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You raised the question at 'E' Committee recently Tz'
why high interest rates were being used to control bank
lending, rather than direct restrictions - in terms of L‘)
either total liabilities or prescribed priorities amongst
borrovers.

/

The short answer is that there already is a form of
direct control over the growth of banks' liabilities = the
Supplementary Special Deposit scheme - and there is
qualitative guidance about categories of lending. To go
further with more specific controls over particular types
of lending would both run directly counter to our general
apprcach to economic management, and risk damage to the
structure of the financial system, without significantly
affecting the availability of ligquidity and credit. None
of these changes would avoid the need for high interest
rates until money supply had been brought under control.

Under the Supplementary Special Deposit scheme or
"eorset", a guideline is set for tie growth of each bank's
interest bearing eligible 1liabilities. If such liabilities
euceed the guideline, the bank has to place supplementary
srecial deposits on a progressive scale with the Bank: the
effect is to increase sharply the effective cost to the bank
concerned of securing additional funds for lending, once it
has exceeded the zuideline. An increasing number of banks
are in or approaching this position: two of the clearers
are already in the penalty zone.

A bank which needs to cut back on its lending because
of the corset has little alternative but to raise interest
rates. It can clearly do something by restricting new
facilities and renewals of exiscing facilities, especially
for the personal sector, but the effect of this is small
because most of the increased lending will be in the form

fof the
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of the increased use of existing facilities. However once
a number of banks start to raise their rates to borrowers,
this spreads rapidly to other parts of the financial
system as the would be customers of those banks seek
alternative finance.

Indeed, one of the reasons for raising MLR in the
Budget was that it was clear that if bank lending continued
at its high level, the rates charged on bank lending and
other market interest rates would very scon start to move
upward as banks found themselves increasingly constrained
by the SSD scheme, Thus it was preferable to pre-empt
such an upward drift in rates, which might have looked like
a vote of no confidence in our econocmic strategy: raising
MLR ilast month rather than letting things drift should mean
that bank lending will turn down earlier and our gilt sales
would be better, both helping to bring forward the time when
interest rates can be reduced.

The SSD scheme is supported by qualitative guidance
from the Bank to banks, indicating both priority categories -
finance for working capital and investment by manufacturing
industry, exports and import saving - and ones to be restraiied
in the interests of priority categories - persons, property

companies and purely financial transactions.

There were more specific ceilings over bank lending
under the Labour governments in the late 1960s: they were
running into increasing difficulties before the 1970 election,
and were ended after it. The main difficulty with them was
that their effect was as much to encourage finance to
by-pass the controlled part of the financial system - whether
through secondary banks or direct from company to company -
as to control the total amount of credit in the economy.

This by-passing of the banks not only led to prudential
gifficulties, which were one of the causes of the 1373
secondary banking crisis, but involved a degree of
diserimination between the banks and their competitors
which was hard to justify, and brought the system Into
disrepute.

But the essential point about the level of interest
rates is that, as we all agree, constraint in the growth
of the money supply (and so bank lending) is essential to
the control of inflation: employers in the public and
private sectors must realise that finance will not be
available irrespective of the level of wage settlements.
This involves restricting the availability of finance and,
in as sophisticated and complex a financial system as ours,
such restraint in the private sector can only be achleved
by price - i.e. interest rates. The level of interest
rates necessary to achieve the monetary target will 13lso
depend on the constraints imposed on the public sector -
the size and composition of the PSBR, and particularly

/the level
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the level of public expenditure. The prospect for
reductions in interest rates depends very much on what
we decide on the last.

Thus, we already have a form of direct control over
banks' balance sheets - the Supplementary Special Deposit
scheme - but this is not an alternative to increases in
interest rates. Indeed. it can cause them. To shift to
more direct controls would risk similar unfortunate
conseguences to those of the Labour Government's controls
in the late 1960s.

It would involve intervention of a kind which we all
regard as counter-productive and it would not achieve tihe
necessary objective of controlling the underlying monetary
conditions.

I am sending copies of this letter to the Prime
Minister, the other members of 'E' Committee and Sir John
Hunt.

¢-F(GEOFFREY HOWE)
. [Approved by the Chancellor of the
Exchequer and signed in his absence]
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NOTE FOR THE RECORD

Mr. John Sparrow called on the Prime Minister at
1430 hours on Monday, 23 July. The following are the main
points which came up in discussion:

(i) President Carter's Cabinet changes.

Mr. Sparrow said that he thought William Miller would
be a better Treasury Secretary than Mr. Blumenthal
had been. He had consistently said the right things
about monetary policy and energy pricing: it remained
to be seen whether his words would be turned into
action. It was disappointing that the Administration
had failed to announce that energy prices would be
increased to reflect real economic costs
immediately.

(ii) Sterling

The Prime Minister said that it seemed that there was
little that the Government could do to moderate the
rise in sterling - though, with the very bad trade
figures, it must come down before too long. The

latest relaxation of exchange controls had, if any-
thing, improved confidence; further relaxation was
probably called for, but it would be unwise to move

too fast. Mr. Sparrow commented that it was generally
assumed in the City that exchange controls would wither
away. The trade figures would probably continue very
bad for the next few months in his view. Companies
such as Courtaulds were rather exaggerating the

adverse effect which the exchange rate was having on
their operations; but there certainly were some companies
which were suffering. In his view, a sterling/dollar
rate of between 2,20 and 2.40 was about right.

/ (1ii)




(iii) Interest Rates

Mr. Sparrow said that industry was being adversely

affected by the high cost of borrowing, which com-

bined with the effect of the high exchange rate on
liquidity. He thought that there was a case for a
phased reduction of M.L.R.. The July bank lending
figures would probably be bad, but there should be

an improvement in the August figures. By then the
corporate sector should be spending less on inven-
tories partly because of cheaper imports. Loan

demand was not sensitive to interest rates; but
companies which were borrowing were having to pay
dearly. The City were generally convinced that
interest rates must come down before long. 8o if
M.L.R. were reduced, there was little doubt that
interest rates would follow. In other words, a signal
from the authorities in the form of an M.L.R. decrease
would not be ignored. The Prime Minister pointed out
that interest rates were still below the current rate
of inflation. Mr. Sparrow denied this on the grounds
that the V.A.T. increase in the Budget was not part of
the underlying rate of inflation. The underlying rate
of inflation was running at about 12 per cent, which
was the same as the yield on gilts. This meant that
the bulk of investors in gilts - namely the pension
and insurance funds which did not pay tax - were keep-
ing up with inflation. Mr. Sparrow went on to say that
the institutions would probably hold back their sub-
scriptions to the new long tap until September when they
hoped that interest rates would be on the turn. It
was true that, if they firmly believed that interest
ratesshould fall, they ould be subscribing now;
however, they tended to act like "sheep" and wait until
their expectations were confirmed before moving.
Falling interest rates would not have much effect on
the exchange rate, but they would help to moderate the
present high level.

/ (iv)




(iv) Equities

Mr. Sparrow said that the general tone in the equity
market was one of gloom and doom. This was due to the
strong pound, the poor prospects for profits and the
fears of a bad winter.

(v) Aid

Mr. Sparrow said that he hoped the Government would
consider the possibility of diverting part of the exist-
ing aid programme to E.C.G.D. financed projects. This
would help to ensure that U.K. industry benefited

from the programme. The Prime Minister explained that
the bulk of the aid programme was already tied.

[

25 July 1979
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From the Private Secrelary 20 July 1979
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I attach my note on Wednesday's
monetary seminar.

I am sending a copy of this letter
and enclosure to John Beverly (Bank of
England) and Martin Vile (Cabinet Office).

A.M.W. Battishill Esg
HM Treasury
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PRIME MINISTER

TAFP STOCKS

You accepted yesterday that a new long tap stock should be
announced tomorrow, Friday 20 July. I thought that you
would now like to know what is proposed, after discussion

between the Bank and the Treasury.

As was mentioned in discussion yesterday, we have already secured
sufficient receipts from gilt sales for banking August, given

the very low Central Government Borrowing Requirement. Indeed,
additional receipts during that month could be something of an
embarassment, since they would tend to tighten money market
conditions, and so inecrease pressure on short term interest
rates. But there is a need for very high receipts in banking
September, when the Central Government Borrowing Requirement

may be not far short of E2 billion, partly because of the effects
of the first round of the income tax reliefs, which are affecting
pay packets in July. We probably need more than £1,500 million

of receipts from gilt sales in banking September if we are to
keep the growth of money supply in that month down to an
acceptable figure. Gross sales will need to be greater than this,
because we ought to be starting to buy in some of the £1,200 million
of Treasury 103% 1979, which matures on 1 November: we have also

to allow for some sales going overseas or to the banking system.

It is envisaged that this financing should be achieved with the
issue of both a long stock and a medium stock. We feel that we
ought to announce one of the stocks now, in order to take

advantage of present market conditions, rather than risk missing
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an opportunity to get ahead with our funding - the more we can get
ahead of our funding, the sooner we may be able to reduce interest rates

wzﬁhggg_jggpgzdising control of the money supply. Any stock

announced tomorrow would clearly have to be on a part paid basis,

with 15% payable on application and the hq}anégiyﬂyable in

banking September. Such a part paié stuckuggggdrun the risk of
SE———

attracting overseas buyers, which both putakpresaure on the

e

exchange rate and is a relatively expensive form of external

—.--——--:-_" e i e
financing. The risk would be greater if the stock announced
—
tomorrow were the medium stock rather than the long dated one.
-l-l--.-_—-.
The Bank therefore propose, and I agree, that we should announce
the long datéd stock tomorrow and then announce the medium stock

e

when it can be sold on a fully paid basis in banking September.

—

The long stock would be for an amount of £1,500 million maturing

in 2007. The coupon would be 117%, or 11}% if the market moves

upward tomorrow, to give a redemption yield of under 124%.
— e —

I am sending copies of this minute to the Chancellor and the

Governor.

D

NIGEL LAWSON
l? 19 July 1979
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NOTE ON THE SEMINAR HELD AT 1500 HOURS ON WEDNESDAY 18 JULY
IN THE PRIME MINISTER'S ROOM AT THE HOUSE OF COMMONS

Present: Prime Minister
Chancellor of the Exchequer
Chief Secretary
Financial Seecretary
Governor of the Bank of England
Chief Cashier
Mr. Adam Ridley
Mr. David Wolfson
2ir John Hunt
Sir Douplas Wass
Sir Kenneth Berrill
Michael Bridgeman
Peter Middleton
Clive Whitmore
Tim Lankester

The seminar had before it three papers from the Treasury -
one on "Monetary Objectives and Prospects", the second on
"Funding the PSBR and the Gilts Market", and a third on the
"Monetary Base'.

Monetary Objectives and Prospects

1. Introducing the Treasurv paper, the Chancellor said that the
achievement of the monetarv target was a crucial element in the
Government's strategy. It would inevitably involve a monetary
saqueeze, and this in turn would mean high interest rates until
bank lending to the private sector fell sipgnificantly from its
present high level.

2. In discussion, it was pointed out that what evidence there
was supgested that bank lending in July was continuing at

a high level; so there could be no question of an early cut in

MLR. By the autumn there would no doubt be growing ecriticism from
industry if interest rates remained high. The Government would
have to ride this out. Confidence would quickly disappear if the
Government appeared to resile from the monetary target, and this
would undermine the prospects of recovery in the medium term. Even
though bank lending was relatively insensitive to changes in interest
rates, this did not imply that the pnresent level of interest rates
was unnecessarily high. In present circumstances, the markets
would not accept a fall in LR, and bank lending would in due

SECRET /course
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course respond in the desired direction. Bank lending might

fall off somewhat as a result of the likely slowing down of
economic activity, and this would help to bring interest rates
down. But with GDP in nominal terms growing twice as fast as the
monetary target, interest rates were almost bound to stay
relatively high. Other important influences would be the level
of wage increases over the coming round, and the Government's
success - or otherwise - in sticking to cash limits.

3. It was further arrued that the post-Budget forecast for

the PSBR must not be exceeded. This required, amongst other
things, that the assets disposals programme was successfully
implemented. Assets disposals would not affect the PSFD,

and there was likely to be some substitution of asset purchases
for purchases of gilts. On the other hand, there was little
doubt that, if the programme was not achieved, gilts sales would
have to be larrer; and this would push up interest rates.

4. The compnosition of the assets to be disposed of still had to
be settled. If it were decided to make a major sale of BENOC

assets in preference to BP shares, it might be difficult to achieve
the full €1 billion by the end of the financial wvear. But provided
the sale was tied up in principnle by then, and provided there was

a substantial advance payment, the markets might accept a few
months slippage without confidence being undermined.

D. It was also suggested that large sales of New Town land and
property ought to be possible. The £70 million offered by the
Secretary of State for the Environment for 1979-80 was disappointingly
small. It might not be possible to do more than this in 1979-80;

but a bigger effort should be made for 1980-8B1. DOE should mount

an exercise to locate properties which could be sold.

6. Summing up this part of the discussion, the Prime Minister

said that the seminar generally endorsed the Treasury's paper.
She would consider further how the work on disposal of New Town
assets might be intensified.

SECRET / Funding the
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Funding the PSBR and the Gilts Market
7. The Prime Minister said that she had one principal concern

about the Treasury paper - namely, the arguments advanced in favour
of continuing to offer long dated stocks at current high nominal
yields. If the Government were serious in its aim of bringing
inflation and interest rates down, borrowing long was surely
expensive. On the other hand, if inflation were to continue at a
high rate, the Government was in effect defrauding the investor.

8. In discussion, the following points were made -

- the basic avpproach of the authorities was to fund the
PSER as cost-effectively as possible. This involved offering
a2 wide range of gilt-edged stock. The pension funds and the
life offices, which now accounted for a major proportion of
gilt sales, liked to keep a sizeable portion of their
portfolios in longer stocks. Since the authorities had to
obtain finance on such a large scale, they had to cater to the

institutions' requirements.

ii. even on relatively optimistic assumptions about the rate
of inflation, the real cost of borrowing long on present

vields was still cheap by historical standards, and it was only
slightly greater than the cost of medium-term borrowing.

iii. if the authorities refused to offer longer stock to the
institutions, they would be more reluctant to buy gilts and
this would tend to push up vields on short and medium term

stocks.

iv. with more shorts, the volume of stock maturing each
vear would increase and this would add to the authorities’
refinancing burden.

Y. if inflation did continue at a high rate, investors in
long gilts would indeed suffer; but in that case the
Government was not paying out too much on its borrowing.

SECRET Jvi. the
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vi. the authorities should continue to look carefully at

the relative cost of borrowing on different time-scales.

Given the present slight real cost advantage of borrowing over
10 yvears and shorter compared with borrowing over 20 years,
there might be a case for greater emphasis on the medium and
shorter end.

a, Summing up this part of the discussion, the Prime Minister
said that she was still not entirely convinced by the arguments put
forward. However, she was prepared to leave it to the Bank's and
Treasury's Jjudgement as to how much reliance should continue to be
placed on long-term borrowing. BShe accepted the proposal that

a new long tap should be announced on Friday. She was strongly
opposed to the issue of index linked stock.

/Monetary Base
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Monetary Base

10. The Governor said that the Bank had recently published

a paner on monetary base control (MBC), which was intended

to provoke comments and contribute to the on-going debate

on this subject. The Bank were alsc working on a paper which
would propose the abolition of the system of reserve asset
control. The reserve asset requirement had not been successful
as a control on the monetaryv supoply. Its abolition was one change
which the proponents of MBC wanted. The Bank proposed to get
rid of the reserve asset requirement before consulting more
widely on the monetary base proposals. The Bank intended to
hold discussions with officials in Germany, Switzerland and

The Netherlands later in the autumn on possible MBC systems;
the BIS were planning a meeting on MBC in November; and after
this, the Bank might hold a seminar on MBC with academics,
bankers and market onerators.

11. The Governor went on to say that he had an open mind about
the merits of MBC. The present methods of controlling the money
supply were imperfect. However, he was by no means certain

that there would be any net gain from moving over to an MBC
system, If it did turn out to be an attractive proposition,

it would not make it any easier to avoid high interest rates.
Nonetheless, the Bank were ready to examine various MBC options
in detail.

12. In a short discussion, it was argued that, while MBC

would not be painless in that there would be no way of avoiding
high interest rates if monetary growth had to be brought down,

it might still offer the prospect of better control. On the
other hand, its introduction would involve a major structural
change for the banking system. Before there could be any serious
thought of its being introduced, all the possible weaknesses and
implications of the system would have to be thoroughly considered.
There was a strong case for getting on with this work, rather
than wait until the late

Jautumn.
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autumn. The Treasury and the Bank could jointly consider
possible MBC schemes, and this work could proceed alongside

the Bank's work on abolishing reserve asset requirements. In
due course, a detailed paper might be published as a basis for
consultation and discussion; but before doing so, it would

be necessary to consider the possible market objections - since
publication of such a paper might itself have an upsetting effect.

Summing up, the Prime Minister said that there appeared to

be sufficient merit in MBC to justify a more detailed study than
the Bank and Treasury had so far undertaken. They should now
prepare a joint study, which would consider a variety of possible
concrete schemes. After the study was completed, it would be

for consideration whether it should be published and what form
consultationon it should take.

19 July 1979
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NOTE FOR THE RECORD

Mr. Gordon Pepper called on the Prime Minister at 1030 hours
on Wednesday, 18 July. Most of the discussion turned on the argu-
ment about issuing long gilts as opposed to short and medium gilts.
This is recorded separately in my note of 18 July. Other points
which came up were:

(i) Mr. Pepper said that the banks were likely to make very
high profits this year, and this was likely to result
in high pay settlements in the banking sector. This
could have an impact cn Civil Service pay next year
because of the P.R.U. comparability arrangements.

The Prime Minister said that local authority three-month
bonds appeared to be taking money away from the building
societies. These bonds were secured, as she under-
stood it, on the local authority rates. Would it not

be a good idea to take away this scurity? Mr. Pepper
said that the problem of diverting funds from the build-
ing societies was basically about high interest rates
generally. If local authority bonds were no longer
available, the building society money would be going
somewhere else. And interest rates would stay high

as long as inflation stayed high.

Mr. Pepper said that he hoped the Government would seriously
consider proposals for Monetary Base Control (MBC).

A serious study was now needed of different detailed
options. But before coming to any final decisions,

it would be important for the Government and the Bank

to consult widely with bankers and market operators.

The Prime Minister told Mr. Pepper that she was chairing

a seminar later that day which would be looking at MBC.

L

25 July 1979
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You may want to be reminded of Gordon Pepper's arguments
against the Bank issuing too many long stocks. These were:

i) It is expensive if we genuinely expect inflation to
come down. Since our whole policies are aimed at
this, it is an admission of defeat to borrow from long
stock.

Borrowing long at high normal rates into the 1990s
makes it more difficult to bring inflation down. High
interest payments add to the burden of public expenditure
and add to the PSER.

if not impossible
Borrowing long at high rates makes it difficult/for
industry to borrow long; yet it is industry which really
needs to come in for long term borrowing.

You argue that we should not take on long term debt if this means
being back in "debased currency'". But this of course assumes that
inflation continues at a high rate. And moreover, one can argue that if
the institutions want to lend long, then it is up to them to take the
risk.

Despite his preference for shorter term borrowing, Gordon Pepper
does not think we should rule out long term borrowing altogether. He
emphasised this after your meeting. Thus, it is more a matter of
emphasis than of ruling out long stocks altogether. The Treasury
paper in fact says that there may be a case for shifting from
the very long to the medium stocks (ie ten years rather than
20 years).

n

18 July 1978
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MONETARY SEMINAR

I am afraid that the references to paragraphs in the Treasury
paperf in paragraph 4 of the Chancellor's minute of 13th July
to the Prime Minister were not amended to take account of
revisions to the papers.

The correct references should be:-

1C in the Annex to the Treasury paper on
the gilts market;

paragraph 19 in the paper and comment 5C
in the Annex;

paragraphs 11 and 18 in the paper.

There was also an error in the table in paragraph 7 of
the Treasury note "Monetary Objectives and Prospects". The
provision for sales of other public sector debt in the forecast
for 1979-80 is £2 billion, not £3 billion.

Finally, I should explain the apparent discrepancy between
the figures in that table for sales of gilts and other public
sector debt in 1978-79 and those in table on Page 2 of
the gilts paper. The difference is in the treatment of the
National Savings Bank Investment Account. The former table
follows the normal statistical convention of including its
take-upocf gilts in sales of gilts to the non-bank public,
while in the latter the inflow into the account is included
within National Savings.

*Ejs\#? tt*vﬁj

P. Lankester, Esq.,
Downing Street,
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Monetary Seminar

l. For tomorrow's Monetary Seminar the Treasury has submitted a
number of very thorough papers, and the Chancellor in his minute of
13 July listed a number of points which emerge from them. The Prime
Minister may, however, find it useful to have a rather fuller annotated
agenda - covering both the Chancellor's points and some of the more

general issues which she may wish to raise.

il The substance of the Treasury papers falls into two parts:
(a) Monetary prospects, monetary targets and techniques of control;
(b) The Gilts Market and funding the PSBR.

Monetary Prospects, Targets and Techniques

3 Under this heading the Prime Minister may like to raise four questions:
(i) what are the immediate prospects?
(ii) should the authorities adopt new techniques of monetary control?
(iii) which monetary aggregates should the authorities seek to control?
(iv) should the authorities move from annual targets to a medium

term monetary programme?

