting errors. A co-ordinated survey across
countries, providing a breakdown of assets by the country
of residence of the debtor, should bring additional benefits
to the participating countries: by exchanging comparable
data (so far as confidentiality constraints permit),
participants should be able to improve their estimates of
non-resident holdings of their liabilities (inward portfolio
investment)—even if the survey does not set out to cover
inward investment.

The survey should help to reduce the worldwide
discrepancy on the portfolio investment account, and
encourage a more consistent approach between countries,
not only for the treatment of stock data but also for
transactions data. It should also help spread best practice;
and comparison of its results may well highlight bilateral
discrepancies. But there will clearly be costs both for the
compilers and reporters, and these will need to be
contained.

In Europe, a European Monetary Institute (EMI) task force
on balance of payments capital flows and stocksis
reviewing the methods used by European balance of
payments compilers. The objective isto produce
meaningful aggregates for the European Union, based on
the method set out in the fifth edition of the IMF balance of
payments manual. Where difficulties arise over how to
apply the IMF method, the task force is considering a
standard European approach. The Bank and CSO are again
both represented on the task force.

The Bank is contributing to this work particularly in the
area of portfolio investment. To help European compilers,
it has established a database of financial terminology which
includes descriptions of different types of instrument and
sets out how they should be treated in the balance of
payments accounts. The database combines capital market
knowledge with balance of payments method: itis
intended as a practical aid to the work of European balance
of payments compilers and a stimulus to greater
consistency of approach. It has been created primarily for
European compilers, but interest has also been expressed
elsewhere. Although the Bank provides recommendations
on the appropriate treatment of the instruments covered, the
final decisions are made by the task force.?

(1) Details of the survey were included in an article on developmentsin the gilt-edged market in 1993 in the February Bulletin, pages 98-102
(2) A copy of an article describing the Bank' s database (originally published in the IMF's balance of payments newsletter) is available from the Balance of Payments Statistics Group,

Monetary and Financial Statistics Division, Bank of England.
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External balance sheet

Chart 5
Banks: portfolio investment income net of funding
costs®

£ billions
- - 3

_ L | 1 1 1 1 —0
1984 86 88 20 92

(a) Source: British Invisibles' City Table' 1994.

Invisibles 1994 City Table.® They show avery sharp
increase in banks' net earnings from portfolio investment in
1993; since 1991, these earnings have now almost tripled to
£2.2 billion. Although the method used to produce the data
could usefully be refined further, the underlying message
from the figures appears clear: that the UK banks' funding
of longer-term assets with short-term liabilities had a
significant beneficial effect on the current account position in
1993.

Estimates for 1994 H1 put net investment income at

£4.4 billion. A main factor behind this strong performance
was the recovery in UK direct investment earnings. Net
earnings of £5.4 billion on direct investments were only

£0.8 billion below the total for 1993 asawhole; this

result probably reflected economic recovery in foreign
markets. UK banks have continued to report net interest and
dividend receipts and, asin 1993, net receipts on interest rate
swaps.

Capital gainsand full ratesof return

Table F sets out estimated investment income and full rates
of return in recent years. The investment income rate of

TableF
Estimated investment income@ and full® rates of return
on identified assets and liabilities

Percentage points
Assets
Total Portfolio Direct Banks
Foreign Sterling
currency

1 Full I} Full 1l Full 1 Full I Full

1989 7.7 174 33 187 134 119 81 173 126 13.7
1990 87 -54 41 -202 128 25 93 -45 138 14.2
1991 81 100 38 137 101 6.8 9.8 86 153 10.3
1992 59 181 42 159 89 167 60 213 111 6.5
1993 54 84 38 120 9.7 129 5.7 58 7.4 8.4

Liabilities
Total Portfolio Direct Banks
Foreign Sterling
currency
IRl 00 Rull I Full I Ful I Full

1989 7.8 169 56 182 9.3 9.4 78 182 113 10.0
1990 85 -10 67 -39 62 -48 9.0 -41 129 12.6
1991 81 88 62 135 3.8 14 9.3 84 137 10.9
1992 56 165 51 161 42 -15 56 213 9.2 7.1
1993 52 67 40 126 8.0 7.7 54 4.9 6.1 6.4

(a) Il earnings as a percentage of the stock.
(b) 11 earnings plus stock revaluations as a percentage of the stock.

return is calculated by taking earnings as a percentage of the
stock of investment. The full rate of return includes
investment income earnings plus any capital gains, again
expressed as a percentage of the stock. 1n 1993, the full rates
of return on all assets declined significantly; they had been
unusually high in 1992 because the depreciation of sterling
that autumn had boosted the sterling value of foreign
currency assets and liabilities. Over the last five years, the
investment income rates of return for total assets and
liabilities have proved remarkably similar.

Table F also highlights the recent tendency for income
returns on UK portfolio investment liabilities to be higher
than those on assets. Among other factors, this may reflect
the preference on the part of UK investors for lower-earning
capital-uncertain portfolio investments. Over along period,
however, the full rates of return on portfolio assets and
liabilities have been similar, implying that the capital gain on
assets has been greater than that on liabilities. In an efficient
market, the expected full rates of return, expressed in
sterling, should be equal at the margin.

