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{:he record of the discussion

with . There are clea:;iy some lessons to be learned.
But there 1is 2also much about whi‘ch we can feel satisfied in

the performance of the London marke

.
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i_-8 note presents some evidence on how the London equity market
has behaved in recent weeks. It also briefly describes the

action the authorities have takeq; to underpin the 1liquidity
of the markets.

2. We can be reasonably pleasedl with the way London's new
market structure has performed durﬁﬁg its first real test. The
picture 1is still not complete. BLﬁ we know enough to say that
many of the stories circulating 11jthe City and the press are

il1-founded or exaggerated.

How the equity market performed

3. The view that the new market structure worked relatively

well, in extreme circumstances, 1s supported by the following
facts:- ‘

(a) On October 19 and 20 -‘i'che days which saw the most
extreme price movements - Stéck Exchange figures show a
very substantial 1imbalance étween customer sellers and
buyers. This clearly reflectijscme very large institutional
sales. On those crucial days the market makers took on
stock and performed a staﬁ}lising function, whether or
not they meant to. Contrar f to some reports, they were
certainly not the main source kf early selling pressure.

(b) In the week beginning October 19, there was a record
level of trading in UK equities, with the proportion of
customer business about no y, in terms of bargains, and
substantially above normal in ?rms of value trading.

(¢) Sales accounted for on & 20% of customer bargains,
with average bargain size on sohe days of as much as £50,000,
indicating that customer sell hg pressure was coming mainly
from institutional (as opposed io private) clients.
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(d) In subsequent weeks marlét makers have succeeded 1in
shortening their books; but that has included periods when
they have been able to sell into rallies.

(e) Over the whole period since 15 October average market
turnover has averaged about £2 billion, split 60:40 betweern
customers and 1intra market fansactions. This 1is about
the same average daily turn;Ler as in the six months to
September 1987, but that waé‘}at a higher average price
and with a roughly 50:50 cuLtomer/market split. So, ir
terms of the number of bari&ins, turnover has actually
increased.

The bear market has brought éome changes. Market makers

seem to have been acting much as Jobbers did before the Big

Bang,

marking down share prices a?rly in the day to protect

themselves against customer-led |price falls. Relative to
September the ability to deal in 'size has been reduced, and

spreads have widened.

Average spreads Average September;, 20 October § November

Alpha stock 0.70% 1.37% 2.08%
Beta stock 1.58% _ 2.04% 3.28%
Gamma stock 2.68% . 3.65% 3.58%
5. Market makers cannot however b# expected to act as a short

term shock absorber, with the commitbent of capital that implies,
without some widening in spreads. pr is it reasonable to expect
them to act as "buyers of last re ért" over a prolonged period.
Their job is to enable investors to deal, not to influence prices

over the longer term.

6.

The London market has in many wéys compared well with others.




Why did London fall so sharply?

N ’ ‘
7. We need to do more analysiF before we can draw firm

conclusions about why the market r écted 80 sharply to the fall
in Wall Street. But it 1is alre%dy clear that some factors
which helped to support the New iork and Tokyo markets were
missing here. |

(a) In the US, companies hf&e responded to the market
collapse by buylng back theirf own shares. UK companies
cannot do this at short notide (since 1t involves seeking
the Courts' consent, as well as éhareholders' approval).

(b) We also lack the large ﬁrivate investor prepared to
take a chance when the market has fallen.

(e) In Japan the 1long term investing institutions have
provided buyling support, promptéd by the Ministry of Finance.

Institutional liquidity

8. Institutional 1liquid assets in the UK have grown rapidly
over the past couple of years. Fig ?es are available for pension
funds and unit trusts up to end—J”ie; and provisional estimates
for Life Assurance companies up to énd-September. Pension funds
alone held over £9 billion of caLh. and short term assets by
the middle of 1987, an increase ofHﬁearly k0% or. a year earlier.
And at the end of September Life A surance compznies held around
£5% billion in cash and short term assets - more than double
their level of liquidity a year ea iier. The absolute liquidity
of unit trusts was also at a high‘:level in mig-1987 - at £3.2
billion nearly three times the levefiat the end of 1985.

9. But the picture looks differTr?t when liquidity is related
to the size of total portfolios, The following table gives
information about the 1liquidity posﬁtion over time of the pension
funds and 1life assurance compan1¢$ - by far the ¢two largest
groups of institutional investors. ‘
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Cash and short term assets as a pkrcentage of total assets

~ Pension Funds Lljfe Assurance Companies
1971-1980

Average 6.2 3.4

Eighest 15.9 (1974) 5.8 (1974)

Lowest 2.0 (1971) 1.0 (1971)
1981-1986

verage 3.8 2.9

E:ghest 4.3 (1984) ‘ 3.6 (1981)

Lowest 3.1 (1982) 2.5 (1986)
Latest 3.8 (1987 Q2) 2.8 (1987 Q3¥%)

¥ Provisional |estimate

10. Sozring equity prices have inflated the size of the total
portfolios managed by these institﬁtions and relative to these
totals institutional 1liquid assets |look if anything to be rather
low. Pension fund 1liquidity in paijrticular has been much lower
throug=out the 1980s than was the”3nor'm in the 1970s. They had
about €D per cent of total assets %nvested in company securities
in mid12B7, compared with around 45 jin the early 1980s.