(i) Current Prospects

4, The implications of strict monetary targets are that, whatever system
of monetary control is chosen, interest rates must in the short term at least
be permitted to fluctuate quite widely. The authorities cannot set both

monetary targets and interest rates. They can take fiscal action (tax and

1
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public expenditure) which will produce a PSBR compatible in principle
with their monetary and interest rate targets. But if, in the short term,
the monetary target is to be maintained, interest rates must fluctuate

accordingly.

D It is clear from the Treasury paper 'Monetary Objectives and
Prospects' that the Government's monetary target for this year is a tight
one which is likely to require a very considerable 'monetary squeeze'.
Interest rates are likely to remain high even if the Government achieves
its target for the PSBR,and for the remainder of this year a critical factor
in achieving the PSBR target will be ensuring that there is no breach of
cash limits. For next year the Government's PSBR target (subject, of course,
to wide margins of error) depends critically on achieving the public expen-
diture cuts for which the Chancellor has asked and on limiting the pay roll
increases in the public sector. The Prime Minister will no doubt wish

to have the views, particularly of the Governor, of what is likely to happen
to interest rates - and the effect this may have on industry (a) if these

PSBR targets are meé met this year and next; and (b) if they are exceeded.

(ii) Monetary Base Control

6. There is at present widespread discussion of possible new techniques

of monetary control. It has been proposed in particular that the authorities
should switch from their present methods - notably the supplementary
special deposits scheme which places a limit on the growth of banks'
interest-bearing eligible liabilities (IBELs) - to the control of the

monetary base (broadly the clearing banks' deposits with the Bank of

England).

1 Control of this base might, as the Treasury economists’ paper

suggests, in the long run enable the authorities to get a firmer control

of the monetary aggregates. It mightalso be more acceptable to the
banks than present methods. But, as the Treasury paper makes plain,

it would be a major change. It would take time for the authorities to

Z
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learn how to work a new System (e.g. to know how quickly a change

in the base might be expected to affect, say, £M3) and there would

at the same time be a variety of disturbances and dislocations to
well-established institutional arrangements. At a time when the
Government is placing particular emphasis on its monetary targets,

it would appear on the face of it dangerous to risk a change which
could, inthe transitional period at least, entail some loss of control

of the monetary system. However, as suggestedinthe Treasury paper,
there is every reason for work to continue on these proposals to try to

evaluate more clearly how real the dangers are.

(iii) Which measure of 'money'?

8. The present target is, of course, set in terms of M3. Sincea
prime role for a monetary target is to influence expectations, it may
not matter very much which 'M' is chosen for the target, provided

the authorities have adequate techniques for controlling it and provided
the market can be convinced that the authorities really are determined
to stick to their published plans. Arguments can be advanced for a
variety of measures of 'money' (Mo, Mj], M2, M3, etc.) and there
is much to be said for the authorities keeping an eye on all of them:

in part because they do not all move together and in part because the
institutions will adapt to attempts to focus controls on any one of the
'Ms' by holding back on that and expanding inother directions. But
although the authorities and the market will monitor all the 'Ms',

attention is bound to focus largely on the Government's chosen target

(in our case M3) and, given the attention which the Government has

itself put upon that variable, it would require strong argument to

Justify a transfer to another measure.

3
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(iv)] A medium term monetary plan

9. The case for such a plan is straightforward: it is that if people
are firmly convinced that the Government will achieve the planned
reduction in the money supply then this will have a decisive effect

on inflationary expectations. The case against is the practical one
that a sustained reduction in the money supply may require action

on public expenditure, tax, or interest rates which really is not
tolerable. Then if the target is badly breached the credibility of

the Government's overall economic strategy may be jeopardised.

The Gilts Market and Funding the PSBR

10. In this area the Prime Minister may like to raise the following

points:

(i) The Bank of England's article is a useful discussion
document. Have the Bank had reactions from the City -
particularly the insurance companies and pension funds who

are the main purchasers of gilts?

(ii) The Treasury paper makes out a good case in favour of

issuing long-dated stocks, and we think a paper on these lines
could usefully be published. The cost of the borrowing is not
as high as it looks because the criticisms ignore the fact that
relatively high inflation in the first few years greatly reduces
the real value of subsequent interest payments and of the

final capital repayment.

(iii) Despite the wide variety of instruments for selling public
sector debt, conditions of uncertainty periodically arise in
which it is difficult to sell gilts. It can be argued that this

should not be regarded as too important provided the markets

4
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are convinced of the determination of the Government to pursue
strict monetary policies in the medium term, and hence that
month-to-month fluctuations in debt sales, and therefore in the
money supply, are not very significant. Fluctuations in the
money supply also arise for other reasons such as short term

intervention in the foreign exchange market.

If this were the position the Government would be able to ignore
these short run 'gilt strikes'. But other things being equal, one
would prefer to avoid these 'strikes' if possible, if only because

if the 'strike' persists confidence may require action on interest

rates (e.g. through the MLR) which goes further than the

underlying market situation would warrant. Possible routes
to improving the gilt markets which deserve further exploration

include the following:

(a) Tendering. There are various means of raising long-term
interest rates other than jacking up MLR, or waiting (perhaps
for several weeks) for the market to set a new level sufficiently
attractive to bring back the gilt investors. One possibility is,

of course, a full tendering system. But, as the Bank point out,
this might lead to even wider swings in interest rates if, in
conditions of uncertainty, institutions were only willing to

tender at extremely low prices. The Treasury hint (paragraph 18
of their note on Funding the PSBR) that there may be other ways
of overcoming this problem: it would be useful to know what

they have in mind.

(b) Indexation. The pros and cons of indexation are set out in
the Treasury's comment on Suggestion 5c. Indexation would
undoubtedly be a big step to take and the consequences, e.g. for
industrial financing, are uncertain. If we were in the position

of not being able to fund the PSBER by more conventional means

5
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we would have to take indexation very seriously. But this is
not the case and our inclination is to be rather cautious. If

it were to be pursued one possibility might be to devise an
indexed stock which could be bought only by pension funds and,

even then, only in limited quantities.

(e) Variable Rate Bonds. It has been suggested that more
imaginative use might be made of a variable interest bond -
with terms designed to provide a greater degree of capital
stability than has been achieved by the issues to date (this
instability of capital values has left institutions with variable
rate bonds in their books showing significant capital losses).
The Bank have been somewhat conservative in their approach
to this type of instrument: the Prime Minister may wish to

encourage them to look at the possibilities again.

(d) A new short-term instrument. When there is a 'gilts

strike' the financial institutions hold that part of the inflow of
funds eventually intended for the gilts market mainly in bank
deposits. This creates an expansion of the money supply which
further fuels expectations that interest rates will rise. This
effect is optical in that the financial institutions (unlike
individuals) are not considering whether to spend the funds

but are waiting to invest them in gilts when interest rates rise.
Nevertheless, the reserve base of the commercial banks will
have been increased as a result of the authorities' need for
residual finance, with the risk that there will be a further increase
in the money supply, and increasing the expectation that interest
rates will have to be increased. A new short-term instrument
which did not count as a reserve asset would not have such

perverse effectsand should be attractive to the financial

6
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institutions. Both the Treasury and the Bank maintain that
such an instrument would to an important extent be at the
expense of local authority debt. But some of the institutions
have told us that, provided it was priced correctly, it would

attract funds primarily from bank deposits.

15 I am sending a copy of this minute to Sir John Hunt.

Ky

17 July 1979
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cc Financial Eecretary
Sir Douglas Waszs
Mr Bridgeman

1. I attach a paper for the Prime Minister's seminar on

18 July. The paper is by Treasury economists in the financial
sector, and it considers the economic rather than the institutional
implications of monetary base schemes.

2 The present system of control seems to be existing increasingly
unhappily alongside a tight monetary target regime. The SSD
scheme in particular is approsching the end of its useful life.

The more importance the Government places on achieving its major
objectives through control of the money supply, the more important
it is to be sure that at the end of the dax_?he targeted growth
¢§E_Efﬂgglivere§1if it is so desired. Monetary base control offers
the prospect of a simplification and an improvement of the existing
system. Therefore we must take it seriously. Thie means directing
the discussion to a small number out of the multitude of potential
schemes and exploring them in detail to test exhaustively their
practical implications. We é;EEEE: given the difficult task ahead,
risk losing control by setting loose forces which we can neither

understand nor control.

e The pasper assumes that the main use of the monetary base
would be as 2 means of achieving & given £M3 target after fiscal
policy had been determined within the context of a monetary target.
This might be the right way to proceed in the first instance if

a MBC scheme proves viable., BSo the Government still have to make
the same strategic decisions about the PSBER and intervention in
the foreign exchange markets when deciding on its monetary target.
In particular:

a. Monetary base is not a substitute for an appropriate
balance between monetary and fiscal instruments. If the
PSER is too high, if its composition is unhelpful and if the
inflation rate is high in relation to the target growth of
the money stock, interest rates will be high.




b. Monetary base is not a substitute for the apprnpriate
pulicy in the foreign exchange markata. Unexpacted heavy
intervention will still be similar to an increase in the
PSBR. It will have an expansionary effect on monetary
conditions and make monetary management difficult. Taterest
rates have to adjust if these inflows are to be accommodated
within a given monetary target.

Ce Monetary base is not a way of controlling interest rates,

it is a way of rreaing tham. If the Government finds the
implications for intarast rates of sticking to a particular

target unacceptable, it will still have to consider fiscal

action. In between fiscal changes, the interest rate changes which
are the essence of monetary base control still need to take

place.

Monetary base offers the prospect of a more efficient control -
not a painless one.

£ f. Cloxtr

ff P E MIDDLETON
13 July 1979




. MONETARY BASE CONTROL

1. This paper comsiders the arguments for moving Towards a
monetary base method of controlling the money supply. A number
of commentators - both academics and in the City - have urged
the suthorities to move to such a system*., The Bank eccnomists
have published a paper in the June Quarterly Bulletin.

2. Three points should be noted at the outeet. First, no-one
has sugzested that monetary base control (MBC) can soften tha_
initial painful effects of restraining the growth of the money
supply. Rather, it might enable the authorities to control the
money stock more surely end minimise unnecessary fluctuations in
monetary quantities and interest rates. The esaence cf the scheme
is that interest rates must be free to adjust; it camnot work if
they are not, 8Second, MBC has only been considered as a means of
monetary control. Prudential regulation would have to be dealt
with separately. Third, most proposals have not suggested that
control can be achieved precisely on a day to day basis. The
Bank economists' paper has shown clearly why a rigid version of

C which attempted to do thies would be unworkable., This paper
therefore focuses on the question of whether MBC would give improved
control over the money supply over a reasonsble time horizen.

e ———

5. The psper is in two main parts: part one looks at the prescnt
system of controls and considers some of the mein eriticisme of it.
Much of the impetus towards MBC derives from the apparent difficulties
of the existing controls. Part two considers the advantages which
might follow from MBC together with pessible disadvantages of the
versions that have been put forward recently. (Details of the

main proposals are given in the Appendix). The conclueion is that
there is a case for pressing ahead with a study in1§épth; this
would involve setting out how a limited number of MBC schemes would

be applied in practice, including their implications for different

*imongst academic economists Professor Erian Griffiths and
Geoffrey Wood of the City Upniversity are both abont to publish’
papers advocating monetary base control while N W Duck and

D K Bheppard proposed a similar system in the Economic Journal
last year. In the City, Gordon Fepper cof Greenwells has been
prominent in pressing for monetary base control snd he appears
to have comnsiderable support from other City commentators. -
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institutions snd discussing their merits with those concerned

in the financial markets - and more widely. It has been asgsumed
throughout that qu is the monetary aggregate to be controlled,
buth much the same considerations would apply if a different
aggregate became of primary concern.

I The Present Controls

4, The principal objective of the monetary authorities is to
control £M3. They do this by operating on both the supply and
demand for money. Fiscal policy, reflected in the gize and
compogition of the PSBR, has to be consistent with the monetary
target. But in between changes in fiscal policy, the authorities
rely on monetary instruments to keep monetary growth within the
target range. Under the present system the authoritice try to
achieve this objective mainly by acting upon the deterainanis of
the demend for £M3. This technique has been reinforced ot times
by employing tﬁz.gupplementany Special Deposit Scheme (£SDS) which
is & supply side control,. .

Se In contrast either to reserve asset base methods or the 88D
scheme, demand side control hae evolved over a consziderable time
rather than being developed specifically to control a target egeremate.
The procedure can be illustrated by reference to the following
accounting identity.
Change in £M3 # Public Sector Change in Sales of
Borrowing + Bank Lending Government
Requirement to the Debt to the

Private Nom RBanks
Bector

+ External ~ Change in Eanks'

Adjustments Non-Deposit Liabilities
6. Taking the public sector borrowing requirement as approximately
given in the short run - say over a three to six month period -
and similarly non-deposit liebilities, the authorities' problen
becones to econtrol bank lending,'salea of government debt to the
non-banka'aﬂa_external influences on the money supply] Provided
that officiel intervention in the foreign exchange market is
limited, thie lact item should be moderately small so that the real
problems facing the authorities are the control of bank lending aand
sales of government debt. hod
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7. Under demsnd side control, the main weapon at the suthorities
disposal is interest rates,| which they may change - particularly
at the short end of the maturity sp2ctrum - by administrative
meens, or by open market operations in government debt. A rise

in interest rates, for exsmple, will tend to increase the quantity
of government debt demanded by the non-bank private sector while
at the some time there will be a reduction in the private sector's
demand for bank advances. | Thus the effects on the money supply
will be for a fall on both counts. Similarly a fall in interest
rates would tend to have sn expansive effect on the money supply.

8. There are a number of problems with this system of control:

a, The PSER iteelf ie neither entirely under the control of
the authorities nor predicteble in the short run. Indeed,
the authorities' influence on the local authorities' and
public corporations' borrowing requirements is tenuous at
best and their ¥nowledge of the contribution made by these
components is usually belated. There can therefore be
unpredicted shocks to the money supply from this source.

b. While there is some evidence of a tolerably stable
relationship between interest rates sand bank advances in

the long run, the effect of interest rate changes in the

ghort term appears, empirically, to be fairly weak.] If,
therefore, monetary control is threatened by & burst of bank
lending, the authorities have little to combat this immediately
on the demand side other than by putting moral suasion on the
banks to restrain their activities. While the power of such
guasion should not be underestimated, there is an element of
erbitrariness involved in such moves which makes it undesirable,

¢. The change in demand for public sector debt which will
resgult from a given EEEEE& in interest rates is very difficult
to forecast. Tt will depend critically on the state of the
market's expectations with regard to fu interest rate
changes and such expectations are otoriously difficult to
predict, especially given their complex interaction with
inflationary expectations. It is therefore difficult for the
authorities to Judge the amount and tiuming of intemst rate
changes necegsary to achieve the monetary target.

l‘\_u
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d. There are problems involved in controlling debt
purchase by the non-banks even in the moet favourable
circumstances. While the authorities ¥mow immediately

how much public sector debt they have issued in total,

they do not know until some time after the relevant open
market operations how much debt they have succeeded in
selling to the non~banks. Moreover, there mayv be direct
transactions between the banks and non-banks which have the

[

effect of prejudicing monetary control.

e, These problems of selling the necessary amount of gilts
to the non-banks are made more severe when the suthorities
are committed in advance to a tight monetary target. This
effect ie greatest at those times when monetary growth appears
to be exceeding the stated target, precisely those times when
the suthorities need most urgently to be able to exercise
firm control. If it becomes clear to the market that the
authorities will need shortly to organise large debt sales

EE the non-benks in order to restore control, it will also be
apperent that an appreciable rise in interest rates will be
iEEEEFnt’ Under these circumstances, the prospects for debt
sales before the rice are limited.

f. ¥inally, external influences on the money supply are
particularly difficult to control under this system. In
principle, the authorities may be able to offset the monetary
effects of an external flow by countervailing action on
domestic credit expansion. In practice, they have great
difficulty in carrying out this sterilisation because they

do not know for some time what the monetary effects of a
particular flow have been. Moreover, sterilisation requires
discretionary action on the part of the authorities: there

is no automatic mechanism in the eystem which might help them.
These problems become greater if it is necessary to intervene
to maintein a particular exchange rate.

]

9. Co-existing with the demand side control there are two existing

supply-side systems of regulation. The first of these is based on
the reserve asset regquirements placed on the benks which were
reformulated as part of Competition and Credit Control. A selection
of assets, specifically bankers' balances, |Treasury bills,| tax
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. reserve certifimatesj money at cnll} British Government securitics
less than one year t maturity,leligibla local authority bills 1
end, up to 2% of eligible liabilities| eligible commerciel bills,
are demarcated as reserve asseta.! Banks are required to hold
such assets to the extent of at least 152% of their eligible
1isbilities. Originally, the scheme wss intended %o work by
the authorities' QEEEtinE rﬁﬁﬂ:iE-FEE?E“EEEEFEEF' Because the
authorities control the supply of most of the demarcated asseis,
they are able to push the banks towards the 123% ratio. Since the
banks are required to maintain this ratio, thé?‘here expected to
react by reducing their eligible 1iabilities and hence the money

stock. 1

10. 1In recent years, the scheme has not worked in this way though
it has proved useful as & tool for influencing short term interest
rates. It has not been used as a means of controlling the money
supply. And the authorities have not generally attempted to control
the total supply of reserve agsets to the banks. To some extent

the barnks cen manufacture reserve assets through their operations
with the Discount Market. But, more importantly, the effect of
reserve asset pressure in the short run can be to increase the
money supply rather than to reduce it as desired.

11, For example, a single bank faced wivn a shortage of reserve
assets may issue a Certificate of Deposit (CD) to obtain extra
deeszts and use the proceedz to purchase reserve @&sscts from
another source.| Provided that such assets are aveilable, the effect
will be to expand the money supply.? Individual banks may always

do this and the banking system as & whole may also do it provided
there are outside sources of such assets. In the process the

rate of interest the banks have to pay to obtain the CD's rises
and thet they receive on the reserve assets falls] This represents
an unprofitable situation for the banks and they will doubtless
eventually react by reducing their earning sssets - thus securing
the desired fsll in the money supply. But in the short run the
effect on the money supply is perverse.

12. Bince the end of 1973, the 58D acheme has been available to
supplement demand side control. The scheme has not been applied
continuously and there have been some differences of detail on the
occasiong that it has been applied. In general, however, bsnks




re called upon to confine the increase in their interest .
bearing eligible liabilities (IBELs) to below a specified
rise from some particular bage level. To the extent that

banks are %EEEEE or unwilling to meet this constraint, they

are required to place supplementary special deposits with the
Bank of Englend on & proportion of the excess IBELs at zero rate
of return., As tﬁé excess increases, so does the proportion and
the elfiective marginal cost to the banke of finance rises sharply.
Hence, in practice banks are only likely to trespass marginslly
into the forbidden zone.

13. Conceptually, the ascheme has the merit of simplicity and,

in combination with other measures, has had significant impact on
monetary growth when it has been applied., Oa the other hand, it

was not designed as a general scheme of monetary control but rather
to counteract the "round-tripping" which occurred at the end of
1973 which artificially inflated the money pupply at that time.
IE'E'general control on the money stock, it has a number of definite
defects:

a, The control variable is IBELs which differs in a number

of ways from any of the accepted definitions of money., In
particular, as compared with £M3, non-interest bearing deposits
and .cagh . are excluded while non-residents' sterling depocsits
ere included in IBELs but not in £13,

b. While the scheme places & (slightly woclly) upper limit
on the control apggregate, there is no penalty attached to the
banks undershooting the allowed increase., On the other hand
since in the foreseeable future the authorities' minds are ;
unlikely to be much exercised with stimulating the money
supply this deficiency may not be very important in practice.

c. If the scheme bites, then because the scheme applies to

each bank individually, competition between the banks is
inhibited. ) An efficient benk which is pressed against its

upper limit is prevented from increasing its interest bearing
deposits oven if it can find profitable earning opportunities

for thoce funde. Similarly an inefficient benk is given
artificial aid in retaining ite deposits which, in the absence

of the scheme would be bid away from it by the efficient bank.
Thus there is implicit texation of the efficient and subsidisation
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of the ineffieient involved, quite the reverse of what
would be desirable,

d. In practice, the exact effects of the contrel are
unpredictable. In part, this is a reflection of the
qualificationsand offsets which are allowed under the

scheme, particularly with regard to banks transactions

with the Discount Market which is not subject to the control.
In consequence, bankes are often able to reduce their IBELs
with no effect on the money supply though they may have to
lose reserve asseta to do so.

e. Even in the absence of these loopholes it would not be
clear how the banks would reduce their assets if the
suthorities successfully reduced £M3. There may be effects
on public sector debt holding, cr external capital flows

or on bank lending to the privete sector. In large part,
the banks' reaction to an SSDS will depend upon the degree
of reserve asset pressure to which they are subject and,
indeed, the banks' recourse to Discount lMarket loopholes
depends critically on this. The precise nature of the
interaction of an SS8DS and reserve asset pressure is therefore
complex end probably highly non-linear if expressed in
mathematical terms. In meny situations it is difficult to
foretell what the effects of the authorities' policies will
be.

f. Since the scheme has applied only intermittently, the
banks have become adept at anticipating its application and
forestalling its main effects by prior management of their
balence sheets in order t0 give them & favourable base position,
Moreover, in the short run this may imply a perverse rise in
the observed money stock, so that an anticipated S5DE may make
its application inevitable.

B Finally, because of these loopholes and opportunities
for cosmetic adjustments, the operation of the ESDS is likely
to result in severe distortions to the recorded monetary
statistics.

4, To pum up this section, then, the present systems of control
are less than ideal. On the one side, there is a demand system

i




of control which has not proved capable of adequate rc-.f;u“l_atir_.
over a recasonzble pericd of time. On the other side, the two
gupply side systems of céntrol are both subject to serioua
defects. HNeither gives very predictable results and the
interaction of the two is complex.