(1) Banks portfolio investment funding costs are not directly reported and had to be imputed. The method used was set in the press release issued when
the City Table was published. Essentialy, the stock of investment to be funded is allocated between banks' own foreign currency capital, securitised
borrowing from overseas and aresidual amount. Capital isregarded asinterest-free; interest on securitised borrowing is estimated by the Bank; and
therate of interest applied to the residual amounts is assumed to be equal to theimplied rate of interest on banks' total foreign currency borrowing

and deposit liabilities to overseas residents.
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Sustaining the recovery

The Governor discusseso the contribution that the successful conduct of monetary policy can make to
sustaining economic growth. He explains how policies aimed at achieving stability will also promote
employment. And he outlines the reasons behind the decision to raise interest rates by /2% to 5%.% on

12 September.

| am very glad to be here this evening—for two reasons.
Thefirst isthat my visit gives me the opportunity to learn at
first hand about economic conditionsin this part of the
country. The Bank attaches great importance to its direct
contacts with industry—through the involvement of
industrialists on our Court of Directors, through senior
executive visits around the country such as this one and
through our network of industrial agents, including

Robin Webster in Newcastle. The information that we
gather in these ways plays a significant part when we come
to formulate our monetary policy recommendations.

My second reason is that this dinner gives me the
opportunity to explain to you the reasons for last week’s
interest rate rise. But before | come onto that, | should like
to say afew words about the economy more broadly.

It should go without saying that what we are ultimately
seeking to do through monetary policy isto promote the
economic prosperity of this country—the growth of output
and employment. That isour wholeaim in life. The debate,
as | have said many times before, is about the means to that
end, not about the end initself; and for that we need to try to
understand the nature of the pressures we are facing.

As astarting-point, | should like to distinguish between
longer-term, structural pressures on the one hand and
shorter-term, conjunctural pressures—those associated with
the business cycle, if you like—on the other.

Y ou here in the North East know as much about structural
pressures as anyone! Y ou have for decades lived through
the rise and fall of great companies and industries under the
impact of changing demands, changing technologies and
changing production techniques, driven on by increasingly
global competition. You know what that means in terms of
economic and social stress. Those same pressures have
affected—and are now increasingly affecting—the whole of
the industrial world, including many of the service industries
aswell as manufacturing.

| know it’s cold comfort, but in the longer term we all stand
to gain from these developments. The world as awhole, for
example, is clearly better off asaresult of cheaper and more
effective satisfaction of consumer needs; and rising real
incomes, say, in countries like Chinaand Indiawith their

huge populations are not only good in themselves, but they
necessarily generate increasing demand for goods and
services from other countries. Innovation and competition
within free and fair markets make for a powerful
positive-sum game. But it involves a process in which
production can readily move from one location to another in
search of cost advantages or in response to changing patterns
of demand. And that processis a potentially difficult onein
the short and medium term for established producers and for
the countries in which they operate.

To survive—let alone prosper—companies and industries
exposed to the full force of competition need constantly to
update and innovate, and to improve their productivity. This
often itself involves new production techniques, employing a
smaller and typically more highly skilled workforce. At the
macroeconomic level, this can improve a country’s potential
growth rate; but it also poses the threat of increasing
unemployment—structural unemployment—especially
among the less highly skilled, unless other companies and
industries can be created or expanded to provide new jobs.

The problem of structural unemployment represents an
enormous challenge to economic management—especially
in Europe. | havein fact been very encouraged by the
evidence | have seen of economic regeneration herein the
North East—you have had some notable successesin
attracting new activities. And that istrue of thiscountry asa
whole, at least by comparison with some of our European
partners. But thereis nevertheless even here ahuge
overhang of structural unemployment already, and the
pressure of competition continues to grow.

Now thereis, frankly, not agreat deal that monetary policy
can do directly—and | emphasise directly—to improve the
problem of structural unemployment. But an unstable
monetary regime can make it worse. The direct remedies for
structural unemployment lie for the most part in improving
the adaptability and flexibility of the economy—through
microeconomic, supply-side actions, for example improved
education and training (including retraining), the removal of
unnecessary burdens and constraints on business activity,
and in improvements in the working of the labour market.

Most of these questions are outside the Bank of England’'s
particular area of competence—except in one respect: we do

(1) Inaspeech on 22 September to the CBI northern regional annual dinner.
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certainly have arole to play in helping to ensure that the
financia system, including the banking system, is effective
in supporting the wider economy. In this areawe have been,
as you know, putting a particular effort recently into trying
to improve the rel ationships between the banks and the small
business community. And we are persisting in those efforts
because we believe that small businesses make an important
contribution to the flexibility of the economy and to the
problem of structural unemployment.

But the Bank’ s main business—its mainstream monetary
policy—is concerned with a quite different problem. Itsrole
is to provide a stable macroeconomic environment—
specificaly, price stability—as the context within which
people and businesses can plan for the medium and longer
term. To do this, we useinterest rates to try to ensure that
monetary conditions remain stable. Thisin turn helpsto
ensure that the economy grows at a sustainable pace and
helps to prevent the emergence of inflationary imbalances
between aggregate demand and the capacity of the economy
to meet that demand. In this sense, monetary policy is
concerned with conjunctural problems—and with trying to
moderate the swings in the business cycle.