11. Tcere 1is therefore some support for the view that the
institttions did not have much sco e for increasing their equity
holdings. But 1t 1s also true ¢t at liquidity ratios have for
short periods been below those whi h prevailed immediately before
the shzre price falls, so it would have been possible for them
to make further purchases had they wanted to.

12. It 141s easy to understand why they might not have wanted
to buy. Institutional 1investors \jﬂill have shared the general
view that the market had finally peaked. They will have wanted
to holé fewer equitlies and more hsh and, to a lesser extent,
gilts. While individual investors can 1liquidate their holdings

of stock, large institutions can on. Sr do so at the risk of pushing
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prices down further. This 1s what in these circumstances
’ stitutions mean when they complain of 1lliquidity - they find
themselves holding less cash than they would now like, and they

have to deal in a market that | cannot easily absordb thelr
transactions at given prices.

13. Por completeness it is worth mentioning that there have
been no signs of 11liquidity in the banking system. One crucial
lesson of the 1929 crash 1s that t is 1important not to allow
the fall in equity prices to endan ér the banking system. This
is particularly important today given their links with securities
business. The authorities would |lhave stood ready tc acet as
lender of last resort to any bank with liquidity (z= opposed
to solvency) problems. This was the assurance thzt Federal
Reserve Chairman Greenspan felt 1t necessary to repezt publicly
on "black Monday". The Bank of England's readiness tc discharge
this function is well known and has not been called in guestion.

Liquidity of the system

14. The overall liquidity of the economy ls a matter of monetary
policy, although the position of individual groups of institutions
forms part of the plcture.

15. The story for the private sector as a whole is similar
to that for financial institutions.! In absolute terms, liquidity
has been expanding rapidly for a |long period, with nc sign of
any slow down. Holdings of 1liquid assets have risen as a
proportion of money GDP - from under 54% in 1980 tc over T73%
in June 1987. However total private sector wealtk has been
growing even faster: so 1liquid a:Lets as a proportion of total

wealth fell from 43% in 1980 to 35% in 1985 to under 31% earlier
this year.

16. This ratio will have risen In recent weeks as a result
of the fall in the value of equity holdings. But it seems likely
that the private sector's desire to hold liquid assets (assuming
unchanged interest rates) will have risen even more sharply.




17. In this situation there are ¢two kinds of action the
- ‘thoritles can take, and have taken.

~

(1) Direct action tc supply 1liquidity to the system.

Largely as a result of exchange market intervention, the

government borrowing reguirement was "underfunded" in October }

by an estimated £1.9 tilliond That is a measure of the

extent to which the Government added liquidity to the system ﬁ
|
1

in October. The Chancellor made it clear in his Mansion
House speech that Octchber's |intervention would be funded
as and when appropriate; but that 1t would not be appropriate
in current circumstances to extract 1liquidity by selling
gilts on a major scale.

(11) Action on 1nterest rates. This 1s more important.
Reducing interest rates and llowlng gilt prices to rise
(the latter will be helped by underfunding) reduces the
demand for 1liquid assets & d gllts, <thereby providing
indirect support for the equity market. In the circumstances
interest rates can be cut witt.out risk to future inflation,
provided the authorities stand ready to ralse rates again
as and when confidence returns
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(a) Since mid-October prices

sharply than in New York and Tokyo).

fell a little more
But over a longer

n London

period - eg in comparison with l year ago or the 1986 average
- 4t 1s the rather old fashioned markets in Germany and

France which fell the most.

SHARE PRICES

Percentage changes

Us Japan Germany France UK
ggtNé‘S’ 11 -20 -20 -33 | -20 ~30%
gﬁéggiolzgl 11 -20% -13% -31 -29% -23%
ize:lz\grelig% + 5% +29% -33 -15 + 5

Source: OECD, FT.

(b) In an operzting sense,

London also comes out well

compared with the similar marké"c in New York.

(1) In New York trading hou

in 90 stocks was suspended.
been maintained, and trading
uninterrupted.

(11)

(see chart).

(111)
as in Tokyo, and about half th

3

rs were shortened and dealing
Stock Exchange hours have
- in all stocks has continued

Turnover has fallen less in London than in New York

Price volatility has Ieen about the same in London

t. in New York.
!
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