15. The problems raised by this situation - for both the anthorities
and the financial system - has led scme commentators, notably
Greenwells, to suggest that the authorities smould change their
technique in favour of a monetary base control.

2s Monetary Base Control

16, One of the chief advantages of MBC is that, at least in
theory, it is very simple. The clessical version of IMBC defines
the monetary base as the monetary liabilities of the central bank
which, in the United Kingdom, would be notes and coin plus bankers’
balances at the Bank of England. Each bank is required to hold

& certain proportion of its liabilities in the form of these
assets. Since, in principle, the government has control over these
assets, the government also controls the maximum level of the
money stock. A leakage from the system is likely to occur insofar
as the non-banks hold notes and coin, Faced with a shortage of
base aEEEEE:-the banks could attempt to attract notes and coin
from the public to relieve the shortage without having to reduce
their deposits. - But those who proposs this system usually assert
that the poesibilities of the banks' making use of this loophole
are small and, moreover, that the implied flexibility in control
ig itself desirable.

17. Bome of the recent proponents of MBC have suggested schemes
vhich vary in detail from the classical scheme outlined above.
For example, while qug and Griffiths propoee a base with the
traditional definition, Pepper would allow only bankers'
balances with the centrzl bank to qualify. Heverthelégé, the
various schemes have sufficient in common to sllow discussion

of their apparent strengths and weaknegses together. Details of
the various proposals are given in the Appendix.

18. The MBC schemes which have been proposed have some or all
of the fellowing andvantages as compared with the present system:

a. because it is entirely a supply-side control the observed
money stoclk could be controlled without z2ny krowledge of the




demsnd for money function®, which empirically has proved
very difficult to idéntify. Given the correct monetary

target, this is an important advantage. ©Some lmowledge

of the demsnd for money is however still required to set
the monetary target;

b. It is claimed that the authorities would not need to
regulate quantities over which they have only imperfect
control. This would not be true, however, in schemes where
the monetary base included items such as cash or assets
generated by the government's residual borrowing from the
benking system. (See the next paragraph);

Ce Banks would have much less opportunity for mapufncturinﬁ
base assets, a process which obstructs control in the existing
reserve asset system;

d. All banks would compete on &n equal footing in their
bids to attract deposite so that teh barriers to competition
of the S5DS are avoided;

e. The system would be simpler than the existing controls
so that both the suthorities and the banks would be better
aware of the direction of government policy.

19. Offsetting these potentisl adventages, there are also a
number of potentiel difficulties:

a, The public's holding of currency has not shown great
stability or predictability either secularly or in the

short term. Those schemes, such ag Wood's, which include
cash in the base would imply monetary control was hostage

to these unpredictable swings in the non-banks holdings.
Because the proposed base/deposit ratios are usually fairly
low, about 10%, banks would be forced to make multiple deposit
contractions or be enabled to make multiple expansions in
response to these swings independently of the authorities'
wighes,

*The asuthorities do not control the money stock for its own sake
but in order to create & stable monetary envircnment in which the
real parts of the economy may function efficiently. The demand
for money function provides the link between wmonetary growth and
inflation and .real output. It is thus important in deciding upon
the target range for the growth of the money stock.
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b. Other schemes, particularly those which see INEC .
as & spelf-impoeed discipline on government expendiﬁg;e
and borrowing, as well as a pure money stock control,

e A \
include assets in the base generated by the government's

recourse to the banking sector as the residusl source of
finance. In practice the the authorities find it difficul?®
to control at all accurately their need to this recourse

over periods of much less than a few quarters. On the one
hand, the PSBR ie itself notoriously unpredictable; forecasts,

even & day or two ahead are subject to an error of a few
hundred million pounds, On the cther hand, the government's
Ebility to finance its deficit externaily or by borrowing
from the non-bank private sector is also unpredictable.
Unless such disturbances were accommodated they would lead
to multiple contractions and expensions of the money supply
in the short run which would probably be of sufficient
megnitude to make the scheme unacceptable.

¢c. Specifically, official intervention in the foreign
exchange markets would be reflected in the monetary base and
allow multiple contractions or expansions of the money stock,
It would be difficult to sterilise the changes at =1l
accurately by domestic instruments and the MBC as often
roposed would rule out any significant official intervention
for just this reason.

d. A rigidly enforced MBC would be inflexible probably
leading to very sharp changes in interest rates in the short
run. The Bank of England, rightly in cur view, criticised
this sort of scheme in the current Bank of England Quarterly
Bulletin. IMBC can however be made more flexible if desired,
For example, the authorities could specify a permitted range
for the base/deposit ratio with deviations subject to
increasingly severe penalties. Alternatively, the auvthorities
themselves could intervene as necessary to relieve excessive
base asset pressure. So MBEC does not have to be inherently
inflexble.

e.. Bome schemes, that of Duck and Sheppard for example,
involve far reaching changes in the day to day operation
of The banking system. Net only wonld these schemes be




complicated to operate, they would also probably be
institutionally unworkable.

20. To sum up this section, then, MBC does seem to offer a

number of advantages as compared with the present controls.

But there are also & number of pitfalls which would have to
—— = H

be avoided if MBC were to become the main instrument of monetary

control.

3. __The Nepotiable Base Asse

21, It might be possible to devige a system which would retain
the desirable features of MBC but remove some of the potential
disadvantages. The skeleton of one such system is sketched
out here,

22, As in the conventional MBC, banks would be required to
maintain a specified base/deposit ratio. The base asset, however,

would take the form of & specially designated Treasury bill

which would be negotiable (end knowm as, say, an NBA). Not all
Treasury bills issued cach week would be designated IBAs so that
the authorities would control the stock of NBAs in existence
independently of their need to borrow from the banks.

253. When the authorities wished to restrain the money stock they
would create less NBAs than would be needed to support existing
deposits. NBAs would then trade at & premium as compared with
other Treasury bills so that the marginal cost of deposits to

banks would rise. Individual profit-maximizing banks will normally
accept deposits just to the extent that the cost of obtaining their
last deposit equals the return they can make in investing or on-
lending that deposit. When NBAs are in short supply the cost of
holding deposits increases and the banks will each be induced to

cut back their least profitable investments and their deposit
liabilities accordingly.

24. All banks will do this until deposits in total are reduced

to the number supportable by the stock of NBAs. Since all banks
face the same cost of obtaining an extra NBA, efficient banks. who
find profitable earnings opportunities will be able to maintain

higher deposits than inefficient banks faced with only marginally
profitable investment opportunities. These latter will be forced
To cut back gseverely on both depcsits eand assets since the scheme
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makes a large amount of their business unprofitable,

25. While being formally & moretary base control, this scheme
has affinities with both the existing reserve asset controls

and the 8SDS. The worst problems of the former are removed

in this system since only the authorities are able o supply
the ressrve asset. On the other hand, it might also be regarded
as a modified SSDS, in that the authorities effectively fix

the maxdmum growth in bank deposits, but in this case, leave it
to the benks themselves to determine the allocation of those
deposits by the normal competitive process.

26, 'This scheme would have the effect of transferring the onus
of sterilizing external flows from the authorities o the banks

themselves, If the banks as a whole were constrained in their
égzgiﬂaeposits, then an inflow could not increase deposits.
Individual banks faced with the prospect of unprofitable inflows
would lower their deposit rate to avoid them. In consequence,
either existing bank deposite would be attracted into publie

- pector debt or the lower domestic deposit rates would lead to
cepital outflows. In either case, the authorities would not have
to take discretionary action. In this way, the scheme could help
to minimize the disruptive impact of external flows on the money
supply.

27. A scheme on these lines would seem sufficiently interesting
to merit further consideration alongside those discussed in EBection 2.

&, Conclusion

28, The various schemes for monetary base go far put forward all
have defects. Put they cannot be ruled out on this account. As
The paper has shown, if perfection is to be the ideal, the existing
system fails on many counts.

29. Ve have been living with monetary targets now since 1976.

The present system of monetary control grew up in a very different
environnent. Possibly the main problem we have experienced has

been in making timely adjustments to the money stock during the
course of the year when - for a period at least - fiscal policy

can be regarded as given and bank lending is difficult to influence.
At times it has seemed that we do not have adequate instruments

to denl with divergences, and the effect of the instruments we “do-




have iz uncertain. And it is here that an overt supply side
—
control like the monetary base offers the prosvect of improvement.

e

30. One cannot say on the basies of this sort of paper that MEC
would be an improvement - still less make & firm recommendation
that we should go ahead and introduce it. The existing system
has one great advantage - we thinlt we understand it, know its
blemishes, and can work it - even if the process is at times

a messy one, The last thi;g we went is to make hasty changes to
the system whose remifications we do not understand, and which
might result in a loss of control over the money supply at a time
when monetary policy is at the forefront of the Government's
economic strategy.

31, Several important questions have not even been considered

in this paper. First, it is not clear how much disruption to

the finencial system particular schemes would cause, and what

the implications for City institutions would be. We can however
say with certainty that these might be considerable, especially
for the Discount Market. Second, we need to consider carefully
how monetary base control can be related to the various monetary
aggregates which we at present use to monitor monetary conditions.
Third, we need to be quite clear about how MBC would operate under
different exchenge rate regimes.

32. There is only -one way to resolve these questions. A small
nunber of schemes - perhaps those discussed in this peper -~ should
be studied by the authorities in detail; there is as yet no
complete analysis of any single scheme for the UK, Provided

there were no market objections the next stage might th%Feane

be the preparation of a paper detailing these schemes ag a basis
of further discu;giun, particularly with those affected in the

&ll important area of practical banking.

53. This is not a proposal for delay. Not only are such dis-
cussions vital in their own right if MBC is thought worth pursuing,
they would fit in with what might be an appropriate time for
introducing changes in the system. This would ideally be when the
government had made progress in its objective of reducing the
inflation rate and achieving a better balance between fiscal policy
and interest rates within the declining £M3 target.




. APPENDIX
SO0ME SPECIFIC PROPOSALS FOR MONETARY BASE CONTROLS

Ta Gordon Penper: "A Monetary Base for the UK: A Practical
Proposal” (in oupplement to W Greenwells mpecial bulietin of
2 March 1979)

The monetary base would consist of bankers' balances at the

Bank of England. All banks would be reguired to hold a fixed
proportion of their deposits in the form of this asset, which
would carry interest. The proportion would be the same for all
controlled institutions but the level of interest paid might
varg_depending on the nature of the deposits concerned. Penalties
would be applied to banks which failed to meet the required ratio
depending upon the seriousness and frequency of the offence.

This system is close to a classical MBC except that the vossibility
of leakage through the non-banks' holding of notes and coin is
eliminated. On the other hand, the monetary base would effectively
be the government's residual source of finance., It would reflect
any foreign exchange intervention, any day-to-day variation in the
excess of government's expenditure over income or variations in
sales of debt to the non-bank private sector.

2 G E Wood: “Gnsﬁ Base Control and Institutional Change in the
UK Finsncial System" (Jorthcomingz in "The Banker")

The monetary base would consist of notes and coin plug bankers'
balances at the Bank of England. There would not necessarily
hgggﬂkc be a required minimum ratio since the banks would naturally
hold a minimum amount of such assets for their own prudential and
commercial reasons. However, it would aid the predictability of
the system in the initial stages for & minimum ratio to be imposed.
This scheme is the classical MBC. As such, it has 81l the potential

advantages and disadvantages discussed in the main body of this
note.

Professor Brian Griffiths: “Controlling the UK Money Suppiv"
forthecoming in the Lloyds Bank Review)s

This scheme is identical to that of Wood except that Griffiths
would not wish to impose & minimum base asset retio, except, possibly
for prudential reasons.

'-—-_._-___-—
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L, N W Duck., D K Shepperd: "A Proposal for the Control of the

.

UX Foney fupply" (in the bconmomic Journal, Harch 1978)

The authorities would ereate a new asset, the Reserve Deposit,

which would be sold to banks only = initially in proportion to

their individual holdings of balsnces at the Bank of England.
Interest at the market rate would be paid on these assets which
would in fact be deposits at the Bank of England. At the end

of each day's clearing the Bank would allocate extra Reserve Deposite
to banks whose ordinary bankers' balances showed they had gained net
deposits and remove the appropriate amount from banks who had lost
net deposits.

Banks would be required to hold a fixed Reserve Deposit/deposit

ratio with an increasing scale of penalties for deviant{ banks.
Restraint on the money supply would be exercised by the authorities
unilaterally converting a certain proportion of Reserve Deposits

held by the banks into ordinary bankers' balances which would not
count as reserve assets. To avoid penalty the banking system

as a whole would have to contract its deposits in these circumstances.

This scheme has the least affinity with the classical MEC of thocse
considered, It thus avoids the potential drawbacks of MEC but
retains some of the advantages. It would, however, be extremely
complex to administer and probably unworkable. In particular, the
Bank of England would not know whether the increase in & particnlar
bank's ordinary balence reflected the drawing down of & deposit with
another bank(ie no increase in the money supply) or the increase

of an overdraft with enother bank (ie & net addition to the

money supply). It would not therefore know how to allocate the
Reserve Deposits.

5. _The Nepotiable Basgse Asset Scheme (outlined in this note).

A proportion of all Treasgury bills would be designated Negotiable
Base Assets (NBAs) end sold at the weekly tender. Only banks would
be allowed to buy these assets but they would otherwise be fully
negotiable. BPEanke would be required to maintain a minimum MBA/
deposit ratio with an increasing tariff of penalties for offenders.
Except for having this reserve asset status, NBAs would otherwise
be identical to existing Treasury bills.

When the authorities wished to restriect the money supply., they
would create less NBAs than needed to support the existing deposits.




NBEAs would then be in short supply and trade g% a premium

as compared with ordinary Treasury bills. Thus the marginal
cost of finsnce to banks would rise and they would reduce

their least profitable earnings assets together with their
deposits. Efficient banks with profitable investments would

not do this to the same extent as inefficient banks whose assets

were invested in low return projects.

This scheme would aveoid the obvious potential defects of the

elassical MBC but would retain most of its advantages. On the
other hand, the full implications of the system have nto been
worked out,.




PRIME MINISTER

MONETARY SEMINAR

After your meeting with him this afternoon, the Governor
asked if he could bring one or two Bank officials with him to
the Seminar next Wednesday. He feels this is only reasonable
if the Chancellor is going to have, as you have already agreed,
Sir Douglas Wass [and Messrs. Bridgeman:ﬁnd Middletnnﬁ%ith him.

Agree?

Sir John Hunt and Sir Kenneth Berrill would also like to
attend. Sir John intends to put in a brief for the meeting,
and Sir Kenneth thinks he ought to attend siﬁﬁly because the

subject is one of strategic importance - and he does have ideas,
particularly on the gilts market, which are less conventional
than the Bank's and the Treasury's. It has also been suggested
that we have a Cabinet Office notetaker, although I am perfectly
prepared to do the note if you wish. Agree? Y.

The Chancellor also wonders if Adam Ridley could attend in
view of his links with Gordon Pepper and others in the City.

Agree?

13 July 1979




ce Mr. Whitmore
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NOTE OF A MEETING BETWEEN THE PRIME MINISTER AND THE GOVERNOR OF
THE BANK OF ENGLAND ON FRIDAY 13 JULY 1979 AT 1630 HOURS

The following are the main points which came up when the
Governor called on the Prime Minister:

EMS
The Prime Minister commented that, had the UK joined the

Exchange Rate Regime, we would have been forced to change sterling
parity in relation to the grid. The Governor said that this was
not necessarily the case. There would certainly have been upward
pressure against sterling's maximum limit; on the other hand, this
pressure might have been limited to some extent by the fact that
market operators would have thought it unlikely that sterling's
parity would have moved so soon. On the other hand he thought

that against the current background of turbulence in the exchange
markets, which was likely to continue for a while, it was best that
the UK had not joined the Regime.

I1. June Banking Figures

The Prime Minister commented that the June figures were even

worse than the Governor had predicted at the meeting on the mortgage
rate the previous week. The Governor said that this was so -
including the "acceptance leak'", lending to the private sector had
been £1,250 million against £1,200 million which he had forecast.

The high figure seemed to be due primarily to the June spending spree,
which was now reflected in the provisional retail figures. The

Prime Minister said that she continued to be concerned about the

stock relief provisions, which tended to exaggerate the need for
working capital since there was an incentive for businesses to build
up their industries; she was also concerned about the tax provisions

on leasing which also stimulated bank lending. The Governor replied

that the leasing provisions did encourage investment; however,
he understood that the Inland Revenue were looking at them.

III. Interest Rates

The Prime Minister said that she was worried at the prospect

of interest rates having to stay high, though she fully accepted
that - while the banking figures continued bad - there was no
alternative. The Governor commented that the future level of

/ interest rates




interest rates depended very much on what happened to wages. If
wage inflation accelerated, interest rates would inevitably stay
high. In addition, interest rates in other countries were moving
up. The Germans had just announced a 1% increase in their discount
rate, even though Dr. Emminger had been implored - at the recent
Central Bankers meeting in Basle - to avoid this. The Dutch and
the Belgians had been obliged to follow. The Germans were clearly
trying to fight inflation by keeping the DM up.

IV. The U.S.
The Governor said that the US economy was almost bound to go

into recession after four years of rapid growth and with inflation
slowing the economy down. Inflation over the last six months was
running at an annual rate of 14% - this was partly due to the oil
price increase, but food prices were also rising rapidly partly
because of fears about the Russian harvest. It was uncertain

what the Administration would do. With the election coming up,
they would be under pressure to reflate and relax interest rates.
But if they did, the dollar would certainlyslide.

V. Gilts

The Governor said that the authorities had sold sufficient
gilts to cover the Government's financing needs up to the end of
August; but it would be important to make further substantial
sales so as to bring in funds in September. A new short tap was
being issue that day; it would be for decision the following week
whether a new long tap should be issued.

Vi. Sale of BP Shares
The Prime Minister said that she had stopped the sale of the

BP shares in July. The alternative options needed to be considered
more carefully, and in any case a sale later in the year might well
produce larger proceeds. She had also been concerned that the
Treasury were pressing to sell in New York and Frankfurt as well

as in London. For political reasons, even though foreigners might
buy in the secondary market, it was important to limit the sale to
London. One further consideration was that the Lords' decision

on Burmah might go against the Government. (The Governor commented
that a final decision on Burmah could not be expected until

October 1980.) One alternative to selling off BP shares was for

J BNOC's




BNOC's assets to be sold virtually in their entirety. This

was being considered. Asked whether the sale of BP shares to the
institutions would be additional to their purchase of gilts, the
Governor replied that there would be some substitutia, but on

the whole, purchases should be additional.

16 July 1979
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Treasurv Chambers, Parliament Street, SWIP 3AG
O1-233 3000

MONETARY SEMINAR

I now enclose the three Treasury papers on this
foreshadowed in my Private Secretary's letter of
3rd July, namely:-

(i) the paper on monetary base control by

e r——— e el

Treasury economists;

(ii) a paper on fundiqg the PSBR, which has as
an annex a ﬁumma}ynaf_khe various proposals
for changes in the gilts market, and
comments on them - particularly drawn from

the Bank's paper:

a short general paper on the Government's

monetary objectives and prospects.
[ —

e

2. You may like to start the seminar by a discussion of
the monetary prospect and the implications for monetary
control set out in the third Treasury paper and then turn to
the main papers on the gilt-edged market and monetary

base.

e The proposals for changes in these two papers
vary very much in the time span in whieh they could be
put into effect. Some are of immediate relevance -

particularly whether we should be continuing to issue

long stocks, and whether they should go into the next

century. At the other extreme, the switch to a
monetary base system of control would take several years.

/It would

- ] -
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CONFIDENTIAL
(COVERING SECRET)

Treasury Chambers, Parliament Street, SWIP 3AG
01-233 3000

It would involve a change in the financial system at least
as fundamental as was involved in "Competition and Credit
Control", and it would require considerable periods for
each of drawing up the proposals in detail, consultation
with the various groups of institutions affected,

revision of the proposals, and implementation.

I would therefore suggest that we might take the main
which arise on the papers in seguence. They

her we should continue to issue long dated
B L —
k:; (1€ in the Annex to the Treasury paper)

——

whether the attractions of an index-linked stock

-

appear to outweigh the general'aﬁgéztions to the
further spread of indexation sufficiently to
justify preparing and evaluating a detailed
proposal, including considering the implications
for taxation; (paragraph lq and 5C in the Annex
to the Treasury paper)

whether the Bank consider that there is any

other way out of the present situation in

which we lack a means of raising the level of

long term interest rates; aragraphu of
£ e et et B ] (p grap Jﬁ%

A————

the Tfeaaury paper)

whether we accept the conclusions of the Treasury

economists' paper that there is sufficient

/attraction in
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Treasury Chambers, Parliament Street, SWIP 3AG
Ol-233 3000

attraction in the monetary base control as
a way of achieving the necessary changes in shorter
term interest rates to justify the further

study in depth of some particular options.

5 I am sending copies of this minute to the Governor

Lo

and Sir John Hunt.