Where we are starting from recession, with the economy
operating somewhere below capacity—as was certainly the
case in this country in 1991-92—then it is perfectly true that
monetary policy can, consistently with its stability objective,
encourage the economy to grow at aboveitstrend rate for a
time, bringing down cyclical unemployment without that
rekindling inflationary pressures. In principle, this can
continue up to the point at which the economy is operating at
full capacity, at which point the expansion has to be slowed
down to thetrend rate if inflation is not to revive. Butin
practice of course we do not know within awide margin
what the trend rate is, or how to measure full capacity—so
that we have to operate pragmatically, watching carefully for
early signs of re-emerging inflation as evidence that we are
approaching full capacity, at least in some sectors of the
economy, and allowing time for capacity in those
constrained sectors to improve. And we have to be ready to
moderate the expansion gradually, well before we overshoot.
I will return to thisin a moment.

The relevant point for the time being is that even to this
degree we are talking only about the cyclical component of
unemployment. We are not talking here about its structural
component, though of course | understand that if you are
unemployed you are not much interested whether it isfor a
structural or cyclical reason.

To the extent that monetary policy is successful in achieving
greater stability over the cycle, it can contribute indirectly to
improving the supply capacity of the economy and reducing
the level of structural unemployment. Productive capacity
and the associated labour force are more likely to be made
prematurely—and permanently—redundant in a
boom-and-bust environment, during the downturn; and new
investment is more likely to be encouraged in the longer
term by the prospect of steadier and more sustained

expansion. To this degree, monetary policy hasacrucially
important roleto play. But it cannot, asis sometimes
implied, be used to attack the problem of structural
unemployment directly—pumping up demand without
regard to the existing supply capacity of the economy. That
would be a sure recipe for the re-creation of inflation and a
further round of go-stop.

What we are trying to do then, through monetary policy, is
to deliver stability in this broader sense through permanently
low inflation—defined by the Government as 1%—4%, and
within the lower part of that range by the end of the present
parliament. That objective and the reasons for it are, |
believe, now very widely understood and supported.

In large part, that public understanding and support reflects
the still relatively recent, bitter experience of what happens
if inflation and the business cycle are allowed to get out of
hand. But public understanding has a so been helped, |
believe, by the greater openness with which monetary policy
is now conducted—through our own Inflation Report and
through the publication of the minutes of the Chancellor’s
monetary policy meetings. What these procedures have
demonstrated—to the satisfaction of all but afew
dyed-in-the-wool sceptics—isthat monetary policy
decisions are essentially technical economic decisions and
not dominated by short-term political considerations. They
have also shown just how difficult and uncertain those
technical decisions are. This has contributed over the
summer to as good a public debate about the appropriate
stance of monetary policy as| can readily recall.

The fact isthat the immediate conjunctural situation is now
more favourable than it has been for ageneration. Inflation
during the past year—whether you are talking about
producer input or output prices, unit labour costs or any one
of arange of measures of retail prices—has been aslow as
most of us can remember. Activity on the other hand has
gradually accelerated, with gross domestic product rising by
3% in the year to June (or 3% excluding North Sea ail).
Thisiswell above anyone' s guess at the trend rate of
growth, and unemployment has steadily declined.
Meanwhile the expansion has become better balanced, with
some slowing in the growth of consumer spending and aflat
secondary housing market leaving room for stronger growth
of investment and net exports.

Why then has there been so much discussion about interest
rates, and why did we raise them last week? The reason—
and thiswas clearly reflected in the serious public debate,
which iswhat so much impressed me—is that we were not
just looking at what was happening last month or this; we
were looking at what needed to be done to hold on to this
favourable economic conjuncture looking out over the next
two years.

Now the plain truth is that nobody really knows—at least
with any precision or great certainty. The people to steer
clear of are those who tell you it is obvious what is going to
happen and obvious what should be done.
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There were indicators pointing to some, moderate
deterioration in inflation further ahead, which meant that we
could not be wholly confident of achieving the

Government’ s objective of the lower half of the target range
for inflation by the end of the parliament. The data | have
already referred to suggested output was growing faster and
from a higher base than we had previously thought. This
brought us closer to the point at which the economy would
begin to encounter capacity constraints, and there were
signs—perhaps a bit more than straws in the wind—of
lengthening delivery times and associated price increasesin
some of the intermediate goods sectors. There were also,
among business survey respondents, stronger expectations of
price increases; and they were faced with arisein
commaodity prices earlier thisyear.

There were, of course—as there always are—pointersin the
other direction. | have already mentioned the flat housing
market and slower growth in consumer spending. The
monetary indicators themselves, especially broad money
growth and the growth of bank lending, remained subdued.
And thereisfurther fiscal tightening still to come from the
1993 Budgets.

It isnot surprising that, in weighing up this conflicting
evidence, different commentators should emphasise different
elementsin the overall picture and reach different
conclusions. What was striking to me, though, was how
many outside commentators were already arguing for a
prophylactic move during the summer—far more than one
would normally expect in this country at this stage of an
expansion.

In the end, of course, the judgment was a matter of balancing
risks and, for our part, the risks did not appear symmetrical.
Especially in the light of past failuresto control inflation,
any suggestion that the authorities were prepared once again
to take risks on that side was likely to bring forward price—
and possibly pay—increases which would make the
prophecy of inflation self-fulfilling. Therisk, on the other
hand, that an interest rate rise now would serioudly stall the
overall expansion seemed comparatively small. Infact, a
degree of moderation at this stage seemed just as likely to
encourage business confidence in the sustainability of the
expansion, and encourage business investment, as to dampen
them; though that, | accept, of course can be argued either

way.
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So it was not, as you see, an easy decision and it was not
taken lightly or wantonly. That is why—with the decision
effectively taken at the meeting on the Wednesday—it was
decided, wholly reasonably in my view, that we should
reflect before going ahead. The Chancellor confirmed the
decision on the Friday and, with no particular reason to
delay, the Bank implemented it straight away on Monday
morning.

The precise timing came as a surprise to the financial
markets. Many people had come to expect atightening at
some point, but they had mostly concluded from the most
recent data—even before the Wednesday meeting—that we
would not in fact move this month. And they were
confirmed in that view when we gave no indication of an
intention to move through our money-market operations on
the Thursday and Friday. | can understand that some of
them felt they had been misled. But with the best will in the
world, the process of advice and debate cannot reasonably be
tied to reaching adecision to a precise timetable; and the
Bank cannot be expected either to telegraph the intention to
move or to implement policy changes to atimetable set
solely by market expectations.

We will of course be continuing to monitor the flow of data.
But unlessit all goesin one direction—which would be
surprising—we may not be sure for some time whether last
week’ s move was either necessary or sufficient. But | am as
confident as | can be that, by acting to raise interest ratesin a
carefully-considered and quite deliberate way, without any
of the customary prompts—no financial market crisis and no
sequence of unfavourable indicators patiently explained
away until the evidence became overwhelming—the
Chancellor has given us the best chance of creating the
conditions in which the economy can continue to prosper.
And that is as much as one can hope for. There can be no
guarantees.

It was too much to hope that the business community would
actually welcome the move—though some came
courageously closeto that. But if, by acting sooner rather
than later, we can keep the economy growing at a sustainable
pace and avoid the need to bring it eventually to agrinding
halt, | will still hope one day to persuade you that timely
increasesin interest rates are not a cause for gloom and
despondency, but a natural part of a benign process of
stabilisation. | recognise that it may take us alittle time!



Recent developmentsin supervisory practice

In a wide-ranging survey, Brian Quinn—Executive Director, Financial Stability in the Bank—suggestso
that the recent coincidence of a much more competitive environment and a pronounced cycle in economic
activity has played an influential part in supervisory developments.

He argues that economic cycles tend to produce exaggerated swingsin banks' profits; successful
moderation of the cycle—by the early and judicious use of macroeconomic policy—might be the most
important development in regulatory practice. Banks could in addition make their own contribution, by
improving their risk analysis; and he sounds a note of warning against lenders rationalising away the

lessons learnt in the recent cycle.

He also draws attention to the increase in financial criminal activity, and suggests that a recent UK
innovation to improve the exchange of information among regulatory and criminal-prosecution authorities
might serve as a model for wider international co-operation in this area.

I ntroduction

An examination of your programme over these last two days
suggests to me that much of the ground which might be
covered in any talk on recent developments in supervisory
practice may aready have been dealt with by others. |
certainly would not want to place myself in head-to-head
competition with the other speakers.

However, as some of you may be aware, the recent
reorganisation of the Bank of England has left me occupying
the position of Executive Director of the Financia Stability
Wing in the new, restructured Bank—a somewhat risky and
exposed position you might reasonably think. That role
encourages me to look alittle wider, and today gives me an
opportunity to do just that.

Some of you may also know that | have been chairman of the
supervisory sub-committee of the former Committee of EC
Governors (latterly the Council of the EMI) for these last
fiveyears. This enables meto look beyond the United
Kingdom so far as the banking sector itself is concerned.
However, | would wish to stress that any views | offer today
are entirely my own.

Finally, as the United Kingdom and some European
countries emerge from what was a particularly difficult
economic cycle, it might be interesting to spend alittle time
talking about what that experience may have taught us. The
connection between developmentsin the economy in general
and the performance of banks has seldom been clearer, and
prompts some thoughts on the implications of the current

and prospective stance of macroeconomic policy in a number
of countries. There are grounds for both encouragement and
for concernin what | think | see.

Recent developmentsin thereal and financial
economy

The last few years have witnessed a powerful combination of
forces leading to strainsin the banking sector and in
financial markets generally.

There seems to have been no let-up in the developmentsin
technology which allow financial institutions to come
forward with new and increasingly complex products. The
conduct of merger and takeover bids—to take just one
example—has been transformed by the imaginative use of
derivative instruments; and, of course, the playersin capital
markets have expanded to cover a much wider range of
financia and non-financial ingtitutions. These markets have,
as aresult, become wider; whether they have become deeper
is, however, another matter.

On the other side of the market, the consumers of financial
goods and services are enjoying probably unparalleled
benefitsin the variety and sophistication of what is available.
Asaquick glance at the daily newspapers will confirm, retail
customers as well as wholesale have a much wider choice of
products. The liberalisation of financial markets and
banking systems has also meant that access to these sectors
is probably freer than ever before. Taken together, these
factors have generated a distinct change of gear in
competition, with a general downward effect on the prices
and margins available to the manufacturers and distributors
of financia goods and services. This much iswell
recognised and has been the subject of much comment.