[3 July, 1979
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Meowrefiry base control

Thir article has been prepared mainly by M. D.K.W. Foot, C.A.E. Goodhart and A.C. Hotson of the Bank’s Economic

fnrellipence Department,

Infroduction

1 This article considers whether monetary base
control should be the means by which the authorities
control the monetary ageregates. We have approached
ihis subject as economists rather than as representatives
of the Bank of England, and we seek to contnibute to
what has hitherto in the United Kingdom been only a
limited discussion. Many of the subjects raised in the
discussion are candidates for detailed consideration on
both a theoretical and a practical level. Moreover, the
various proponents of monetary base control often have
widely differing nroposals in mind, a fact which
significantly increases the scope of the analyvsis
required. What foliows in this anticle, therefore, is not
intended to be an exhaustive treatment of the subject.
In particular, it concenirates on the more theoretical.
economic issues and only raises in passing some of the
implications of the various proposals for the structure of
existing financial markets and for the authorities’
present methods of operation,

2 ‘To this end, a brief background for the subject is
provided in paragraphs 3-4. The monetary base is then
defined (paragraphs 5-8), its historical relevance in the
United Kingdom noted (paragraphs 9-12). and its
possible theoretical relevance briefly set out
(paragraphs 13-21). The various possible forms of
control as we understand them are then considered; the
implications of strict forms of control are outlined in
paragraphs 22-42, and more relaxed versions are
discussed in paragraphs 43-50. A brief summary of our
views is provided in paragraph 51. There is also an
appendix which discusses briefiy certain aspects of the
financial system in some major countries where the
monetary base is rather more familiar than in the
United Kingdom.

The background

2 In a number of countrics, there are now formal
monetary targets. Even where there are not, it is
probably much more widely recognised than was the
case, say, ten years ago that movements in the stock of
money have considerable economic relevance, although
the form and extent of this relevance are hotly debated.

4 Among those who believe that ‘money matters’,
there is a group which considers that an appropriate
degree of control over the rate of monetary growth can
only be obtained by operating primarily to control the
rate of growth of the monetary base.[1] To some in this
group, current attempts in the United Kingdom to

control sterling M, are wrongly directed, because tire
authorities are said to lack the means at present to
achieve an adequate degree of shori-term control over
sterling M,. The alternative proposed is that the
authorities should seek to ensure the desired growth of
whichever monetary aggrepate they consider most
appropriate by operating on the monetary base. Others
in the group would go further and suggest that the
monetary base—as well as being the means of
control—could also be the appropriate tarpet rather
than (as in the United Kingdom, France or Weslern
Germany) a broad monetary aggregate such as stering
M, or (as in Canada) a narrower monetary aggregate,
M,.

What is the monetary base?

5 In current economic literature, there is a generally
accepted concept of ‘high-powered money’, which is
thought of as the sum of the balance-sheet liabilities of
the central bank (strictly speaking, the monetary
authorities[2]) to the private sector, Thus, anything
which leads the central bank to have reduced lizbilitics
to the private sector (for example—and assuming that
the Government banks with the central bank, as 1t does
in the United Kingdom—an excess of tax receipts over
expenditure, or net sales of government debt) acts to
reduce the volume of high-powered money. The
phrases ‘high-powered money’ and ‘monetary base’ are
often used interchangeably. In this article, however, we
should like to adopt a more precise terminology and uie
the phrase ‘monetary base’ to describe that sct of tae
liabilities of the monetary authoritizs which they may
seek particularly to control.

6 Exactly which liabilities should go into this set 15 no
easy problem. In essence, the issue boils dovn to asking
which set of their liabilities the moneiary authorities
think that they should control. Among the candidates
for inclusion are:

(a) notes and coin in circulation with the public;

(b) notes and coin held by banks (vault cash):

(c) bankers’ balances at the Bank of Fngland:[3] and

{(d) potential liabilitics of the Bank of England, i.e.
liabililies incurred as the counterpart to the assets
that the Bank may have to assume because of
commitments previously given or because of
‘automatic’ borrowing rights of others {in
particular, the lender of last resort facilities to the
discount market).

{1} These sre abo those wbo consder the rievanoe of the moneiery hane i be i valee 2.8 Meaddung br 5oao0 rather ihan it potentl
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1 ‘The definitions actually adopted by those countries
1‘.'45 the base is considered relevant vary quite widely
{see appendix). In this article, we prefer to begin with a
definition that covers just (b) and (c) of the above list.
on the view that this pair—or alternatively (c) by

itself[ 1}—might be operationally most relevant in the
United Kingdom and also with the hope that this will
make the subsequent discussion easier to handle
without losing its general relevance. Thus. for example.
the size of the base would be greatly increased by the
inclusion of (a). notes and coin with the public. But the
amount of currency so held is hardly a variable over
which the authorities would (or could) seek control. In
any case, if the aim is to influence some monetary
aggregate consisting primarily of bank deposits. the
relevant variable would seem to be that definition of the
base—(b) and (c) or (c) alone—directly related to the
assets of the banks. Otherwise variations in the non-
bank private sector’s demand for currency could lead 1o
undesirable fluctuations in the growth of the monctary
aggregates.

8 The argument over whether (d) should be included
is rather different. Under strict forms of base control.
such facilities would not exist and therefore the
problem would not arise. However. where such
facilities did exist. their inclusion would imply a
relationship between the base and the potential rather
than the actual stock of money. In general, proponents
of base control have argued against a definition of this
type and, although it has been adopted in certain
countries at certain times, it is not considered further
here.

The historical relevance of the monetary base
in the United Kingdom

9 A banking system as we know it could not have
developed had banks not learned how to make loans
without collapsing, through want of liquidity, if some
depositors wanted their money back. The first line of
defence for any bank against such illiquidity was
traditionally provided by holding a stock of generally
acceptable asseis—coin or notes ‘behind the counter’.
The second consisted of balances with other banks that
could be used to obtain additional generally acceptable
notes. As the Bank of England became increasingly
important as a note issuer and as a ‘central bank’, it
became increasingly convenient to hold Bank of
England notes and balances at the Bank.

10 Over time, the liquidity of the banking system
came 1o be increasingly assured by the Bank’s extension
of lender of last resort facilities to the discount houses
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(for then banks could safely make secured short-ternt
deposits with the houses and have no doubts about the
liquidity of these funds) and also by the extension of
markets in liquid financial assets, notably Treasury bills.
Thus, when we now think of the liquidity of a single
bank, we consider the liquidity provided by the
existence of markets on which it can quickly raise new
debt or sell existing assets and not just of the level of its
holdings of cash and balances at the Bank of England.
Similarly. for the liquidity of the banking system asa
whole, the relevant point is the preparedness of the
central bank to provide unlimited support to the system
in times of crisis, not banks’ aggregate holdings of cash
and bankers’ balances.

11 Thus. when it became accepted practice after the
Second World War for the London clearing banks to
keep a minimum ratio of 8% of cash to deposits.[2] no
operational relevance (in the sense of using the Bank’s
potential control over the supply of cash to restrict the
level of bank deposits) was attributed to the ratio; in so
far as the requirement had justification. it was
prudential. Instead, the authorities were primarily
concerned with the level and structure of interest rates.
and they were consequently willing to ensure that the
clearing banks did not go short of cash.|3] As a result,
the clearing banks did not need io hold sizable excess
cash reserves, and the recorded ratio was generally very
close 1o B%.

12 After 1971, even the 8% cash ratio was abolished,
but the London clearing banks instead agreed to keep
an average of 13% of their eligible liabilities[4] in the
form of non-interest-bearing balances at the Bank.[5]
Even more obviously than with the 8% cash ratio, there
has been no attempt to use this ratio as a device for
imposing a ceiling on the stock of eligible liabilities. As
before, the Bank of England has chosen—through its
open-market operations and lender of last resort
facilities—to concentrate on influencing short-term
interest rates, being prepared always to provide funds
requested by the banking system but on interest-rate
terms of its own choosing.

Why the monetary base may be relevant

13 If banks have to maintain a minimum ratio of cash
to deposits and if the central bank exercises sufficiently
vigorously its undoubted potential power as “the’ source
of cash, then clearly the size of the high-powered
money base imposes a ceiling on the level of bank
deposits and thus, indirectly, on the stock of money,
however defined.
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14 Mor .rma‘.ly and at its simplest, we can write

M=C+D (1)

= the stock of money

= notes and coin in circulation with the non-
bank private sector
the deposit liabilities of the banks

H=R+C (2)

H = the high-powered money base
R = the banks’ reserves (say, vault cash pius
balances at the Bank of England).
Both (1) and (2) are identities, not behavioural
equations, and by simple manipulation they can be
made to yield a third identity.

|
1 + 5

R.C

D D

15 In other words, if the authorities act so as to fix

H [1] at some predetermined level, if the ratio of
currency to deposits is constant and if the ratio of
banks’ reserves to deposits is constant, then the size of
M is determined by H. For example, let us assume that:

M=H

(a) all banks always maintain 4% of deposits as vault
cash to meet immediate operating needs and 115
in balances at the Bank of England;

(b) this 5% of deposits constitutes the monetary base
and that the banks begin with no excess rcserves;

(c) notes and coin in circulation with the public always
amount to 15% of deposits; and

the balance sheets of the Exchange Equalisation
Account (EEA) and the overseas sector have been
omitted and those of the Issue and Banking
Departments of the Bank of England
consolidated,

16 Let us suppose then that, in a given period. the
public sector is a net recipient of one unit from the non-
bank private sector (because. say. lax reccipts have
exceeded government disbursements). The resulting
changes in the equilibrium positions of the Bank ol
England, the banking system and the non-bank private
sector are shown in the two halves of the table below.

17 Before the change, the base stood at 5.5 (vault
cash 4, bankers’ balances 1.5), permitting banks to take
deposits of 100. In the final equilibrium position, the
base stands at 5.13 (vault cash 3.73, bankers’ balances
1.4), again exactly 5.5% of total deposits (93.3). The
payment of 1 by the non-bank private sector has
actually been accomplished by a fall of 0.2 in the notes
they hold, plus a 0.1 reduction in bankers’ balances at
the Bank: the corresponding gain of course accrues 10
the public sector, whose deposits at the Bank rise from
510 6.

18 For the banking system, however, the process has
been altogether more significant, because the decline of
0.37 in the base has necessitated a multiple contraction
of deposits of 6.7 (i.e. 0.37 100)/5.5). Nothing so far in
this article has, however, shown how this contraction
occurs, and this major question is considered in the
next section.

19 The presentation of the determination of the
money stock in this fashion has a distinguished
academic pedigree, which includes contributions from
Phillips, Keynes and Meade.[2] As we have seen, the
authorities have not, however, attempted to control H
or R. Nor is it the case that the ratio of currency in
circulation to deposits necessariiy stays constant Over
time. Obviously this ratio may be aifected by
technological change (for example the development of
credit cards), but also, from a theoretical point of view,
there is no obvious reason why the ratio of currency to
bank deposits should stay constant over time, at least
when the latter are defined broadly to include both
transactions and savings balances. Finally, there is no
reason under the present arrangements why banks'
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reserves of cash and bankers' balances should show a
s.e relation to any particular monetary aggregate.
Only the clearing banks maintain the 11% ratio, and
even that requirement is over a period of time rather
than for any particular day and is related to eligible
liabilities rather than directly to deposits as recorded in
the monetary aggregates,

20 It follows, not surprisingly, that, given present
arrangements, there is no close relationship in the
United Kingdom between changes in the monetary base
and those in any other monetary aggregate. Indeed, to
the extent that there has been any causal relationship, it
could reasonably be argued that it has run from money
to the base, rather than the other way round, a
causality exemplified by the fact that the 14% ratio
relates to the previous month’s eligible liabilities and
that the authorities have always chosen to provide, ata
price, the base money required. Nor has there been any
close relationship between movements in the base and
in nominal incomes. Indeed with high-powered money
(H) largely consisting of currency in the hands of the
public (C), and the latter being demand-determined,
{according to our econometric estimates largely in
response to current and past changes in consumers’
expenditure) the direction of causation runs clearly
from nominal income to notes and coin in circulation
(C) and high-powered money (H).

21 The relevant question, however, is what would
happen if present attitudes and institutional features
were changed and the authorities sought to use the base
rather than interest rates as a means of controlling the
rate of growth of the monetary aggregates.
Unfortunately, as noted in the introduction, the answer
is related to the form, in particular the time horizon, of
the monetary base régime in question. Further
complications are added by the existence of a number
of other issues that are not of major theoretical
relevance in their own right but which represent
awkward technical problems to be tackled before at
least some forms of base control could be considered in
practice.

A strict control of money

22 First we examine the implications of secking to
control the money stock strictly on a short-term basis.
Even if it were universally accepted that strict short-
term control of the monetary aggregates was
undesirable, if not impractical, it would still be useful to
consider the implications of strict control as an
expositional device in order to clarify the issues.
Moreover, there are a number of proponents of strict
short-term control of the monetary aggregates, and of
these some advocate the use of monetary base control
to achieve this end. Of course it is possible to envisage
ways in which banks’ deposit liabilities might be subject
to strict short-term control other than through
regulation of the base. Bank deposits could be forced to
grow at a pre-determined rate by government fiat, or by

the imposition of some form of permanent
supplementary special deposits scheme, with penalties
on those banks whose deposit liabilities grew too slowly
as well as on those whose liabilities grew too fast.

23 Returning to control via the monetary base, the
most extreme form of regulation imzginable is one
where the operations of the central bank were such as
to predetermine the monetary base (for some of the
problems involved see paragraphs 37—2) and where the
banks were required to achieve their reserve ratio
requirement exactly on a daily basis. 1f short-term
control of the monetary base were to be translated into
equivalent short-term control of the monetary
aggregates, the ability of the banks to vary their actual
(free) reserve holdings relative to their required level
would have to be limited, for example by penalties
applying to both excess and deficient reserves.
Examination rapidly suggests that the idea of such tight
management is impracticable but, as it throws up a
number of points of general relevance to any attempt to
control the base over any period, the arguments are
worth considering.

24 The most appropriate starting point is perhaps the
mechanism by which banks are supposed to adjust to,
say, a shortfall of reserves (i.e. the base provided does
not permit them to meet their reserve requirements on
their existing level of deposits). When considered at all,
the mechanism is usually held to be that the banks cut
back on lending or sell off marketable assets. However,
while this may improve the relative position of one
bank, such action only eases the reserve position of the
banking system as a whole fractionally, with that
fraction depending on the required reserve ratio. Thus
unless the authorities relent and choose to pravide more
base money, the only ways that the banks as a whole
can overcome their reserve asset shortage are:

(a) to reduce their assets and liabilities by a multiple
of the initial shortage of base money;

(b) to attract notes and coin from the public (which
would be difficult 1o do, unless banks were to offer
a variable premium for currency, thereby breaking
convertibility between currency and deposits); or
if there were lower reserve requirements on time
than on sight deposits {as in the United States), to
induce customers—by adjusting relative yields—to
switch funds from sight to time deposits.

25 To illustrate this essential point, suppose that a
bank sells off its Treasury bill holdings. 1ts balances
with the Bank of England will rise, i.e. it will receive
more reserve assets; the banks of those who buy the
bills will lose an equal amount.[1] Only if the Bank of
England steps into the market to buy the bills will the
base be increased.

26 A similar conclusion follows with regard to the
effect of foreign exchange transactions on the monetary
base. As the banks try to improve their individual
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["{JH“IIUI"".- selling assets, they will force up interest
rates. (\Per things being equal, this will increase the
demand for sterling by foreigners who now wish 1o
obtain sterling assets, the rate of interest on which has
become more attractive. However, the stock of
monectary base will remain unaffected and under the
control of the authorities if either the exchange rate is
allowed to appreciate freely, or, if this is unacceptable,
the inflow of capital is sierilised. A rise in the exchange
rate might be forestalled without increasing the
monetary base if, when the authoritics purchase foreign
currencics with sterling and accumulate international
reserves in the EEA, they then finance these purchases
by the sale of Treasury bills or some other debt
instrument which is not included in the definition of the
monetary base. Nevertheless, the sale of these debt
instruments may raise interest rates further and also
maintain monetary tightness, thereby atiracting
continuing inflows from abroad. This could lead to an
unstable situation with persistently nising reserves
together with rising domestic interest rates.

27 The same conclusion follows if the banks make
what is now the more likely response to reserve
pressure of bidding for funds (so-called liability
management) by, for example, issuing certificates of
deposit. Again, the effect will be to push up inierest
rates without increasing the base [except in so far as (b)
or (c) in paragraph 24 apply]. But. this time, there
could be an additional difficulty if the authorities have a
broad money aggregate in mind as an intermediate
target, in that liability management can have a perverse
effect on the adjustment process of the banking system
as a whole, since il tends 1o raise the yield offered on
bank deposits relative to the vields on other liquid
assets. This could accelerate the interest-rate spiral
likely to develop as banks come under reserve pressure
and, if rates of interest on bank lending do not keep
pace with the rise in market interest rates, actually
increase the demand for credit by making it attractive
to borrow funds to on-lend in the wholesale money
markets.

28 These problems might be mitigated if the reserve
requirements on time deposits were lower than those on
sight deposits. Then, as interest rates rose—increasing
the opportunity cost of holding sight deposits|1}—
holders would, over a period of time, switch their funds
from sight to time accounts, progressively reducing the
banks' overall need for reserves. However, the
authorities would presumably only seek to control the
monetary aggregates with a differential reserve
requirement, in which sight deposits were given a
higher weighting than time deposits. if they attached
greater importance to the rate of growth of sight
deposits than to that of time deposits. In the extreme
case where the authorities attached no weight to the
ratc of growth of time deposits, they could set an M,
target and only impose reserve requirements on sight
deposits. Nevertheless, even with an M, target. the

speed of adjustment of the non-bank private sector's
asset portfolio in response to changes in the differential
between sight and time deposit rates might not be fast
enough for the banks to be able to meet their reserve
requirements at all quickly. As a result, an interest-rate
spiral might still emerge.

29 The conclusion of this line of argument is that strict
control of the base (which would. of course, imply an
end to all the present lender of last resort facilities)
would continually threaten frequent and potentially
massive movements in interest rates, if not complete
instability. Changes in the base would inevitably carry
implications for interest rates, and the greater the
emphasis on control of the base the less the possibility
that the central bank could intervene to ameliorate any
interest-rate fluctuations. In the strictest form of control
(the day-to-day regulation noted earlier), the problem
would, of course, be at its most acute as no adjustment
time (e.g. for the banks to curtail their loans to the non-
bank public) would be available. Indeed it is highly
dubious whether such a system could possibly work,
mainly because of the time it would take for markets to
adjust to the interest-rate changes induced by the banks
in their 2ttempts to meet their reserve requirements.
But even for control over longer periods of time, strct
control of the base would throw onto financial markets
the whole burden of adjustment at present ‘shared’ by
the Bank of England’s lender of last resort facilities, its
open-market operations, its foreign exchange
intervention, and the permitted short-term variability in
the level of balances held by the clearing banks at the
Bank of England.

Structural adjustments in response to strict
control

30 Inextreme form, then, base control could imply
enormous potential pressure on financial markets. It is
a moot point as to how far they would develop to meet
the burden. Other reactions would also be likely.[2] We
now explore some of these on the assumption that the
transitional problems of adjusting to the new system
had been overcome.

31  One development might well be the sharp
curtailment or disappearance of the overdraft system.
indeed the curtailment or disappearance of any
exposure, whether by formal or informal commitment.
to an obligation to extend loans at some future Ume. Al
present, banks extend facilities to customers that in
aggregate are roughly only half-used at any time. This is
an element of Aexibility provided by the banking system
which most observers would regard as highly desirable.
Even under the present supplementary special deposits
scheme, the existence of these facilities may be an
embarrassment to a bank. particularly as most empirical
work on the demand for bank credit in the United
Kingdom suggests that a bank’s major defence in such
circumstances—to ra:se the cost of borrowing—may not
have a large (and ce0 o inly does not have a rapid) effect
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n the demand for credit.[1] It follows that the stricter *

e control of money (whatever the form of that
control) the more risky it would be for banks to provide
overdraft facilities in their present form.

32 A related development likely to occur would be
that the banks would come to hold a larger proportion
of their portfolio in easily-saleable assets, or. in so far
as this was allowed, in excess reserves, correspondingly
reducing relatively illiquid lending to the private sector.
Similarly the non-bank private sector, being less able 1o
obtain bank facilities, might also seek to hold larger
amounts of liquid assets.

33 Such conclusions follow from the fact that the more
tightly controlled the banking system the greater the
short-term risk of illiquidity for all concerned. In the
longer term, when such a system was fully established,
it would seem to exhibit a certain inefficiency—with
more risk than strictly necessary, balanced by larger
liquidity holdings—but otherwise it could conceivably
be workable. Such an approach would. however,
appear to carry a higher risk of disturbances to the
banking system reminiscent in some respects of those in
the United Kingdom in the nineteenth century and in
the United States before the establishment of the
Federal Reserve System. Even under a monetary base
control régime, the Bank of England would have to
retain the right to use lender of last resort facilities to
forestall a banking crisis, and assistance might have to
be extended 1o individual banks more frequently than
in the past. In the short run, any sudden change to the
new system, with a possibly large but unpredictable
increase in the demand for liquid assets in response (0
the increased risk perceived, would make assessment
and management of the overall economic situation
more difficult.

34 A third likely development would be the growth of
holders of liquid assets not subject to cash ratio
requirements, who would arbitrage between short-term
liquid assets (such as Treasury bills) and bank
deposits,[2] thereby reducing the extent of interest-rate
fluctaation. Similarly, the banks might be able, at times
of their own choosing, to rearrange some of their on-
balance-sheet advances as off-balance-sheet
acceptances, so that although they would resell some of
their holdings of commercial bills to the non-bank
private sector, they would guarantee the ultimate
holders of these commercial bills against default by the
original issuers, The rapid increase in acceptances
almost immediately after the reimposition of the
supplementary special deposits scheme in June 1978
suggests that the banks are able to rearrange their
portiolios to some extent in this way.