A further factor has been an economic cycle the length and
amplitude of which hasin many countries been greater than
in any period since the last World War. In the upswing of

(1) Inaspeech at the Financial Times' conference on international banking in Madrid on 30 September.
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this cycle, economic conditions existed which encouraged
banks and other financial institutions to deploy the new
technology and their enhanced marketing skills to maximum
effect. The feel-good factor among borrowers, personal and
corporate, was more than matched by the keenness of
existing and new participantsin the financial sector to
capture market share. Part of the perceived wisdom of the
time was that deregulation would result in arelatively small
number of very strong financial institutions which would
gobble up, or wipe out, the opposition. No-one could afford
to be left behind in such aclimate. There was particular
enthusiasm for capturing the new entrepreneurs, the small
and medium companies that were established in this period
of optimism.

Asmarginsin commercia lending came under increasing
competitive pressure, banks sought to maintain earnings by
shifting capacity in other directions—notably into trading
activities, especially in foreign exchange and capital

markets. Non-banking institutions, particularly but not
exclusively securities companies, had at about the same time
identified securities trading as an attractive source of
income. Thiswas intended to replace their traditional
revenue streams, which were themselves rendered less
sustainable by the abolition of fixed commissions and the
growth of competition in this sector. There was, in aword,
convergence by both banks and non-bank financial
companies on designing and trading financial products. In
this environment, it now seems quite unsurprising that
derivatives should have expanded at the pace which we have
observed in the last decade.

Much has been said and written on the subject of derivatives:
the reservations and concerns of supervisors do not need
repeating by me. Nevertheless, the Bank of England is
among those ready to acknowledge that these products also
have the potential to make markets more efficient, and to
bring financial and welfare gains to both those who supply
and those who use them. They have also had important
spin-offs, the most important of which—from aregulator’s
viewpoint—is a much more detailed understanding of risk.
Derivativesin particular have stimulated work on the
analysis and pricing of risk. The results of thiswork are
capable of being applied to credit risk aswell asto the
various classes of market risk. | will leave to Gene Ludwig®
the task of speaking in greater depth about the challenge to
supervisors of dealing with derivatives and concentrate
instead for a moment on the particular subject of credit risk.

The experience of recent years has demonstrated yet again—
asif it were necessary to do so—that banks understanding
of credit risk has been, to put it politely, somewhat
imperfect. The EMI supervisory sub-committee recently
embarked on a study of evolving conditions in the banking
sector in EU countries over a period of years, the first stage
of which indicated clearly that credit problems were by far
the most important factor leading to difficulties among
member banks. The work also demonstrated that the
downward trend in lending margins, so evident in US and

UK commercial banking sector in the last five years, is being
repeated in alarge number of European countries.
Furthermore, the incidence of bad and doubtful debts—
which in the recent recession were in some countries at a
level unprecedented since the war—strongly suggests that
bankersin several countries had allowed the risk/reward
ratio to get seriously out of kilter. Risk management
manuals seem to have been |eft to gather dust in too many
cases where the pressure of competition from both inside and
outside the sector appeared to threaten the loss of critical
customer mass.

The supervisory response

Against this background it is not, | think, too self-serving for
banking supervisorsin G10 and EU countries to claim that
the steps they took to increase capital standards among banks
weretimely. | might also notein an aside that |ater
suggestions that these higher standards would lead to a credit
crunch which would stifle the recovery from recession have
been falsified by continuing low demand for credit and
ample bank capital. However, it would be quite wrong for
the supervisors to think that they were as aresult spared the
need to look hard again at the analysis of credit risk and to
assess the implications for banks' pricing and provisioning
policies.

Supervisors are making serious efforts to stay abreast of
developmentsin risk management more generally. The
adoption of complicated, mathematically defined risk models
has posed new challenges, to which we are having to

respond by specialisation of staff very similar to that which
istaking place in banks and other financial services
companies.

The Bank of England has established a small, expert
traded-markets team whose working time is devoted
exclusively to understanding the models employed by the
major financial companies to determine the pricing of their
products and the capital required to support the risks
involved. The Basle Committee is approaching the question
of market risk in the same way and has these past months
been looking, through a similar group of experts, at the
models and techniques used by firms throughout the G10.
We are now in the process of testing these models and the
results could be important input to the choice of capital
adequacy reguirements which the G10 supervisors will
propose in their current work on market risk.

Work of thiskind inevitably takes a supervisor not only into
increasingly greater detail both as regards the particular
parameters and variables in these models, but also into
further and further refinement of approach. Where should
thisend? | accept that moves along limited sectors of a
particular yield curve can produce differencesinrisk. But
doesit really matter al that much?

Thereisafeeling of d§a vu in saying this. The origina
Basle capital accord was, you may remember, criticised for

(1) Mr Ludwig, the Comptroller of the Currency at the US Office of the Comptroller of the Currency, also addressed the conference.
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its excessive simplicity. We have never sought to argue that
that approach was anything other than broad-brush in its
analysisof risk. But it was easily comprehensible, capable
of leading to straightforward and relatively inexpensive
reporting requirements and broadly right—not a bad package
inmy view.