35 Equally, however, such structural devclopments,
resulting in an expansion of near-money liquid assets
and an increased elasticity of response in velocity to
changes in interest rates, would reduce the significance
of a tight control over the money stock and also the
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monetary base. The financial system evolves

. continuously to meet the needs of the economy and

will, in time, find ways round artificial road blocks.

36 All these developments would be likely to follow
from any strict form of base control, though the
‘adjustment problem’ in each case would be worse, and
the speed of the developments faster, the shorter the
time horizon over which control was attempted.

Some technical and operational changes
required

37 As noted in paragraph 23, day-to-day control of
the base is very difficult to envisage. Under present
institutional arrangements, there are unforeseen swings
into and out of central government balances of up to
several hundred million pounds a day, and the first
requirement for day-to-day control would be either that
the Government moved its business to the commercial
banks or that the banking system moved to a next day
settlement basis for all transactions. The logic of the
first change is that unexpected flows—say from the non-
bank private sector to the Government—would then
leave bankers’ balances at the Bank of England
unaffected: at present, as noted earlier, the result of
such flows is to alter these balances. The logic of the
second change, which in administrative terms at least
would constitute a retrograde step, is that the
authorities would then have one day's notice of
unexpected movements of funds.

38 Even then, however, the authorities would not
have any advance warning of shifts in the public’s
demand for currency, which even on a daily basis can
be large. The Bank of England already forecasts the
demand for currency on a daily basis, as part of its
projection of key factors affecting money markets, and,
on occasion, errors here have been of the order of £100
million and are frequently £25-30 million.

39 Further, whatever the length of period over which
control of the base is desired, the authorities’
predetermined path would kave to be st in non-
seasonally-adjusted form. As presumably their
objective would be to obtain a smooth seasonally-
adjusted growth in the base or in some monetary
aggregate, they would need to work from a seasonally-
adjusted to an unadjusted projection of the base. Given
the complexities and uncertainties of the seasonal-
adjustment process for financial series, such a
procedure could be sensible for, say, quarterly
projections, but daily forecasts on such a basis would be
subject to very large margins of error. Any attempt Lo
control the banking system strictly on a very short-term
basis would, therefore, result in unintended gyrations in
the level of deposits.

40 A final difficulty with any form of very short-term
control arises out of the question of the appropriate
accounting basis for the banks. A lagged accounting
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basis is used for the purpose of calculating required
reserves in virtually all countries, and is indeed suitable
when the purpose of the reserve ratios is to provide a
fulcrum for money-market operations to control
interest rates. Virtually by definition. however, when
the total of required reserves is related to the past level
of deposits and where there are no excess reserves al
the outset in the system. changes in deposits must cause
the authorities to allow changes in bank reserves, and
not vice versa, so that monetary base movements can
hardly either control, cause or even indicate future
movements in bank deposits.

41 One possibility would be to move on 1o a current
accounting basis, with required reserves related to
current liabilities. Even in this case, delays in obtaining
current information on movements in liabilities (and,
depending on the form of the required reserve base,
delays also in information on movements of vault cash
held at branches), would tend to mean that the banks
would simply not be in a position to know what
adjustments would be necessary during the course of
the day to try to meet their required ratios.

42 [t would be more in the spirit of monetary base
control, though we do not know of any case where this
has been applied, for the reserve ratio to be put on a
lead accounting basis, that is to say that the liabilities of
a bank at some future time, 1 + n, should be related
through a required ratio to its current reserve base at
time 1. The strictness of the monetary base control
régime would then relate to the adjustment time
allowed, the averaging procedures adopted and the
penalties imposed for non-compliance.

More relaxed versions of monetary base
centrol

43 A number of the operational changes described
above could be avoided and the problems of adjustment
substantially mitigated with a more relaxed form of
base control. Thus, the authorities could perhaps have a
desired level for the base over, say, a six-month period
but not insist that the base average out exactly at that
level and not withdraw the lender of last resort and
other facilities which at present avoid sharp shori-term
instability in financial markets.

44 Indeed at the limit, i.e. with no penalties for failing
to meet a particular ratio, in effect with no required
reserve ratio at all, movements in the monetary base
could be regarded primanly as another monetary
aggregate, possibly a leading indicator. movements in
which could convey information on future
developments. (Under present institutional
arrangements, as explained earlier. the monetary base
in the United Kingdom does nor act as a uscful leading
indicator.) However, even with a long run of data. the
monetary base series might not come to be a
satisfactory leading indicator. Banks might wish to hold
additional excess reserves, perhaps as a counterpart to a

decline in the demand for bank credit. or an increase in
their demand for liquidity. Accordingly, the rate of
growth of banks’ reserve holdings might not provide a
good index of how expansionary the monctary stance
was at the time. It has been argued, not least by
monctarists, that the attention paid, for example, in the
late 1930s by the Federal Reserve Board in the United
States to the banking system’s excess reserves was
misdirected.

45 If the nature of the monetary base series were
changed, say with banks required to hold a uniform
reserve ratio [1] and a current or lead accounting basis,
then it is possible, subject to the comment above, that
the series could come to convey more uscful
information. After such a structural change. however. it
would be several years before enough experience, e.g.
of seasonal fluctuations, was amassed to enable such
movements to be interpreted adequately. Thus, under
the changed system banks would most likely have a
greater incentive to hold excess cash reserves.
depending on the costs involved in holding such excess
reserves as against the costs and risks to each bank of
finding itself short of cash reserves. It would be some
time before any regular pattern of behaviour would be
established and discernible.

46 Moreover, the Bank already obtains weekly
monetary data from a sample of banks. While this
experience is revealing only too clearly the difficulties
of interpreting movements in a new series, such weekly
data may in time come to provide the authorities with
prompt information on monetary developments. Only if
the movements in the monetary base should provide a
reliable leading indicator of monetary developments
would the series help the authorities 1o assess
developments.

47 In practice, the phrase ‘monetary base control’ is
not tightly defined; it can range from an attempi 1o
control certain monetary aggregates on a tight day-to-
day basis through to a generalised concern with the
series as a potentially useful leading indicator, possibly
among others, of future monetary developments
Between these two polar positions exists a relatively
unexplored territory of gradations from tighter to easier
control.

48 The purpose of paragraphs 22-42 is to show that an
attempt to use monetary base control rigorously over
short periods would be neither desirable nor feasible.
The same objections do not hold, ai least not 10
anything like the same extent, 1o proposals for
considerably more relaxed versions of this approach, in
which proper and sufficient adjustment time is given to
the banking system. Indeed. because it is the role of the
banking system to absorb and to meet shocks occurring
in the demand or supply of money and credit within the
economy, the search for tight short-term control of the
money stock. for example on 2 week-by-week basis,

would seem to be misguided. This is not, however, 10
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deny the possibility of improving control techniques for
#y:encing monetary developments over a longer
[ ¥izon measured, say, in terms of four to six months.

49 In this respect there are perhaps Iwo main ways in
which the adoption of a ‘relaxed’ monetary base
system, which did not aim to force the banking system
into unduly rapid adjustment by imposing penalties on
short-term divergences from a required ratio (for
example such relaxation could be obtained by some
combination of generous averaging procedures, gentle
initial penalties or even an absence of a required cash
ratio) might improve the authorities’ control over the
system. First, if movements in the monetary base did
prove to be an informative leading indicator of future
developments, it would provide the authorities with
information with which to respond more quickly and
firmly to diverging monetary trends than they are now
able to do. The experience of Switzerland indicates that
this may be the case.[1] Indeed, with such a monetary
base approach—assuming that it did prove to be a
reliable leading indicator—there would perhaps be
some presumption that firmer action might be taken
more quickly, as the authorities reacted to movements
in the monetary base. Nevertheless, against such
putative longer-term benefits would have to be set the
costs of structural changes involving disturbances and
dislocations to well-gstablished arrangements.
Moreover, for several years while the system was
adjusting to the structural change, it would be virtually
impossible for the authorities to glean any worthwhile
information from the new series. Furthermore it must
be emphasised that the use of the monetary base as an
adjunct for improving control over monetary
developments is not an alternative 10 varying interest
rates for that purpose, but indeed a means of trying to
ensure that interest rates vary sufficiently quickly and
widely to achieve such greater control.

50 The second possible source of benelit from the
adoption of monetary base control might occur if such a

[1] Sce page 158
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system entailed or encouraged a change in the structure
of financial markets which allowed the authontics to
control the volume of debt sales to the non-bank public
more closely and effectively: for control of the broad
monetary aggregates e.g. sterling M,. whether with
monetary base control or not, must involve sales of
sufficient debt by the authorities to offset other factors
(for example. the budget deficit) tending to augment
monetary growth. Indeed. some proponents of
monetary base may see the main advantage of a move
in this direction. not in any way as providing any
mechanical or ‘multiplier’ method of monetary control,
but rather as a means of forcing or stimulating the
growth and development of debt markets, particularly
short-term debt markets, in a way that might give the
authorities greater control over the total debt sold to
the non-bank public in any period. This would,
however, be a very round-about way of trying to
achieve changes in the structure and nature of such
markets, for such changes do not logically require the
adoption of a move to monetary base contr 1 and could
be considered directly on their own merits: some
aspects of this latter subject are further discussed in the
article on the gilt-edged market on page 137.

51 To summarise: the critics of the authorities” present
approach to monetary management often contrast this
with what might be obtained if the authorities were
instead to adopt monetary base control. One purpose of
this article is to show that there are several variants of
monetary base control (an imprecise term) and to
indicate reasons why rigid monetary base control would
be unacceptable. More relaxed versions of such a
control system might be accompanied by changes in the
functioning of certain debt markets, though any such
changes should perhaps be considered on their own
merits quite separately, and might provide the
authoritics with additional information to allow
prompter and firmer counte rvailing action. Any such
putative benefits would. however, have to be weighed
against the costs of making major structural changes in
the system.




CONFILDENTIAL

FUNDING THE PSER AND THE GIITS MARKET

Note by HM Treasury

This note briefly describes the range of ways in which the FPSER 1is
financed, so that the discuseion of the gilt-edged market cen he
placed in a wider context. Annex 1 summarises the mein suggestions
ywhich have been made for changes in the gilt-edged market, together
with comments on them, referring to the recent Bank of England
Quarterly Bulletin article where eppropriate. Annex 2 ig that article,
with paregraphs numbered for ease of reference.

The Domestic Financing Requirement

2. Vhen discussing the financing of the FSBR, it is probably more

helpful to regard the sterling counterpart of the foreign exchange

transactions of the Exchange Equalisation Account as an addition

to, or deduction from, that finencing requirement rather than as 2

nethod of financing the PSER - we do not run down the reserves in

order to finance the PSBR! If we intervene by buying forsign exchange,
we have to pay sterling for it, 80 tha authorities need for sterling
finence is increased. Conversely if we intervene buying pounds, and

aelllnﬂ foreign exchange, the authorities' need for sterling financs
13 reduced. The attachﬂd table therefore takes together the PSER
gnd the sterling counterpart of changes in the reserves to arrive at

a "domestic financing requirement” Tt then shows how it has been
financed in the last 5 years. {Foreign currency borrovwing by
nationalised industries or local authorities -~ or its Tepayment -
affects the level of reserves but leaves. . this domestic financing
requirement unchanged.)
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%. As the paper on monetary control points out, it will only be
posaible to achieve the present monetary target, and provide room for
the needs of the private sector for bank finance, if the public sector
is financed largely outside the banking system.

Sources outside banks and the gilts market

4. There are four significant sources of domestic finance forthe
public sector outside the banks and the gilts market ,namely:

National Bavings

Tax Instruments - currently the
Certificate of Tax Deposit

Treasury Bills etc
Iocal Authority Debt

Notes and coin are also a source of finence from cutside the banking
system, but they are of course within the money supply.

a. National Savings

5. For two decades, National Savings had a declining role as a means
of securing funds from the personal sector to finance the I3ER: <the
increase in the building societies share of the market for relatively
liquid personal savings has been largely at the expense of National
Savings. But in the last 3 years or so, since the 16th Issue of
National Savings Certificates, the terms have been ﬁgzched more
competitively and that trend has been reversed. There are two grounds
for seeking to continue this. First, the total cost of borrowing will
tend to be lower, the wider the range of markets we can tap. Second,
the inflow from National Savings may help to bridge the gap when there
is a hiatus in sales in the gilts market. Against this, the National
Savings investments tend to be somewhat inflexible, because of the
large number of points of sale, becsuse of the geographical dispersal
of the Department into 3 centres specialising in particular forms of
investment, and because of the limited computer facilities at some
centres.

- -
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6. Treasury Ministers are at present reviewing the range of National
Bavings investment offered, particularly in relation to the exercise
on civil service numbers, to establish whether the desired financing
of the FPSER could be achieved more cost-effectively with a smaller
range of investments.

b. Certificates of Tax Deposit

7. The Certificate of Tax Deposit has also been developed over the last
two years as a means of bringing tax receipts forward in time. But
because of its limited life and its purpose we cannot expect the stock
outstending to increasse indefinitely. It will therefore tend to be more
a way of bringing forward tax receipts, and hopefully smoothing the

path through the year, than a way of securing a major net contribution
to finsncing the PSER year after year. However it is not a cheap form
of borrowing, and it is necessary to guard against the risk of
arbitrage, with companies borrowing from banks to finance purchases

of CTDs.

¢. Treasury Bills etc

8. There does not appear to be a very large market for Treasury Bills
outside the banking system = bank deposits usuallycffer a higher yield
and greater convenience. However on ocecasion relative interest rates
are such that they are bought by companies or financial institutions.
(This line of figures also includes the net effect of purchases and
gales of commercial bills by the Issue Department &s part of its money
market management.)

d. Iocal Authority Debt

9. Local suthorities secure their finad¢ing partly from Central
Government (through the Public Works Ioan Board) and partly direct
from the market: the proportion varies, partly because of the limits
set by central government for borrowing from the PWLB and partly
according to local authority treasurers' views on the path of _
interest rates, The justification for this Th}bfid“'appraanh is that

- A -
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local authorities, with their diverse range of borrowing instruments,

which are not explicitly guaranteed by central government, can tap
distinct markets which are not tapped at present by Central Government:
to the extent that they do this it can reduce the total costs of
borrowing by the public sector. Their market borrowing is now mainly
for less than 5 years, and they use a sufficient range of instruments
to cover the market. There is therefore advantage in continual

local authority borrowing direct from the market. On the other hand there
are limits to how far local authorities can be expected to increasse thei
borrowing from the market without either increasing their borrowing
from the banks, or shortening the maturity structure of their debt,
which has been a cause of concern to the local and monetary authorities
in recent years.

The Gilt=edged Market

a., HNew Issues

10. While these other non-monetary forms of financing can help reduce
the load put on the gilt-edged market, eand givé some flexibility in
relation to timing, the sale of gilts is likely to remain the main form
of financing the PSER outside the banking system, for as long as the
PSER is significant - in each of the last 4 years it has provided
more than two thirds of the total. This has been achieved by sales on
en unﬁ}eﬂedentéa—scale even allowing for inflation. In the 5 calendar
years 1969-7% total gilt sales to the non-bank public were £4.2 billion:
in the next 5 years, 1974-78, they were £21..2 billigﬂ: This has ﬂnly_'
ﬁth,; happened because the institutional investors have doubled the proportion

r,th .-"L"' ‘of their new investment put into gilts. It has been achieved almost

- entirely by the issue of conventional stock by conventional methods,
with one exception, the variable interest bond,-which vas issued in a
slightly different way.

1)l. The main difficulty has been that gilt sales have tended to be

irregular, proceeding by fits and starts. Market conditions can
Prem—

develop in which investors are more than usually uncertain about the

future: they are not sufficiently certain that existing yie=lds are

appropriate to buy, but they are not sufficiently certain that they

ought to be higher that they seek to sell at existing prices so
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forcing up yields. The market yields then tend to drift slowly upwards
on very light trading. This situetion can feed on itself since the
absence of gilt sales tends to produce high figures for the growth of
the monetary aggregates, which reinforces the uncertainty and perhaps
the hiatus on sales.

12. The authorities have made a number of innovations in the last
2 years to help with this:-

i. part-paid stocks, which enable us to take advantage
of favourable market conditions to secure receipts
from gilt sales in future periods;

ii. wvariable interest rate stocks.
The recently introduced provision for applications for new issues at
above the specified price, described in the Annex, may 2lso help by
increasing slightly the risk for investors in staying out of the merket

while it is falling.

b. The Secondary Market

13. The various suggestions for change reviewed in the Annexes are
intended to be for improvements to the way in which the authorities
issue stock, either direct to purchasers on initial application, or
by sales of the tap stock subsequently through the market - under the
present single capacity system of the Stock Exchange, the Government
Broker gells stock held by the Issue Department, to jobbere who then
sell through other brokers to the ultimate buyer: as with equities
and the existing gilts the jobbers deal on their own account, making
a market, while the brokers act as agents for those selling stock or
buying it.

14. However, in sssessing such proposals it is necessary to take
account of any potential effect on theescondsry market in gilts, since
one of the attractions of gilt-edged stock to the potential investor
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is the ease with which he can sell it, either outright or to switch
into a stock with a different maturity which suits his needs better.
As the Bank point out in paragraph 26 of their paper, at pregent a
holder of gilts knmows that he will normally be able to deal almost
instently at his own initistive in large amounts of stock of any
maturity at - or at something very close to - a known market price.
This liquidity, provided by the gilt-edged jobbing system, remains an
important element in the attraction of gilt-edged investment. A
reduction in the effectiveness of the secondary market would reduce this
attraction and so affect the price or scale on which investors were
willing to apply for new stock.

¢. Foreign Buyers

15. The Annex is directed to suggestions for improving the methods of
sale to domestic buyers, and does not deal with the guestion of whether
we should do more or less to attract foreign buyers of gilts, since
that is primerily a question of external debt management rather than
funding the PSER. A purchase of gilts by an overseas buyer, which is
matched by an increase in the reserves, has no direct domeetic monetary
effect: he and the authorities have effectively just swapped Ioreign
éxchange snd a gilt-edged stock. They can therefore generslly &
Yegarded as & Telatively expensive and possibly volatile, way of
augnenting the reserves: for this reason, since 1977 new issues have
not had two features which had made them attractive to some foreign
buyers - dividends paid gross to non-residents and availability in
bearer form.

16. In practice, net sales of gilts to non-residents have heean
relatively small.” XS the teble at the foot of the first page of the
BEQB article shows, in only one year of the last seven (1977) have they
been significant - nearly £1 billion: net sales over th;&EEvan years
taken together were less than £300 million. However, it would appear
that purchases by non-residents can have 2 catalytic effect on the
domestic market: on a number of recent occasions Press reports of
foreign interest in gilts - which usually overstate the amounts_ .
linvolved - appear to have triggered much more substantiel purchasés by

idﬂmestic investors.
el I
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d. Future Changes

17. Further evolution of the methods of marketing and ranges of
instruments will almost certainly be necessary as markets develop and
circumstances change. It is possible to. identify now from the Annex
gsome of the areas where changes could prove desirable, although it is
not certain that they will do so,for example:-

i. changes in the form of the limited tender provision
on issue. (Suggestion 24)

the placing of some new issues direct into the Issue
Department. (Suggestion 1A)

iji. the issue of a convertible stock. (Suggestion 4C)

18. The real question is whether there should be a more fundamental
change, whether in methods of marketing or in ranges of stock. There
seems to be little case for making a fundamental change on the grounds
that we cannot secure an adequate level of sales over a period. DBut
there is the problem of hiatuses of sales: putting it another way,
it does seem to be a drawback of the present system that, at a time
when we are operating a system of monetary targets, the authorities
lack a means of raising the level of long term interest rates, other
than by first raising MIR or by waiting, for what may be a considerable
] period, for the market to move the rates. While the Bank's objections

to the proposals so far made by others to get over this difficulty,
vhether in terms of operating tactics or of a switch to a tender system,
appear well founded, it would seem worth considering further whether
there is not any less objectiorable way of overcoming the problemn.

19, B8imilarly, Ministers may wish to consider whether there is a
gufficient prime facie case in favour of issuing some index-linked
stockas, on the grounds that it would be cheaper, to justify a detailed
examination-of its pros and cons and of how it might be achieved.




ANNEX 1

POSSIBLE CHANGES IN THE GILT EDGED MARKET

This note summarises the main suggestions for changes in the gilt-edged
market, together with comments on them by the Treasury or the Bank:

the comments of the Bank are set out more fully in the article "The
Gilt-edged lMarket" in the June issue of the Bank of England Quarterly
Bulletin. (For ease of reference the article is attached as Annex 2
with the paragraphs numbered.)

The suggestions for changes in the gilt-edged market are variouely
directed to one or more of:-

reducing the cost et which the present level of gilt
sales is achieved;

securing a more even pattern of sales over the year,

so smcothing the variations in the rate of growth of

the money stock;
jii. reducing the swings in interest vates.

Most commentators accept that all these objectives are relative rather
than absolutes. The variations in the growth of £115 from month to
nonth stem from a number of factors apart from irregularity in the
pattern of gilt sales, so smoothing the latter will not produce a steady
path for £M3. Similarly, all accept that an inevitable consequence of
a monetary target is that interest rates must change sufficiently to
achieve that control = some consider however that the present system
leads to wider oscillations than are necessary.

The suggestions fall into three main groups:-
a. chenges in methods of marketing;

b. changes in tactics while using existing methods of
marketing and existing instruments;




¢. changes in the range of securities offered.

Thig distinction is not absolute since, for example, changes in the
range of instruments can affect the marketing tactics.

A CHANGES IN THE METHODS OF ISSUE

The present method of marketing gilts consists of:=-

a. the Bank announcing a new issue, on behalf of the
Treasury, at a price closely in line with the market
at the time of announcement - which is usually on a
Friday;

applications, supported by cash, being received by
the Bank on application day, the following Wednesday
or Thursday;

the balance of the stock not taken up being taken by
the Issue Department, and sold from there as a "tap",
through the market. (This is described in section B.)

Three changes in the method of issue have been made in recent years:-

i. some stocks have been issued on a part-paid basis:
only part of the price is payable on application with
the balance paid in one or two further instalments,
usually in later banking months; +this enables the
authorities to take advantage of a strong gilt-edged
market to secure.funding in these later months;

applications are now invited for new issues at a

minimum price, or over, rather than at a single price:

the minimum price is fixed, like the former single price,
as being fairly close to the market at the time of
announcement. Stock is then allotted in order of prices
tendered, the highest first: however the price paid for
all the stock sold is that which "clears the market"”,

ie the price at or above which there are sufficient tenders




to take up all the stock offered: on only one occasion

Bo far has this been higher than the named minimum price.
This is a limited form of tender system designed to secure
some benefit to the Exchequer, and not just to the stags,
if market prices rise sharply between the time of the
announcement and the time of subscription. (It is not
however the system which most advocates of the tender or
auction system have in mind - see suggestion 3A below.)

the varisble interest stocks have not been esdvertised for
public subscription, but have been placed direct in the
Issue Department: the Bank have then been open to bids
through the Government Broker.

(BEQB paragraphs 3%0-36)

Buggestion 1A The time between announcement end issue of stock ghould
be reduced, so avoiding the risk of losing an
opportunity for saleg, and avoiding the effect of changes
in the market price during the intervening periocd, whick
can either leave the tap "high and dry" if prices fall,
or under-priced, and so unnccessarily generous, if they
rise.

Comment 1A This time lag could be avoided by using the method
adopted for the variable interest bonds, namely placing

the stock at an undisclosed price in the Issue Department
vwhich is open for bids on the next trading day. The
argunents against making this practice general are:-

-

i. the public could only buy it through the market-
so paying the brokers' fees and jobbers mark-up -
and have no opportunity to buy direct; it was
not thought that there would be any significant
applications for the variable interest bond from
the general public;

to meet i. by retaining the present procedure with
public applications for some stocik and placing in
the Issue Department in only some cases, might
gseem to indicate an unseemly haste to scll on
part of the authorities in the latter cases, and
80 depress the market;




Bupgestion 2A

Comment 2A

iii. +there is little evidence that in the past there has
been a net loss of sales over a period by adhering
to the general practice of allowing time for
advertisement and direct public subscriptions -
the sales "lost" in the intervening days have been
made up later;

the problem caused by a rise in the market in the
intervening period has been met by the recent
provision for applications at over the minimum
price, which should secure at least some of the
benefits to the Exchequer.

The case for or against adopting the practice more
generally is fairly evenly balanced. It should be kept
in mind either for the introduction of new types of stock
for which it is hard to establish a price "in line with
the merket" and also for a conventional stock in strong

market conditions.

The "limited" tender system recently introduced should
bte modified so that all bids at above the market clearing
price are allotted in full at the price tendered, rather
than, as now, at the "market clearing price". This
nethod, which is used for the Treasury Bill tender,

could secure a better price for the Exchequer, even
though it would restrain some of the higher bids now made

The present method was introduced in March as a way of

‘securing that at least some of any upward movement in

prices between the day of announcement and applications
accrued to the Exchequer rather than to the stags. The
particular form of tender was adopted in order to
facilitate bids by small investors who might have
difficulty in determining a reasonable price for their
tender: if they bid "too high", they get their
allotment, but at the market clearing price, so the
Exchequer cannot be said to be making a profit at their
expense. In practice the ability to make high bids
without having to psy correspondingly appears to have

.
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been used by sophisticated, but not necessarily very
large, bidders to secure allotment in full: +the price at
which stock has been allotted has only been above the
minimum on one occasion so far.

The Bank and Treasury will be reviewing the working of
this system in the light of experience in,say, the

first 6 months. It is certainly arguable that the needs
of the "small" purchaster have been given too much weight
in determining the form of the system.

Buggestion 3A The suthorities should adopt a full tender system for the
sale of gilts in order to secure a more even flow of
gales and a more rapid adjustment of interest rates when
that is needed. The essential difference from the present
limited tender system is that there would not be a
minimum price ‘set in line with the market: its
advocates see it as a way of bringing about the adjust-
ment of interest rates necessary to secure the desired
level of sales. (This proposal is more favoured by
academic and journalist commentators,eg Griffiths and
Harris, than by most of those in the market.)

Comment 3A There are a number of conceivable variants of thie, both
as to the form of tender and the scale of the tend r in
relation to total gilt sales. At one extreme all future

L e

gilts iss%fg_ygy@d be offered for tender, or auction.

At the other, a tender would only be used if there were
a hiatus of sales in the gilts market, as a means of
precipitating the change in prices. In between, there
‘might be a programme of sales by tender for a proportion
of the borrowing requirement, with conventional methods

used for the balance.

The two main varients are discussed in BEQB paragraphs
Z0-42, The Bank in particular highlights the difference
between the United Kingdom market and the United States
market which is frequently quoted by advocates of the
tender system. The Bank see the following difficulties
in a total switch to a tender system:-

w5




if not underwritten at all, it could lead to
wider swings in interest rates, since in some
conditions of uncertainty - when the institutions
are holding out of the market, neither buying or
selling - they might only be willing to commit
themselves to buying at extremely low prices;

if underwritten by the institutions, it would
require & new relationship with them - and even
this would not necessarily avoid wide swings in
interest rates, since they would only be prepared
to underwrite in conditions of unusual
uncertainty at a low price;

it would lead to major, and so not entirely
predictable, structural changes in the gsecurities
market, since the jobbers do not have the capital
resources to be able to bid on a sufficient scale
to cover the tender and institutions would have
to bid direct: quite apart from the disruption

during any transitional phase - which might end
with the appearance of US style "dealers in
securities" - it is open to question whether the
final pattern would be a more effective market;

in particular, the ending of the tap system
would significantly reduce the ability of
the authorities to influence interest rates
between tenders.




.

The use of "ad hoc" tenders just to break hiatuses in
the gilts market, or a programme of tenders for only
part of the total issue, might avoid some of the
problems with a general tender system - such as the
changes in market structure. But, as the Bank point
out in paragreph 42, they might add to uncertainty,
rather than reduce it. Once there had been an "ad hoc"
tender, there would be fears that it would be repeated
whenever the market faltered, so accentuating the
tendency for buyers to stay out of the markel as soon
as prices begin to fall. Similarly, a programme of
tenders for only part of the total would cause buyers in
the conventional market to hang back in the weeks
preceding each tender and so might hinder total sales,
rather than help.

B CHANGES IN MARKET TACTICS

The "tap" errangement is that the Government Broker stands ready to

respond to bids from the market. The Government Broker, acting under
instructionz-}rom the Bank,may accept or reject a bid at a particular
price, If he accept it, he then either remains open for bids at that

price, or indicates that he will ﬁa_sﬂ at a new higher price.

The question of whether to move up the price after accepting a bid,
and if so by how much, is decided by the Chief Cashier and the
Government Broker, the former, of course, taking account of the
Government's financing needs and monetary policyrequirements in
striking the balance between volume and price of sales. On the other
hand, if market prices-zﬁll, the Bank do egt immediately lower the tap

price, so the tap effectively becomes inoperative. FPrices may come
e n el

back after a period, in which case the tap becomes operative again &s

goon as someone makes a bid at the original price. If market prices do

not recover, the Bank will generally establish a new lower price, by

meeting bids from the market, when they are reasonably satisfied that

the market has established a new level and that the recovery in demand

1




is sufficiently robust for the market not to be discouraged by the

authorities re-opening the tap, 8o increasing the available supply.

This, in particular, means that the Bank do not usually re-open the

tep at a new lower level until they are faced with a bid for a

gubstantial amount.

Suggestion 1B

Comment 1B

The authorities'practice in bringing new taps should be
less predictable: if they always bring a new tap, or
re-open the existing tap, as soon as the gilt-edged
market turns up, the investor has a one-sided risk in
staying out of a falling market -~ he knows that he will
be able to get in very socn after the market turns.
(Greenwells?

This is one aspect of the tactical disadventages imposed
by the authorities being in a buyers'market, rather than
a sellers'market, for gilts, given a PSBR which is large
in relation to the flow of funds into the capital narket.
We accept that there would be advantage in being less

predictable in the timing of taps, and would like to take
an opportunity of stazinﬁ out of the market. But we have

~not felt able to take the risk in the last 3 or 4 years,

since it cen involve both forgoing an opportunity for
immediate sales and the risk of allowing market interest
rates to fall to a level at which sales might not be
resumed: markets do not, of themselves, necessarily
produce the interest rates necessary to achieve the
monetary target. It should be possible to be more
flexible when the size of the PSBR is reduced.

(BEQB paragraph 35)

Greenwells' May Bulletin correctly pointed out that the
introduction of part-paid stocks and, more recently, the
inclusion of a tender clause for new offers, has reduced
(but not eliminated) the one~sidedness of the risk:
since part-paid stocks are frequently sold out on
application, snd the tender provision means that prices
may be higher, the investor can be less certain that he

o
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will be able to secure the stock he wants at a price
..--"'-"'_"'"'-'_-_—F " -
near to the bottom of the market if he waits until the

.

narket has turned:_'

Sugpestion 2B It has been argued by Greenwells, Anthony Harris and
others that the Bank should be more flexible in adjusting
the price of tap stocks. .At present, as explained above,
when market prices start to fall, and the "tap stock™
becomes inoperative at its old price, the Bank do not
normally adjust their price downward until the yield
adjustment is complete and the market has stabilised.
The new tap price is then established by the Dank
accepting a bid from the market at a new price which it
considers acceptable: they normally look for a fairly
gubstantial bid to satisfy themselves that the market
has stabilised.

The various suggestions intended to produce a quicker
adjustment in yields, and/or a shorter hiatus in sales,
in such a bear market have included:-

i. the Bank should pre-empt the downward movement

by fixing a new price below the level already
reached by The market;

the Bank should not move ahead of the market,
but should be ready to accept more modest bids
in line with the market, even if they are not
satisfied thet the downwerd adjustment has been
completed.

Comment 2B The Bank argue against the first that:-

i. such action by the authorities could compound
the uncertainties in the market, and lead
investors to hold off in the hope that the
authorities would lower their price still further
it could therefore lengthen the hiatus in sales
and increase the size of the interest rate changes
rather than reduce them;

the risk of such "unilateral® action by the
authorities - imposing loesses on those who had
recently bought gilts (notably the jobbers) -
would lead to jobbers reducing the amounts in whicl

—9-—-




they were prepared to trade when such action
was in prospect: this could damage the market
in the long term, since one of the attractions
of gilts to investors is the ability to deal in

large amounts.
S8 (BEQB paragraphs 30-36)

The Bank would argue on the second that to re-open the
tap prematurely on a falling market would again tend %o
‘*acccntuate the fall in prices, and possibly delay further

the resumption of substantial selee. This is because
it would provoke selling of some of the stock over-
hanging the market before there was a sufficient demand
from potential buyers to absorb it.

Supgestion 3B Conversely, in a bull market, the Bank should be readier
to move prices upwards more rapidly. If the Bank did
this often, investors would not be so ready to stay out
of the market when it was falling.

Comment 3B This can be, and has been, done on occasion. But the
Bank point out that in recent years the opportunity has
"been restricted by the need to maximise sazles for funding
the PSER, and often by the need to keep prices from
rising, and yields from falling, to levels at which
there would be little prospect of the further sustained
sales required to fund the PSER. These are two aspects
of the general points made above that:-

i, the authorities' freedom of tactical manoeuvre
in the gilts market is circumscribed if they
have to sell very large volumes of gilt-edged
stock;

the market, left to itself, will not necessarily
generate the combination of price/yield which
may be necessary to secure the level of sales
required to achieve the monetary target.

=10 =




CHANGES IN THE RANGE OF SECURITIES OFFERED

Suggestion 1C The Government should not offer long dated stocks at
current high nomlnglmg;g%ﬂﬁ - it should confine stocks
to shorts &nd mediums. (Greenwells, Vickers de Costa,
Intfiony Harris and others.)

This arpgument is usually Gased on the premises first that
investors require a'"premium"to offset ihe greater risks
involved in lending long - so borrowing long will tend

to be more expensive - and second that the real interest
rate on borrowing, say, into the next century will be
determined by the average difference between the nominal
interest rate and the rate of inflation over the period
and so that it would only be justified if inflation were
expected to continue into double figures into the 1990s.
Both premises may be overstated, if not wrong. On the
firet, the long term investing institutions, particularly
the life offices who have long term liabilities
denominated in money terms, may be able to min{hiﬂe their
EEEEB by ipvesting in longer stocks which more nearly
match the pattern of their lisbilities, so for that
gection of the market the "risk premium" may work the

other way.

The second premise ignores the effect of inflation in
the first few years on the resl value of subsequent
interest payments and of the finaal capital repayment.
Even on relatively optimistic assumptions asbout the
future rate of inflation the real cost of borrowing at
present yields of just over 12 nominal for ED years is
about JN and for 10 years is “about 2%. Both uf the
y1elda are at or below what has been calculated to

-1
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the historic average level for the real cost of borrow-

Eﬂﬁ-— gbaug_zﬁ;- so borrowing long is not necesserily
intrinsically expensive. These figures do however
suggest that there could be s long term cost adventage
in borrowing for 10 years rather than 20 years, since
€ there must be a reaaonable prospect M-_;::fmanc‘-n in
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10 yeers time at a real rate which made the average for

20 years less than borrowing now for 2C years. (With
the present profile of interest rates, there is little
or no public expenditure advantage in the first few
years, since the cocupons would be virtually identical.)
However if there were any significant shift in the
balance of issues between Qggiym and 10233 the yields
on 10 year stock would rise ond could easily eliminate
fﬁrthelresent apparnnEhETIEEt coat advantage. lioreover
given the institutions' portfolio preference ' referred

to above, any gain on cost might be at the expense of
speed of sale - a further point where the need to

very substantial sales of gilts in order to control the
money supply consirains the authorities' freedom of
action.

Analysis on this hﬂﬁls was done last year, before
vere issued maturing in the next century. At that
noninal yields on stock maturing in the next century
were below those maturding in the 19%0s: calculations
by the Government Proker and Treasury showed that, on

almost any assumption about the cost of refunding in
the 19g0u, it would be cheaper overall to borrow now
(i ———

until the later date. (Yields on stocks maturing in the
e ——— -
next century arve still lower by sbout 1%.)

While, therefore, there is a clear need to monitor the
relative costes of borrowing medium snd long, &8s yields
?Eﬁ inflationary expectations change, and possibly to

change the present balance between medium and long term

borrowing somewhat, the proposal to staoy out of the long
3

term market goes too far; it would make it difficult to
‘secure the le_necessary scale of fonding outside the banking

=
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Eyrtpm and, by forcing.up mEdLum term ylelds, would make
—

—
the financing more expensive not less so.
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Surpeation 2C The Government should issue a new short term instrument
which would not count as & reserve asset for banks,
" - »
(Congdon and Harris)

Comment 2C This area of the market is currently tapped by local
authorities with a wide range of instruments (g4 billion
e
outstanding, half outside the banking gystem) and by
————— % 5
central government through two classes of specialist
instruments - certificates of tax deposit and national

savings. So it is questionable how far additional
funds would be attracted to the public sector, rather
than switched.

The present pattern of holdings of short term assets by
industrial companies and others would suggest that a new
instrument would need to be very close in character to a
bank deposit if it was to attract substantial additionzal
funds. If it were of this character, end so very
1IEEad, there would be justifiable criticism from
Greenwells and others that the instrument merely changed
the monetary statistics without affecting the liquidity
of the economy

(BEQB paragraphs 49=53)

If there were a redefinition of reserve assets, possibly
as part of a move towards a monetarf base systen of
control, the question of the means of sgecuring residual
finance for the Government would have to be re~examined.

Bupgpestion 3C The Government should make variable interest bonds more
attractive, increasing the margin offerad oyer Jressnry
Bill Rate, or by changing the formula on which the yield
IE-raTPulzted. This would lead to a more even flow of
funds.

Comment %C The variable interest bonds were issued as an experiment
to see whether they might be attractive to the
institutions in times of uncertainty when they were
reluctant to buy gilts. They have been a limited




Supgestion 4C

success, with about half of the holdings held by the

banking system. Some of the other holdings, ex by the
building societies, has probably similarly displaced
other public sector debt.

It is doubtful whether they would prove more attractive
to the institutions if their terms were changed in either
of the ways suggested. The fact that the bonds are
currently at a discount mesns that the effective margin
offered over Treasury Bill rate is greater then that
provided for in the prospectus. Iocal authorities
issuing variable stocks have tried various other formulae
for determining the rate paid, but have found even less
sales outside the banking system.

The bonds are therefore not proving to be a very
effective means of smoothing sales of gilts to the long
term investing institutions, which are not really
interested in them. Instead they are tending to be a
somewhat expensive form of borrowing from the banking

-system (including the discount market).

(BEQB paragreph 24)

Further convertible stocks should be issued, in periods
of market uncertainty. This would involve offering
investors a Bhort dated stock,with an option to

convert them into a long stock at a yield predetermined
at the date of isgue? %E initial yield is set at a
level close to current market yields for stock maturn.r'
at about the option date, and the overall yield close to
the then yield fa“ long ftocL:. It gives the investor
an Optan age nmepnt - he will presumably
stay in at the option date if market rates have fallen,
but opt out if they have risen.

Such a stock was tried in 1973, but was not a great
success. There could be circumstances in which the
d?ffering expectations of the market and the authorities
made it a useful proposition again. But experience of
the last yecar would suggest that such circumstances are

not frequent, in which it would both be justifisble to
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offer investors a one sided option against the

Government, and they would be attracted to it.

(BEQE paragraph 24)

The Government should issue indexed stock: it would
reduce the PSER (by reducing interest payments) and
possibly also the real cost of borrowing, and would prove
more attractive than conventional stock in times of
uncertainty about future rates of inflation.

(Anthony Harries and others.)

The arguments for and against index linked stock are
mich a matter of the general attitude of the Government
to the spread of indexation in the economy s to the
particular question of indexation in the capital markets.

In terms of debt management the arguments for issuing
Government indexed stock are:-

it wouldé, in general, be attractive to the
pension funds, vwhose future lisbilities depend
on the rate of inflaticn (but less sc to the
life offices who have liabilities fixed in
money terms); i

L]

borrowing by indexed stock weould, in particular,
be a "good buy" for the Government if it was
convinced that inflation rates in future would be
lower than was implicit in the current yields on
conventional gilts: it would be cheaper than
meeting the institutions demand for, say, 20 year
stocks by issuing conventional stocks. (See 1C
above. )

by removing one source of uncertainty which

can affect the capital markets - about inflation -
it should secure more steady sales than conven-
tional stocks can;
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it would reduce the nominal PSER, by lowering
debt interest payments. This would be a
presentational advantage. (The monetary
effect would be limited to any impact the

change of the nominal FPSER had on the money
supply: the fall in the PSER would be matched
by a fall in the demand for gilts since both
the income of holders of indexed

stock gnd their future need to take-up further
gilts to achieve a given capital value of

Zgilt holdings would be correspondingly lower.

The arguments against are:-

although the totel burden of Government borrowing
on financial markets would, for a given fiscal
stance, remain unchanged, the changes in the
relative attractiveness cf different securities
could have wide ranging effects on the structure
of financial markets and the pattern of financial
flows, the precise effects of which are difficult
to predict: in particular indexed stocks would
compete with equities far more directly than
conventional gilts do.

industrial borrowers might be reluctant to take
the risks associated with the open-ended
commitment involved in index-linked borrowing;

unless and until the structure of CGT is changed

————

g0 that it does not tax nominal gains due to

inflation, the iEE;Eduntiﬂn of indexation would
increase sharply the relative advantage of
Government issues over comparable issues (index-
linked) by companies and local authorities, to

which the CGT exemption and the special arrange-

ments for gilts issued at deep discounts do not at
present apply;

-1561




indexation in the capital markete would increasse

5%

pressure for its extension in other parts of the

4

economy, and be tantamount to an admission by

Government that a substantial degree of inflstion

was likelyto be with us for some years to come.

The balance of the arguments has been sghifting over tine
The critical issues now are whether it is right to make
a change which could have fairly profound, but
unpredictable changes in the capital markets at a time
when the Government is committed to bring down inflati
sharply:; and whether it would be possible to convince
people that it was a sensible move at this Jjuncture -
for the second reason in favour - and not an admisscion 1
the Government that inflation was here to stay.
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cdeed market

I_ The principles on which the marketing and desire of investors it home and abroad to hold British
management of marketable government debt other than government debt. This main objective fullowed from
Treasury bills {gili-cdged stocks) are at present based the Government's continuing necd lor large amounts of
have been long established and may be summinised as long-term finance both 1o meet its current borrowing
follows. requirement (at that time for new capital investiment by

the public sector) and to replace maturing debt, Othe

aims of gill-edged management which were seen as
important from time to time were 10 assist ceonomic
policy by promoting or sustining the mosl appropriaie
patiern of interest rates, and to assist credit policy by
limiting government borrowing from the banking
system. Thesc two aims were regarded as shorter-term
and were clearly subsidiary to the longer-run aim of
preserving the attraction of government stocks and
sustaining the health and capacity of the market.