There is clearly atrade-off between accuracy in detail and
cost, and | am by no means persuaded that the right approach
isto follow the analysis of market risk into finer and finer
gradations so that the regulatory regime captures every risk
variation. Itissurely right that supervisors should
understand as well as they possibly can what risk models
mean; but | have long believed that having understood that,
the supervisor should be wary of being drawn into fine
judgments between counterparties or classes of instrument.
That isfor the banker and securities company; otherwise
business decisions may be excessively influenced by
regulatory requirements. Thereisalso therisk that such an
approach may result in being unable to see the wood for the
trees.

All of this seems to me to point to two broad conclusions:
first, that we should have in our minds the whole-bank, or
portfolio, approach in looking at an institution’ s risk profile;
and that we should be trying to identify the main parameters
or determinants of risk in proprietary models, and to
concentrate on these in order to keep our approach broadly
right. Thisisperhapsaslevel aplaying-field aswe should
be aiming for. It would be dangerousif we were to believe
that market risk—any more than credit risk—could be
reduced to a series of equations and coefficients. Important
as these features are, and vital asit may be for supervisorsto
understand them fully, decisions are ultimately a matter of
judgment exercised by management; hence the importance
attached by supervisors and regulators to the qualitative
aspects of risk management.

Economic cycles and bank problems

| argued earlier that the coincidence of a deregulated, much
more highly competitive environment and a pronounced
cycle in economic activity can spell trouble for financial
institutions and particularly for banks. It is by now received
wisdom that during the upswing—and particularly when
asset values are rising quickly—bad credit and bad market
decisions tend to be obscured; and in a severe and protracted
downswing, areversal in the circumstances not only reveas
those errors of judgment but can also create solvency
problems for institutions which may have behaved in away
that could be considered prudent in normal circumstances.

Such was certainly the experience in the United Kingdom in
the downswing of the cycle in the years 1990-92. A
significant number of small banking institutions in particular
saw what were initially temporary problems of liquidity
gradually turn into problems of asset quality, as the recession
hit particular sectors of the economy especially hard and
stretched out over an unprecedentedly long period. This
experience corroborated work done in the Bank suggesting

that cyclesin the economy have been generating
increasingly pronounced cyclesin bank profits.

A principal factor at work hereisthe timing difference
between the reporting of income from a bank loan and the
provisions which subsequently have to be raised when the
same asset becomes impaired. This coincides with the
interruption in the revenue stream when the asset moves
from performing to non-performing. A further distortion
arises from the boost given to nominal income during the
inflationary phase of the cycle from the deployment of
shareholders' funds.

[roning out these distortions not only dampens the amplitude
of the swingsin bank profits but—when corrected for
inflation—shows a fairly stable real pre-tax rate of return on
equity in the mid-teens, with even the suggestion of a slight
upward trend. Of course, it does not necessarily follow that
these unadjusted movementsin profits are generated only by
the cycle—bad credit decisions would create these swingsin
reported profits even in stable conditions—but the data make
it quite clear that these decisions are at least coincident with
the movement of the economic cycle and probably caused
partly by it.

The results of thiswork do not, on the face of it, support the
view, widely held, that there is excess capacity in some
absolute sense in the UK banking sector—at |east among the
largest banks. 1t may, however, be that in the face of excess
capacity banks have shifted the use they make of this
capacity into the manufacture and distribution of other
financial services, thus maintaining real profitability. This
tallies with the diversification of UK commercia banks into
housing finance, investment and insurance products, where a
branch network and a capacity to process bulk transactionsis
valuable.

Over the period covered by this work, encompassing two
complete cycles in economic activity, the number of small
banks and financial institutions has steadily reduced. Some
60 have gone out of business, or merged, or been absorbed
by others. Of course, a number of other powerful forces
have been at work leading to concentration in the financial
services sector. For example, the larger banks may have
moved into the sectors previously served by the smaller
banks, both to make use of their spare ‘soft’ capacity and in
response to increased competition in their own customer
bases. But thereisat least a question as to whether the
process of consolidation has been hastened by the cycle. As
| indicated earlier, smaller banks—particularly those
dependent on whol esale funding—saw what started as a
liquidity squeeze change into solvency problems during the
last recession, and it is possible that some of these
institutions, which serve the needs of particular sections of
the business communities, may have been driven out of
business unnecessarily or prematurely.

It is also worthwhile asking ourselves whether the

macroeconomic policy mix could have been another factor
influencing the performance of the financia institutions.
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Therelative roles played by fiscal and monetary measuresin
the conduct of macroeconomic policy also appear to have
changed over anumber of years. In particular, fiscal policy
appears to have been carrying less of the burden than
monetary policy in the management of the economy. There
are several reasons for this, including: the difficulties of
making timely changes in the fiscal stance, given the
political difficulties and parliamentary procedures involved;
the fall from fashion of budgetary adjustments as a means of
fine-tuning economic activity in these circumstances, and
the prevailing counterinflationary thrust of macroeconomic
policy in recent years. In these circumstances, changesin
short-term interest rates have carried more and more of the
weight in the policy mix.