¢ luvestors and traders are free 1o determine the size
and composition of their gilt-cdged portfolios in
the light of their own assessment of current and
prospective economic and financial conditions, and
of the prices and yiclds determined by a markel
made in the stock exchange by jobbers.
The Bank deals or is preparcd to deal continuously
in this market within a well-defined and well-
known framcwork. an essential element of which is
that the Bank operates at prices close to those
determined by the general body of transactions in l."q. ;

&

I | This concern to maintain the longer-run. structural
Lthe markel. 3

health of the market has remained an important
The Bank issucs pericdically on behalf of the objective of gilt-edged management. Since 1966,
Government new stocks which normally are however, as the main emphasis of monetary policy has
intended to replenish the portfolio which is shifted to controlling the m_mi in the growth of the
available for market operations, although recently monpey supply (and in particular. in recont vears, the
sonie issues have been fully or nearly fully growth of sterling M,). the raising of povernment
subscribed on application. The terms of new issues finance from domestic investors outside the banking
too are pitched so as 1o offer yields very close to system has become an increasingly important shorter-
those prevailing in the market at the time of the term objective of gilt-cdged market management. Th
annoencement of the issue. change of emphasis came about by stages and was
> accompanicd by adaptations of the Bank’s operating
An article in the June 1966 Bullerin|1] described the techniques. .
objectives and techniques of the Bank’s management of
the gilt-cdzcd market within the above framework. The a" IF 1966, the principal quantitative objective of
present article describes subsequent changes in those mmm.un' policy was limitation of the growth of bank
objectives and the consequent adaptation of techniques * lending in sterling to the domestic private sector, and
and instruments. and considers. against that the principal mulhud of achieving that objective was
background. a sumber of proposals for further change quantitative rationing. The short-term development of
that have been the subject of recent public discussion. bank lending to the public sector was not a principal
consideration. Finance for the Government could be
obtained as necessary from the banking syvstem
In tire 1965 article. the main objective of gilt-edged through the tender for Treasury bills wd the Bun
management was stated to be to maximise the long-run financing operations in the money mairket—and

The evolution of ohjectives and techniques

Net oicia! sates of gill-edged stock
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seree of Nexibility over the timing of government
" in the gilt-edped market, which allowed the
wank, consistently with, and indeed in pursuit of, il
main aim of strengthening demand for government

stocks in the longer term, to seek o moderate changes
in yiclds arising from changes in market sentiment.

« The essence of the technigue of gilt-edged management
employed at that time was summarised by the phrase
*jobiber of last resort”. “Thus the Bank was prepared 1o
deal in gili-cdged stocks of all maturities at prices close
to the market level, prime considerations being to
preserve the almost unlimited marketability of gilt-
edged stocks and, 1o that end. to limit the pressures
experienced from time to time by the gilt-edged
jobbers. This technique did not and could not preclude,
as a part of interest-rate policy. changes in prices and
yields in response to market developments, but it was
considered that sharp changes, other than any that
might be consequent on a change in Bank rate. would
be likely to be disruptive to the market and liable to
impair the demand for gilt-edged stocks over the longer
term.

I reserves the right to make outright purchises of
stack with more than a year to run solely atits
discretion and imitiative,

It is prepared to undertake, at prices of its own
choosing, exclumges of stock with the market
except those which unduly shorten the life of the
deli,

It is prepared 1o respond o bids for the sale 1o the
market of tap stocks and of such other stocks held
by the Bank as it may wish to scll.

This remains the framework of the Bank’s operations

These adaptations of technique were primarily intended
to improve the effectiveness of monctary control. 1t was
clear that the ability of banks and other investors to scll
to the Bank large quantitics of stock at moments of
their own choosing, at prices not far removed from
those ruling in the market al the time, was incompatible
with monetary policy in its modified form. The principal
change was therefore that the Bank ceased to be
prepared to respond to requests to buy stock outright.
except in the case of stocks with onc year or less 1o run
to maturity.

4
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Starting in 1968, more importance came to be attached  ff 1ncvirably this change implicd greater short-term

to a wider quantitative ageregate than bank lending as a
target for the conduct of monetary policy. In 1968 and
1969, in agreement with the International Monetary
Fund, quantitative limits were sct for domestic credil
expansion (DCE). This step was of limited importance
for the management of the gilt-edged market. however,
partly because the Government's requirement for
finance was quite small at that time and partly because
it was not then regarded as a lasting change in the
objectives of monetary policy. The basic technique
described above remained unchanged but the Bank,
while still concerned to avoid disruptive volatility in the
market, tended to move more quickly the prices at
which it was prepared to deal.

A more significant step was taken in 1971 when direct
quantitative control of bank lending was abandoned.
and the arrangements for credit control were modified.
with the broader aim of regulating the growth of the
money supply, principally by variations in interest r
This new emphasis on the money supply. rather than on
interest rates per se. as the immediate goal of monetary
policy has been carried further since. leading to the
public announcement. from 1976, of quantitative
targets for the growth of a particular monetary
aggregate—sterling M, in the last two vears—for
periods of twelve months ahead.

In May 1971, preparatory to the change in credit
control arrangements which took place the following
September, the extent of the Bank’s operations in the
gilt-cdged market was modified: and the Bank’s
position in relation to the market was codilicd as
follows. i

@ ‘The Bank is not prepared. as a peneral rule, to buy
stock outright except in the cise of stecks with one
year or less (o run to maturity

fluctuations in gilt-edged prices and some reduction in
marketability. It was not fell, however. that the longer-
term health of the market need suffer in consequence.
It had become clear by 1971 that the Bank’s willingness
to deal at prices close to the market level allowed
speculation 1oo large and too easy a role in the
management of portfolios: it often meant that in
practice the Bank provided the counterpart 1o dealings
by the rest of the market. The curtailment of the Bank’s
operations therefore made room in the market for
others to operate in more realistic conditions.

[2_ Nevertheless, tension for gilt-edged market

management can arise between the objectives of
shorter-term monetary control and of sustaining the
longer-term health of the market. And this tension
became more marked during the 1970s as the emphasis
on control of the broader money supply increased.

ates. ; : e
-"-.? The choice of the broader monetary aggregates. DCE

and sterling M. as the immediate target for monetary
policy has tended to concentrate attention on the role
of gilt-edged market management in implementing
monetary policy. in a way that has become mcreasmgly
evident. An imporiant characteristic of such broade
aggregates—which does not apply 10 narrower
mecasurcs of the money supply such as M,—is that they
can be closely analysed. in an accounting sense. in
terms of their credit counterparts. Properly interpreted,
and allowing for the inter-relationship between the

* counterparts, this has the considerable advantage that it
can help in understanding the factors contributing to
monctary growth. It highlights the extent to which the
public sector borrowing requirement (PSBR)—and.
indced. other sources of monctary growth such as bank
lending to the private sector or inflows from abroad —
arc offsct by sales of government debt, and more




articularly of pilt-edped stocks, 1o domesiic investors
. ide the banking system. This direct accounting link
ween the gill-edped market and the behaviour of the
broader meney suppily, month by month, means that
the extent 1o which the momentum of official salés of
stock is heing maintained has assumed much more
sipnilicance—hoth for the authoritics and for the
peneral public—as an indicator of how far monetary
policy is succecding in its quantitative objective than
wiis the case when the link was seen to be with the
liquidity of the binking system.

This development has occurred against the background
of a sharply higher government borrowing requirement
and of 2 higher and more variable rate of inflation. In

the cight years 1o 1970, the PSBR averaged a little over lé,

L3 billion (2% of GDT at current market prices). Since
then, it has averaged L6 billion (6% of GIDP), witha
peak of over £101 billion (101% of GDP) in 1975. This
hupe expansion of government borrowing took place
during a period in which not only the rate of inflation
but also its variability from year to year increased
sharply. In the eizght years to 1970, inflation—measured
by the increase in the monthly retail price index over
the previous twelve months—averaged 4%, ranging
from under 1% to §%:; in the cight years since then
inflation has averaged just over 13%, ranging from 74%
to 27% . Nominal intcrest rates have naturally been not
only higher but also more volatile as a result, and this
volatility, and the associated volatility of expectations
about the future rate of inflation, have greatly added lo
the problems of gilt-edged market management.

Public sector borrowing requircment
and purchases of gilt-edged stock by
non-hank private sector

£ mullson
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Despite the unfavourable background, management of
the gili-edped market on the basis described above has
proved capable of raising finance for the Government
on a very large scale indeed over a prolonged period, as
is shown in the sccompanying chart. And this has

helped to contain the trend in the growth of the money
supply in the last five years to a rate Uil has been
gencrally consistent with official policy objectives,
Thus, sterling M, increased at a rate of around 10% in
most calendar years since 1974, which las been well
below the rate of growth of nominal national income,
This hias not been without a cost in terms of high
nominal interest rates. Inflation, and the scale of
governmeni borrowing, have necessitated high nominal
yields, which—given the uncertaintics regarding the
future rate of inflation—have larpely excluded polential
private borrowers on fixed-interest terms from the
capital market,

Adaptations (o deal with the elTect of uncertainty
Government finance on this scale involves continuous
borrowing. From time to time, however, investors may
lack confidence in the outlook, for example in respect
of wage demands and industrial disturbance and their
implications for future inflation, and in the economic
and financial policies being pursued. Some uncertainty
and risk are of course always present, and it is for
investors and their advisers 1o assess them. Al times,
the uncertaintics are such that investors cannot be
confident that the level of interest rutcs will not rise.
and hence do not feel justified in committing the funds
they manage—generally in the interest of others—to
investment in fixed-interest securities at that time.
Somctimes the extent of uncertainty may be such that
sonit investors are disposed to sell their existing
holdings of gilt-edged stocks, kecping the proceeds
liquid, and this, within the framework of the Bank's
operations described earlier, is allowed to bring about
whatever rise in yiclds may arise from market
transactions. Once such an adjustment is completed
and how long that takes will depend upon the degrec of
uncertainty and the range of investors affected by
it—the Bank is then able to resume the Government’s
funding programme on the higher vicld basis. But at
other times, perhaps when it is less clear which way a
situation will develop, investors generally may lack the
conviction to sell their existing holdings but still decide
to keep their accruing funds in liquid form. In such
situations, while prices in the gilt-edged market may
remain relatively stable for some time. turnover
contracts, and the market effectivelv becomes
immobilised until the way ahead becomes clearer.

The principal effect of such periods of uncertainty,
given the present emphasis of monetary policy on
controlling the behaviour of sterling M,, is 10 interrupt
the contribution which sales of gilt-edged stocks outside
the banking system make to that control. It should be
noted, however, that the other factors affecting the
growth of sterling M, are also subject to similarly large
and erratic short-lerm fluctuations: the PSBR., the
growth of bank lending, and the impact of external
transactions can all vary from month to month by
amounts which are very large in relation to the average
monthly increase in the money supply that is consistent
with the monetary target. And such variations are
predictable—even for just a short period ahead—only
with large margins of crror, The short-term interruplion
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of the flow of official gilt-cdped sales is therefore not
the only reason why there may from time to time be
random month-to-month fluctuations in the growth of
the money supply; and even if a more regular flow of
sales could be achieved, this would not in itself be
enough to remove such fluctuations arising from other
factors.

{S The purely temporary divergence of the growth of the

%

particular target aggregate, sterling M;, from the
intended trend—whatever the origin of the
divergence—-is not in itsell a cause for concern, in the
sensc that such erratic fluctuations are unlikely 1o have
any significant effect either on the real economy or on
inflation. This is more especially true when the origin of
the divergence is a temporary interruption of the gilt-
edged funding programme, since in this case the

decisions)--the significance of this upturn and whether
it is likely to continue. They may decide that the
hesilation on the part of investors generally o well-
founded and make policy chianges; or they niay decide
that policy changes are not necessary. 11, 0 cither case,
a sulficient body of investors remains unpersuaded,
sterling M, will conlinue Lo frow
trend, and this can lead 1o more active sclling, in the
pilt-edped market, until yiclds eventually rise 10 a point
where investors come back into the market and the
funding prozramme can be resumed.

above the required

3 In many cases, such a yvield adjustment (or the policy

action takén to Torestall it) may be accepted in
retrospect as having been necessary in the light of
outside circumstances o maintain monclary control,
But in other eases it may appcar to have been part of a
self-generating spiral, with the initial uncertiinty
causing an acceleration in sterling M, which in turn
affects expectations about interest (and possibly
exchange) rates. leading eventually 10 upward
adjustments of yields which are in exeess of those
justified by the underlving situation and which may
subsequently therefore be reversed. The danger of such
unnccessary disturbance and interest-rate fluctuations
would be reduced if a somewhat smoother pattern of
sales of gilt-cdged stocks to the non-bank private sector
could be achicved in the first place.

Parily-paid stocks

additional monetary balances which result are, insome 2y gaced with this problem, the Treasury and Bank

large part, held by long-term investment institutions
awaiting commitment in the capital market, and so are
not in any direct sense available to finance transactions
in goods and services. If, therefore, one could be
confident in any particular case that a funding pause
would indeed prove to be short-lived, the proper course
would be simply to ride it out:

In practice, however. a central difficulty—for financial
analysts penerally, including investors in the gilt-cdged
market, no less than for the authorities—is to
determine at the time whether an incipicnt divergence
of sterling M, from the intended trend is merely erratic
or whether it marks the beginning of an important
acceleration of monetary growth in some more
fundamenial scnse. Although. as noted above,
interruption of official gilt-cdged <aleés is not the only
possible cause of short-term fluctuations in the growth
of the moacy supply. any uncertainty on the part of
investors in the gilt-cdged market is likely in present
circumstances 1o pose this question quite quickly. The
size of the PSBR. and the continuous. heavy funding
programme it involves, mean that if investors delay
their purchases of gilt-edged stocks for only a month or
two there is likely to be a noticeable upturn in the
growth of sterling M. The authonitics then have to
assess—in the light of the canses of uncertainty and of
other developments (including, for example, the
behaviour of other aggrepates, such as M, and
particularly the non-interest-bearing element of M,
which are much less directly affected from month 1o
month by the tming of gilt-edged investiment
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introduced an adaptation in their issue technigue in
March 1977 by providing for only part of the
subscription money for a new issuc to be paid ai the
time of application with the balance being payable in
instalments timed by reference to the Government’s
expected funding need. This adaptation. which hias
been used with varying degrees of success on & number
of subsequent occasions. was designed to smooth the
flow of funds from outside the banking sysiem into
gilt-edged stocks by staging the calls to correspond with
the expected funding requirements in successive
banking months,

In addition, new gilt-edged instruments have been
introduced which were designed to be attractive in

conditions of uncertainty

Convertible stocks

23 Even before the recent eoncern. namely in March 1973,

a convertible stock. 9% Treasury Convertible Stock
1980, was issued. which offeis holders an option. in
1980, to eqpvert at predetermined terms into a stock
maturing in the year 2000, With this tvpe of sccunty,
investors are offered a short-dated stock at close 1o the
current market yield for thit maturity at the time of
issue, with an option to convert at a later date into
longer-dated stock at a yield close to that prevailing for
the longer maturity at the time when the convertible
short-dated stock was issucd. Such a sceurity gives the
investor the cption of holding a short-dated stock 1o
maturity, or, by exercising the conversion right, of
moving into the long end of the market at a specilied




ater date (or dates) on terms which are known in

sance and which may then no longer be available in
the market, The attractiveness of a stock of this kind
depends in part upon the relationship between
short-term and long-term yiclds at the time of issue,
The attractiveness of the conversion aption in particular
depends on investors® assessment of the likely course,
beyond the immediate future, of long-term interest
rates. If they judge that there is a pood chance that
long-term interest rates will be lower by the time the
conversion option may be exercised, they will find the
option altractive. To the extent that it docs, inthe
evenl, produce an advantaze to the investor, it will of
course prove correspondingly expensive (o the
Government, although this risk may be worthwhile if it
cnables the momentum of the funding programme 1o be
maintained withoul & rise in interest rates. There are a
number of possible variations on this general theme.

Variable rate stocls

The sccond instrument designed to cater for conditions
of uncertainty is the Treasury Variable Rate Stock, of
which three issues have been made. maturing in 1951,
1982 and 1983. These stocks offer investors a degree of
insurance apainst rising short-term interest rates. always
provided that their market price is relatively stable. The
insurance lakes the form of six-monthly interest.
payments based on the average discount rate for
Treasury bills over the preceding six months. At par,
the inlerest rate payable is a half per cent over the
Treasury bill discount rate, and for every one point
discount on par the prospective capital gain to maturity
cflectively widens the margin over the Treasury bill
rate, if the stock were held to redemption, by about a
quarier per cent. In practice none of these stocks has
traded at par, so that the clfective margin over the
Treasury bill discount rate has always been larger than
a half per cent. The variable rate stocks have not vet,
however, proved to be more than modestly attractive to
investors outside the banking system as stocks 1o be
held; they have not been very actively traded in the
market, and, partly as a result. they have not perhaps
so far enjoved sufficient price stability. They have none

Prices of varialie rate and other
selected gill-vdeed stocks
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the less played some small part in smoothing the flow of
funds to the Government, COnUNg, into demand when
the outlook lor interest rates seemed particularly
uncertain and when official sales of conventional stocks
were depressed, and being bought back by the Bank.
apainst seles of conventional stocks, at nther tmes. 1 his
rdle could prow with increasing markel experience of
the stocks. In the case of variable rate stocks, 1oo, a
number of variants are possible. One such vaniant than
has already been adopted by a number of local
authoritics has the interest rate set half-yearly at a fixed
margin above the six-month inter-hank deposit rate
ruling at the beginning of each interest period, thouzd
these stocks 1oo have vet to establish any significant
market outside the banking system.

Some suggested possible further changes in
techaique and instroments

_'?_S'_'I"h{.: adaptations so far described have not involved any
departure from the established principles on which
official managemnent of the gilt-edged market has been
based. It remains the case, however, that uncertainty
among inveslors continues 1o cause occasional
interruptions to the Government's funding programme.
The rest of this article, therefore, considers a number of
possible further changes—some more radical than
others—which, it has been sugpested. might be
introduced to achieve a smoother path of official sales
despite recurrent periods of uncertainty attributable 10
factors external to the pilt-edped marcket itself. These
would involve changes, either of operating wechnique,
or in the range of gilt-edged instruments.

wli

2&' A number of these changes could have significant
implications for the structure of the gilt-edeed market,
and in particular for the market-making mechanism,
Despite the developments since 1971 described above, a
gilt-edged investor is still normally able 1o deal almost
instantly at his own initiative in large amounts of stock
of any maturity at—or at something very close to—a
known market price: and this liquidity, provided by the
gilt-edged jobbing system, remains an importint
element in the attraction of gilt-cdged investment. It is
difficull to avoid the conclusion that the present
market-making mechanism would be seriously affecied
by some of the changes that have been advocated. but it
is not casy to predict what alternative mechanism might
emerge and how effective such an alicrnative might be
These questions are touched vpon in the discussion it
follows, but they would need to be very fully considercd
in a complete analysis of the proposals.

Changes in technique

2TJH the area of technique, the changes that have been
suggested fall into two main groups. The first group of
suggestions would involve sharper chianges in the prices
and yiclds at which gilt-edged stocks are made
available. The second group would involve some form
of more direct relationship between the suthorities and
major investors through which the amounts, the timing
and the terms of gilt-cdged stocks 1o be taken up would
be determined in advance.
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Zé Suppestions for greater fexibility in the price at which

rrnment stock is marketed are bised on the
crapasition that a sufficicit fall in the price at which the
stock is obtainable will, in any surrounding
circomstances and without any associated policy action,
produce the required demand. In the Bank's judgment
this proposition needs qualiicaiion, s is explained
below,

These supgestions for greater price fexibility are of Iwo
kinds. The hirst relates to the prices at which the Bank
markets stock out of its own portfolio through
transactions on the stock exchange, where the initiative
for varying the price would fali upon the Bank. The
sceond relates to the method of public issue of
government stocks, where proposals have been made
for issues by tender (or auction) which, in this variant,
would not be underwritten, and under which the
variation in price would be determined entirely by the
investors.

The pricing of tap stocks

At present, a new stock is normally issued at a price
closely in line with the prices of other comparable
stocks already in the market. and the amount of the
stock not taken up by the public—usually a lagge
proportion—is taken into the Bank's own portfolio,
with the Bank acting in effect as an underwriter. 1f the
market remains firm, this tap stock is subsequently sold
by the Bank through the market at prices raised in
fractional steps above the issuc price. If. on the other
hand, as a result of a change in conditions giving rise to
uncertainty among investors, demand for the stock does
not develop, the Bank does not immediately reduce the
price at which it is known to be prepared 1o sell.
Instead, the Bank waits until the market recovers or, if
the market generally weakens, until the vield
adjustment is completed and the market has stabilised.

- when the tap price will be lowered in a singie stepin
response Lo bids from the market. This established
practice provides assurance to investors who subscribe
for stock on issue, or purchase it through the market
soon afterwards, that, short of a gencral weakening in
the market, their position will not be undermined by
the Bank’s supplies being subsequently made available
at lower prices.