The question here is whether changes in short-term interest
rates, sometimes of an unexpected magnitude, have
produced larger variations in the value of financial assets
than would have been the case if fiscal and monetary policies
were making a more equal contribution to the adjustment
process. Such general questions, of course, need much more
thorough examination. The ingredients of a change in fiscal
policy can clearly affect particular classes of asset with
special force; onewould also have to look at the changesin
the portfolios of banks assets over a period of yearsto see
whether they were becoming more or less susceptible to
changes in short-term interest rates.

But intuitively it seems plausible that the use of an
instrument which is explicitly counterinflationary inits
purpose should have a more direct and more substantial
effect on the value of financial assets than changesin general
taxation or expenditure. Thiswould be especialy likely if
the changes in interest rates were an unexpected or delayed
response to developing problemsin the economy.

Some tentative lessons

Let metry to draw out some tentative conclusions from these
observations for banks and financial regulators.

First, economic cycles are bad for your health. They tend to
produce exaggerated swings in bank profits and, through
their effects on credit judgments, generate uncertainties
about the value of bank assets which must find reflection in
the capital markets' valuations of banks' shares. Moderation
in the economic cycle, particularly if combined with a
general low inflationary environment, should substantially
reduce the differences between banks' reported performance
and their underlying performance. This could lead to a
lower real cost of capital.

Banks can make their own contribution to any such
development by improving their risk analysis—both as it
bears on credit risk but also in the area of market risk, given
the change in the composition of bank activities. They
should also be giving consideration to provisioning policy
with aview to smoothing out the differences between
reported and actual profits over the life of the loan book; or,
alternatively, taking account of these timing differencesin
setting their own capital ratios for operating or budgetary
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purposes. Bank supervisors should take this into account in
judging whether banks are making an adequate provision for
loss and have adequate capital.

A mix of macroeconomic policy which achieves broad

bal ance between fiscal and monetary policy could also make
it easier for banks to achieve greater stability in bank
earnings. Changesin short-term interest rates that anticipate,
rather than lag, the performance of the economy could also
contribute to areduction in the amplitude of the cycle and a
more even pattern of bank earnings.

A lower real cost of capital for banks, combined with the use
of techniques which enable risk to be reflected better in the
pricing of banks goods and services, should in the long term
enhance their capacity to compete more effectively with
non-banks.

Such a scenario paints arather attractive picture and one
which goes against what | perceiveis a degree of gloom
concerning the long-term prospects of commercia banks. If
it is not exactly the sunlit uplands, it at least suggests that
bankers are not necessarily marching into the Valley of
Death! Butitis, of course, both naive and unreglistic to
think that the rest of the world will stand watching while
banks take advantage of any such improvement in the
economic environment. Secondly, | regret to say that | feel |
cannot assume that banks will not find other ways of digging
holes for themselves. As| have aready indicated, the
supervisors of both banks and securities companies continue
to watch developments in derivatives with close interest, and
are not prepared to take on trust assertions that market risk
models provide adequate insulation against unexpected and
significant loss. Models are only as good as the modellers—
and modellers are not infallible.

Nor can it be assumed that banks will not dig the same hole
for themselves as they have in the past. While it may be true
that the significant changes in economic conditionsin recent
years may have overwhelmed even normally prudent lending
behaviour, it is hard to escape the feeling that the banks
themselves failed to observe the necessary disciplinesin
their lending operations.

Indeed there are already some signsin the United Kingdom
that the lessons of the recent cycle may be being forgotten.

In conditions where the demand for credit is still very slack
and where banks have ample capital to support the expansion
of their balance sheets, there are signs that margins on any
new credits being arranged are now very fine. Perhaps even
more disturbing, the conditions on loan covenants are being
relaxed for these credits.

One hasto be careful of overreacting to these signs. 1t may
be that the banks' risk analysis has already improved to the
point where the pricing of credits, especially to high quality
borrowers, makes good prudential sense. There was aso
criticism of the commercial banks for relying excessively on
security, so it isalso possible that the non-price terms and
conditions attaching to credits have been relaxed for good
reason reflecting the quality of the borrower. But you will
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understand if | remain to be persuaded by such arguments. |
am rather more inclined to suggest that the lessons of the
recent cycle may already be being rationalised away.

The prevention of crimein thefinancial system

Another threat to the world’ s banking system, and one which
does not at first sight appear to be close to the interests of
supervisors and regulators, is the growing use of the
financial system by criminals.

Itis, of course, true that banking supervisors and financial
regulators have been directly involved in efforts to keep the
launderers of the proceeds of drugs and other serious crimes
out of the financial system. The Basle Committee of
Supervisorsin 1988 issued guidelines designed to assist
banks in detecting the laundering of drug money. These
guidelines have since been incorporated into reporting
procedures in G10 member countries. But the evidence
grows that criminal activity of other kinds—including most
notably fraud—is showing up more commonly in the
financial institutions of the developed countries. Part of this
increase involves financial institutions in countries where the
systems of regulation and supervision have only recently
been established and do not yet incorporate the safeguards
found in the developed world.

But it also hasto be said that criminals in the more
developed countries seem to have concentrated their
attention in recent years on either defrauding authorised
financial institutions, or using these institutions to perpetrate
fraud or other crimes on third parties. Such a devel opment,
it seems to me, could become every bit as damaging to the
world financial system as imprudent behaviour of the kind
that led to the formation of the Basle Committee.

The establishment and work of the Special Investigations
Unit of the Bank of England strongly suggests that such
behaviour is on the increase; and one hears similar stories
from a number of other countries. The UK authorities have
responded to this by the formation of the Financial Fraud
Information Network (FFIN), which combines not only
representatives of the supervisory and regulatory bodiesin
the United Kingdom, but also of the police authorities and
other official agenciesinvolved in the detection and
prosecution of crime. This body—which is chaired by the
head of the Bank of England’s Special Investigations Unit—
has been in existence now for almost two years, and has led
to enhanced information flows between those represented
and to a number of cases where co-operation among these
agencies has been effective in preventing or pursuing
criminal activitiesin the United Kingdom.

| am not aware that a similar arrangement existsin other
countries, and | do wonder whether there might be scope not
only for national models of this kind but aso for
international co-operation which could be founded on the
work of bodies like FFIN in the United Kingdom. The
precise form of the model would, of course, be a matter for
the national authoritiesin each case, but | feel that it must be
possible to combine variety in national arrangements with

more effective co-operation between regulators, supervisors
and the criminal-prosecuting authorities in a number of
countries.

European regulatory developments

Much time and energy is being spent at present by European
banks, securities companies and regulatorsin preparing for
the implementation of the Capital Adequacy Directive
(CAD) which—with its companion Investment Services
Directive—represents amajor element in the programme of
Single Market legidlation.

| do not think it is appreciated how complicated and
far-reaching the introduction of the CAD will be. It should
do more to achieve a consistent prudential framework for the
securities and foreign exchange operations of financial
institutions than any other single measure; it providesa
conceptually level playing-field. | say ‘conceptually’
because there will doubtless be national variations in how
the Directive isimplemented and, in particular, in the extent
to which the CAD is seen not only as aminimum but also as
anorm. It would be regrettable and contrary to the spirit of
the Directive if the opportunity was not taken to do some
equalising of the capital standards with which European
banks and securities companies have to comply. But that
still leaves scope for legitimate differentials not only
between countries but also within countries. | do not think it
follows at al that capital requirements above the CAD
minimum in asingle country or in agiven activity
necessarily bring a competitive disadvantage. One simply
hasto look at the rating agencies’ rankings—and the
resulting funding costs—to make the point.

The CAD aso contains a provision for amendment which
could allow supervisors to take account of progress madein
the deliberations of the Basle Committee of Supervisorsin
the same areas. Thetask hereisfor the Base Committee to
make progress with its own proposals sufficiently quickly to
enable them to be taken into account before banks and
securities companies have to commit the significant
resources which will be needed to comply with the CAD
itself. | hope that this can be done. | hope too—but am less
confident—that the securities supervisors can resolve their
own internal differences, so that the common framework
being sought in Europeisidentical with, or at least
consistent with, that being adopted in the other main
financial centres. The banking and securities supervisors
had a near-miss on this subject over two years ago. Perhaps
enough time has elapsed since then to hope that that
near-miss can be converted into a docking operation, if |
may mix my aerospatial metaphors.

Payments and settlements

| should not fail in any talk addressing recent regulatory
developments to note the progress being made in reinforcing
payments and settlements systems in a number of countries.

Payments regulators in the European Union are aready well
advanced on work designed to produce payment
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arrangements across the European Union that are fully
compatible with the conduct of a single monetary policy and,
ultimately, asingle currency. Much work isaso going on
among the G10 payments experts on multilateral payments
developments. Finally, settlement arrangements in equity
and bond markets in London are being substantially
overhauled to reduce the risk of operational failurein these
markets. | am aware that thisis not the sexiest of subjects,
and know of at least one chairman of alarge bank who
congratulated himself on having completed a career in
banking without allowing himself to be drawn into payments
matters. No such luxury is afforded to bank chairmen these

days.

Conclusion

It is not the job of the supervisor or regulator to seek to
eliminate losses or failurein financial institutions. To try to
do so would be not only to court certain failure but would be
wrong in principle. Asl seeit, itisour job to identify and,
where possible, measure risks; to put in place a framework
that provides a degree of protection to investors and
depositors; and to satisfy ourselves that the managers of
financia ingtitutions are aware of the risksin their business
and have put in place arrangements to control them.
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Doing thisjob is, | can assure you, quite demanding enough.
Current and recent changesin the financial system mean that
the precise nature of the challenge can change without much
warning. We aretold—and | believe correctly—that the
underlying risks themselves have not changed, only the
form. That is, however, of limited comfort. This meansthe
vehicle of the risk can be all-important, and supervisors and
regulators, | have tried to argue this afternoon, must make
every effort to stay up with the game. Technological
developments, in particular, present an ever-changing
challenge—whether one is talking about financial risk or
about criminal activity in the banking system.

But there is another, probably more important, force at work
which regulators and supervisors have little power to
influence, and that is the economic environment in which
financial agents of all kinds carry out their business. If the
economic cycle could be moderated through the early and
judicious use of macroeconomic policy, this could be the
single most important development in regulatory practice. It
may sound strange to say so, but recent changesin
short-term interest rates before the economiesin several
countries have entered a new boom phase might possibly
mark a change in the longer-term fortunes of banks,
securities companies and those who use their products.
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