. The main suggestion that has been made in relation 1o
more flexible pricing of stocks from the Bank's own
portfolio is that, in order to maintain the momentum of
sales through periods of uncertainty caused by changes
in outside circumstances, the Bank should be more
willing to lower the tap price in one step, going beyond
the fall in market prices generally, or in smaller steps,
in line with the decline in the market, without
necessarily waiting until the market vield adjustmient is
completed. A difficulty with this approach is that such
behaviour, in the conditions of weakening confidence
where it would be relevant, could 1end to add to, rather
than diminish, the uncertaintics in the minds of
investors,

32 M the Bank—as by far the largest seller in the market,
and with earlier knowledge of some important
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developments likely to affeet the market, such as
imminent policy steps. statistics, cte.~— had had 10
reduce its price once, why should 1t not do so apain
shontly thereafier? Given this evidence of official
urpency o sell stock, investors might well conclude
that, by waiting, they mipht obtiain sull higher vields,
There could be a dan

would move away from the Bank, simply falling {
in response to cach successive reduction of the official
price of the tap stock. At some point onc must presume
that this process would stop, and that yields would
reach a level at which investors were prepared 1o
commil the required Tunds; bt the inercase in viclds

s Al B -
e et JICLCS 1 e imnarsel

urthen

might need 10 be uninccessarily Lorge in these
conditions, and, in the case ol the proposal for a single
step change, 1t would bhe difficult 1o arrive at a reasoned
judgment in advance as to the tap price which would
ultimately need 1o be set. In these circumstances, it
could, as a practical matter, become necessary to find
other means of establishing an appropriate price,
perhap:

nepotiation wiil jor investors, with the further
implications discussed below,

i through tenders or through a process of

32 The argument has been put that the authorities already
act on prices in the gill-edged market by changing
minimum lending (MLR), and that shifts in the 1ap
price would only differ in degree. But the difference in
degree would be very considerable, Changes in MLR
arc made as a result of varying considerations. not
necessarily immediately related to developments in the
gilt-cdzed market, and their effect on gilti-edged prices
is indircct and may be greater or smaller depending on
the surrounding market circumstances, Furthermore. a
change in the vicld on a three-month bill from. for
example, 91% to 107 changes its price by only onc
tenth of one percentage point, while to secure a similar
change in the vield on a 20-vear stock would require a
change in price of about 5%. Such changes in price
imposed unilaterally by the authoritics would involve
heavy capital losses which operators would be likely to
regard as beyond the normal hazards of business: and
the only defence for the market-makers against such
behaviour on the part of the authorities would be to
narrow the market drastically whenever such conduct
appeared to be in prospect.

- A modified version of this suggestion is that the Eunk
" should lower the tap price at which it is prepared to scll

during periods of a weakening market, but by less than
the full extaqu of the fall in prices generally. so keeping
the price a little way abave the market as a whole. The
intention would be that, because investors would have
greater certainty as to the price at which they could re-
enter the market, they would be encouraped 10 sell
their holdings and so accelerate the yield adiustment, It
would scem, however, that such a policy would in
practice be almost indistinguishable from the priwvens
suggestion, and that the Bank’s price adjusiments
would have much the same effects upon market
cxpeclations.




-

3:; Muore generally it hos been suppested that the Bank's

iieque in pricing tap stocks is oo ¢asily predictable:
prrestors, it s argued, can, il they are uncertain,
postpone their purchases of stock in the knowledpe that
if prices should improve, they will not, while a tap stock
is active, move ahead too rapidly so that the cost of
delay is likely to be small, This argument sometines
prompis the sugpestion that the Treasury and the Bank
could price a new issue some way ahead of the market,
or that the Bank could adjust its selling price of the tap
stock upwards by Lirger amounts, so cncouraging
investors Lo accelerate their purchases in the immedhate
situation and weakening their complacency over the
longer term. There are circumstances where, within
pencrally rather narrow limits, this tactie can be—and
indced has been—used. But it can only be used where
the Bank is reasonably confident that the surrounding
conditions in fact justify an unusually sharp decline in
yiclds and where this prospect is hkely 1o carry
conviction with investors, If used where the overall
circumstances did not in fact justify a fall in viclds 1o
the extent implicd by the pricing decision, the tactic
would be likely to induce an otherwise unnecessary
interruption of the funding programme as viclds
subscequently adjusted back to more appropriate levels.
In a similar way, it has been suggested that the
authoritics should vary their tactics in introducing new
stock issues, by periodically standing aside from the
market, but this possibility has been largely precluded
by the recent size of the funding programme, which has
involved more or less continuous borrowing.

\‘.% Jn considering these various proposals for a more active

pricing policy, the Bank is conscious that a securitics
market cannot function satisfactorily if there is an
operator in a position 10 exercise overwhelming
influence who is liable to enter the market

. unpredictably both as to timing and behaviour, All of

the proposals would—if carried very far—introduce an
important new element of uncertainty into the
determination of gilt-edged prices. This in turn would
seriously impede the making of a market, in any size, in
gilt-edged stocks—whether by jobbers. as at present, or
under some different institutional arrangement. The
restriction on markctability which could then result
would tend 1o reduce one of the principal attractions of
the gilt-edped market for investors, damaging its long-
term capacity.

Yenders

A dilferent kind of sugpestion for achieving a smoother
pattern of pill-edged sales through greater price
flexibility is for the adoption of a tender system for new
issucs. Again there are a number of possible variants,
but & common element would invalve the Government
announcing from time to time the volume of securitics
it wanted to scll on particular dates, or i a given
period, and then leaving it to investors to determine the
price and yicld st which they were prepared to bay it.
As with the suggestion for a more active policy of
lowering of the tap price, the object would be to enable
the authorities to sell the amounis of stock expected to
be required in any given period to achieve shorter-term

gr:-

i

control over the prowth of sterling M,, unhampered by
interruptions in government Tunding arising from
changes in outside cireumstances. (This would of course
still leave sierling M, subject to erratic short-run
fluctuation arising from unpredicted variations in the
other credil counterparts, as mentioned carlier.) The
proposal may derive in part from the regolar vse of the
tender technigque for new issues of US government
securitics by the US Treasury. In considering it,
however, one needs to bear in mind that there are
substantial differences in the size and structure, and in
the rdle, of the government bond market in the two
countrics.

In the United States, the $330 hillion of government
bonds outstanding are cquivitlent to only some 165 of
GNP, whereas the £57 billion of gilt-cdped stocks
outstanding is cquivalent to some 42% of GNP in this
country. Although government borrowing has increased
in the United States—as in the United Kingdom—in
recent years, government bonds have not dominated
the capital markets to the same extent: in 1977
government bonds absorbed only scme 20% of the total
funds raised in the US domestic capital market.
whercas the comparable figure for the United Kingdom
was nearly 90%. In the Uniied States, too. government
bonds are typically of much shorter maturity, They
include a large proportion of two-year issues, and only
about 169 have a life beyond eight years: whereas in
this country gilt-edped stocks are rarely issued for less
than four to five years, and some 607z are of more than
cight years' maturity. This results in an average
maturity of US government bond issues of about five
years, compared with about twelve years for gilt-edged
stocks in this country, Finally, the institutional
arrangements io the two government bond markets
diffcr: prices are made in the US market, for example.
by dealers in government securities rather than thiouch
the stock exchange as in this country, Such differences
suggest the need for considerable caution before one
can conclude that arrangements found helpful in the
United States weuld be similarly effective in the United
Kingdom.

A major difference in the present context is thal the US

" Treasury’s debt management objectives are not the

same as the present objectives of debt management in
this country as described above. In particular, the Us
Treasury is not directly involved in the implementiation
of monetary policy and its us2 of the 1ender technigque
for new stock issues is not primarily directed to the
achicvement of shori-term mopetary conirol. In the
United States, the main emphasis of monctary policy in
recent years has been on controlling the narrower
monelary aggregates, which the Federal Reserve
authoritics influcnce essentially through management of
the level of short-term interest rates. There is
conscquently not the same direct link between
government debt management and the chosen
monetary target in the United States as there is here.
and debt manapement policy can therefore be dirgeted
to a far greater degree 1o the farrower objective of
providing finance for the Government a1 the lowest cost
consistent with maintaining an appropriate maturily




structure. In this context, the use of the tender
‘.’.I-.!'Ir' would seem 1o be designed to deal with the
Culty that can ot imes arise with a lixed-price
offering if market sentiment should change (in cither
direction) between the announcement of terms sl
subseription, rather than as a means of keeping up the

volume of siles in circumstances of uncertainty without
repard 1o the effeet on market yields. On the contriry,
in [ranming its programme of debt sales, the Us
Trensury pays considerable regard 1o the advice given
by the Federal Reserve authorities, aind by the main
povernment sceuritics dealers (who effectively
underwrite the tenders and act as intermediarics in on-
scling a laree purt of new is<ues to final investors) on
the capacity of the market to absorb new issues—
particolarly of longer maturitics—without an undue
eflect on market prices.

A fonin of tender technique, with a minimum tender
price set i line with market yields at the time of
announcement of the issuc and designed to secure for
the Government—througii a lower borrowing cost—a
part of the beaehit from any sharp improvement in
market sentiment between the announcement of terms
and the daic for subseription, was in fact adopted by
the Treasury and the Bank for a new issue (121%
Exchequer Stock 1999) in March 1979, This followed
thic uniguely heavy oversubscription, resulting from an
abrupt reversal in market expectations about the future
course of interest rates, of two stocks issued a month
carlicr. The use of the tender technique for this
purpose, however, is basically different from its use to
achieve greater short-term control over the growth of
the money supply by ensuring the necessary volume of
gilt-edacd sales in any given period. If that were the
objective, it would at times involve pressing ahead with
an issuc even in a market which was unsettled by
outside conditions, and accepting the resulting yield;
the objective would in such conditions be likely 1o be
frustrated if there were a minimum tender price. unless
it were st on a yicld basis substantially higher than the
prevailing market level. A change to this method of
issue would not of itself help 1o diminish investors’
uncertaintics about the future, nor make it easier for
them 1o make a judgment about the future course of
yields, and hence about the yield at which they should
commit any large volume of funds to long-term fixed-
interest investment. Given that they would still have
open to them the possibility of buving stock in the
secondary market or—because of the continuous nature
of the Government’s borrowing need—of entering a
subscquent tender. by which time the patticular
uncertainiy might have lessened, they could, in
uncertain conditions, continue to find it more prudent
to stay shiort and wait. Investors would, therefore, not
necessarily enter a tender even of this sort, in the
required volume, at the times when it mattered. And 1o
the extent that they did so, it would probably be at
prices and yiclds that discounted an unfavourable
outcomic in those areas that were the source of
unceriainty. '

s

similar to that of a more active policy of moving the
official tap price, with similar longer-run implications
for the capacity of the market. Used with the object of
sclling a predetermined volume of stock, the tender
technique would have a further corollary. It would run
counier 1o this objective for the Bank itself 1o enter the
tentder on any substantial scale; the Bank's own
dealings in the market would, therclore, be curtailiod
and would nio longer provide a reservoir for adjusting
the level of sales to the level of investor demand as
under the present (ap arrangements. Al the same lime,
as things stand at present, the pilt-edged jobbers do not
have the resources 1o bid repularly at tenders in
amounts thet would enable them o assume this
function. If the tenders were 1o be successful, thercfore,
piven the present institutional arrangements in the
United Kingdom, virtually all the stock offered would
have to be taken vp directly by investors—whatever the
stale of market confidence happened to be—with no
large intermediary to cushion the impact on prices. In
part, the gap left by the implicd change in the Bank’s
role might be filled if the capacity of the present jobbers
were Lo increase or if new intermediaries cmerged,
perhaps of the kind of short-term dealer in government
securities that exists in the United States. Such a
development would be unlikely to come about
overnight, and the market in gilt-cdged stocks could be
severely affected in the meantime. Bul even in the
longer term, the change in market structure and the
greater short-term price volatility that could result from
the tender technique—if used to achieve closer short-
term monetary control—might well lead to both
reduced marketability and a significant shortening of
the maturity structure of government debt, In the
conditions envisaged, market-makers might be
prepared to run a sizable book in short-dated stocks,
but they are less likely 10 be prepared to take in the
longer maturities on the same scale because of the
higher risks. Any development in this direction would
involve a considerable change in the management of the
government debt, in view of the already heavy burden
of annual maturities that have to be refinanced.

Because of structural changes in the gilt-edged market
that could result from a general shift 1o tenders, some
commentators have alternatively supgested that tender
issucs might be made on occasion, at times of particular
uncertainty rather than as the normal method of issue.
This more modest step might still. hovever, have the
disadvantage that it would tend to increase rather than
diminish uncertainty. There would be the danger that
once the tender technique had been used in the manner
suggested, the possibility that it would be used again
could damage confidence in a hesitant market on
subsequent occasions: prospective buyers might be
deterred from investing when they would otherwise
have done so, by the fear that a subsequent tender
would impose capital losses on them. Experimentation
in this arca is not, therefore, wholly straightforward.

A mare direct relationship with the major investors

The effcer of tenders of this second Kind, in 12rms at frg The supgestions for possible ehanges in technique

least of short-1erm price volatility, might be somewhal
] ] i
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‘discussed 5o far would maintain the traditional arms-




h nature of the relationship between the institutional investors would be willing to comimit thei

worities and investors in pilt-edged stocks, An funds—at times of vncertainty—to fived-interest stocks
entirely different approsich would involve a more dircet offered by way of a placement where they were nint
relationship between the Government, as borrower, |‘hl[‘E‘.l'1I|..‘[| to buy the same stock offercd by way of 3
and mijor investors, for example, the kirger pension public issue, unless they were piven the inducement of
funds and life assurince companics, Sugpestions uader sipnificantly higher yickl. Nor is it clear that the
this heading include: institutions could prudeatly, in the mterest of then
pension fund members or insurince policyholder
on the very considerable risks of loss that would be
involved in the repulay underwriting of povernment
stock issues (which are at present underwritten by the
Issue D puhm nt of the Bank) on anything ke the
recent scale, unless they were free tno move the
underwriting price quite widely 1o protect themset

e the negotiation of underwriting of government
stock issues by the long-term investment
institutions, rather than by the Bank as at present
(whether such issues were on a fixed-price or
tender basis); and
the negotiation of direet placings of government

stock with the institutions. adverse conditions. While, therefore, it is possible 1

Purchases of gili-cdped stock by sce how this approach could function in market
insurance companics and pension funds conditions that were reasonably faveurable—wlit
R R oo present technique 1s satisfactory—it is !ﬁilrl| 10 s
)it ot srmmstirs ol it arrangements of this sort ¢ ul.i be freely negotia
5 F Sl those conditions where they would be most l.ululr.!_
Y R i without producing much the same effect of greates
short-term price fuctuations that would result from the
carlicr sugzestions.

Same supeestions for a more dircet relationship
between II1|: authorities and major investers would yo
some vy towards displacing a free market and would
involve varying |.||._':.'|:-'L'§ of government influence over
the decisions taken by the major investors, In the
extreme this cm:f:i extend 1o statutory direction. It is
beyond the scope of this article 1o discuss the gencral
arguments for and apainst such an extension of
government influence. 11 is reasonable lo assume,
however, that the use of such influence would tend. in
L. the first instance, 10 hold vields on pili-edged stocks
=t Lt below the level that would otherwise be established in
T hl.. mh of hr: [o 1g-lerm |nnst:mnt institutions in the the market: and that this in turn -.=-n--‘-;i tend 1o reduce
gilti-edged market has grown rapidly in recent vears. the attraction of investment in gilt-cdged stocks (o otiier
Even so, these institutions do not generally account for inveslors not subject 1o similar ||:1'!u. nce or control.
more than about hall of all net purchases of gilt-edged Though it might be possible 1o achieve in this way a
stocks by investors outside the banking system. and smoother flow of invesiment in Pi[l-::r!;':".tl stocks by the
their combined holdings of gilt-cdged stocks still major instiiutions. it would n ul necessarily follow that
amousted to only a third of the total nominal amount gilt-edged sales to the non-bank private sector as a
outstanding at the end of 1977. The institutions do not whole would be more regular: nor perhaps that a higher
represent the small, tightly-knit grouping that is overall volume of sales would be achieved.
sometimes supposcd: at the end of 1977 there were
some 300 life assurance companies and over 2,000 & ( The last three suggestions considered—for tenders: for
pension funds in the United Kingdom. with over 100 "negatiated underwriting of government issues by the
institutions with assets of over £100 million accounting institutions: and for sonie element of direction by
for two thirds 1o three quarters of the total long-tenin Government of the institutions’ investment—Jliave U
instilutional investment. Thus, while sugeestions of this discussed separately, as logically distinet proposal
kind might in principle be applicd to a !‘.'._|]=I.|L.."1-1 part practice, however, this distinction could prove -
of the Government's gilt-edged market borrowing, they 10 II].‘]iiI.LIi,E‘. The pressures on the Government coid
would not of themseclves provide a total solution to the tend to lead 1o a progressive development: in t‘:~!~'f Lo
funding problem. avoid the disturbance to interest rates thai might be
expected to reselt from the adoption of tenders. lE'L"-'
{cg A key question—as in the case of the proposal for would be a temptation to look for some underpinning
tenders—is whether the supgested change in new issuc of Ilu: tenders by '-r"1=-'inu il im.'rﬂuu .-md. in
technigue would in itsell make it casier for the long- !1|'»'-‘
term investment institutions 1o maintain their purchases (:—cn 1.rmm_||.t “l“l'll nee LI 10 exercise con -.ulu e
of gilt-edped stocks through periods of uncertainty, restrainl if a free market was 1o be ]mm.rwlf j"'
without wide fluctuations in interest retes. Other things extent, therefore "the implications of the vanous
being equal, there is little reason to suppose that proposals in these arcas need to be I waked at togethar,
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New forms of ¢ili-cdped instrument

. extions advanced for possible new types of gilt-
e stocks [l into two main proups, First, there

liave been vardous proposals lor new short-term

marketable povernment debt instruments, with

matnrities ranging from perhaps three months up 1o

commeniators have

about two years. Sccondly,
advociied the introduction of @ marketable povernment

stock indexed in some way against inflation,

LR [

Shori-term instrinents

. The shoit-term instruments supgested are principally
designed Lo attract inio govermment debt institutional
funds awaiting investment (including longer-term
investment in the gilt-ecdged maiket) and some part of
the liquid resources of industrial and commercial
companies currenily held with the banking system and
0 forming a part of the moncy supply. They could also
appeal o personal investors, though in this area

particularly they would compeic with the range of (non-S2.

marketable) national savings instruments already
offcred by the Government.

Al present. there #re two marketable short-term central
povernment debi instruments generally available 1o
investors: Treasury bills and gilt-cdged stocks
approaching maturity. Both Treasury bills and gilt-
edged stocks with less than one year to run 1o maturity
arc chigible reserve assets for the banking system. They
consequently have a particular value to banks as
compared with most other short-term assets with which
they compete, and their yicld, thercfore, tends. on

on, to be bid down to a level unattractive to
investors outside the banking svstem. The sugpestion
has, therefore, been made that a new instrument could
be issued which vould not be an cligible reserve asset,
and in relation 1o which—becatse of the shorl
maturity—a more active pricing policy could be

Locz! authority short-term debt by type of holderyy

sl

adopted without the implications such a policy woui:
have il adopted in reliation Lo the pilt-cdped market
generally,

Although there is no central government instrument of
this kind available to the market, it is an area which is
already quite heavily drawn upon by local suthoritics,
through deposits, mortpages and nepotiable bonds,
none of which is eligible as a reserve asset. The total of
such temporary local authority debt outstanding is
around Z4 billion, of which some £1} billion is held by
non-bank financial institutions and about £4 billion by
industrial and commercial companics and persons talen
topether, IFthe central government raised additional
funds from outside the banking system by marketing a
new shorl-term instrument, it would be in competition
with local authority shori-term borrowing; this would
tend to limit the net additional inflow of funds to the
public sector as a whole,

Itis difficult to establish how large a market, outside
the banking system, there would be for a new short-
term central government debt instrument of the kind
proposed. The behaviour of the groups of potential
investors identilicd above supgests a strong prefercnce
for holding their short-term assets in the form of
conventional bank deposits which are both highly liguid
and wholly capital-certain. For example, industrial and
commercial companies’ holdings of eertificates of
deposit amount 1o only some 5% of their holdings of
conventional bank deposits; and the long-term
investment institutions typically wish to keep their
liquid resources available for immediate investment
when they perceive an appropriate opportunitv. This
might suggest that there would be little demand for any
short-term central government instrument that was not
a close substitute for bank deposits. If the Governmcnt
offered such a close substitute, this would not produce a
meaningful reduction in the liquidity of the economy. If

£ mil

LEST S

ef which [h]

v @miuall oudtcading ar g

Total

e apy

r

I miftlionrs
Runk
e gty

Bauibdirp
pCeetecs

Onhey
Eransiad
n didilem
Hellar
Peiwms
Ir

4%

W16
7 bt}

P LFL e LT I3 . i LY
i
1%

Dmsinain € i o[l

Nahwa .
AINInE

Irwtrial Ferwonal
aclor

b ¥ |
o
2
11
=43
i th]

m

Tax
EEruene A

Trcaw
Bulis mie
pilt-calged
ok

Fathotily
[ ]

m
L]

A

] of whis b, ecipfeates of o genit L340 milhion
Y i
I99T bank wabes [

Faa

1
wigry [l

]
I<i

sl




Idings of the new instrument were excluded from the peneralisation of indexation through the ceconmmy
.ﬁrmiun of sterling M, (which does include certificates would be advantageous is a guestion that probably
of deposit issucd by banks), the growth in sierling M, cannot be answered i an absolute sense: it would
might statistically be reduced; but this effect would be depend 1o a considerable extent upon the prospeci for
seen by the financial markets as larpely optical.. the development of the ceonomy, in the light of the
. other available policy options, it the tome. But it s -|--1
To attract such liguid funds into a less liguid asset, the the purpose of this aticle to discoss thet moch wis
Government would need to offer a higher yield. question: the immetiate point i‘- that the arguiment Fﬂ
Indeed, action has already been taken to make both indexed gilt-edged stocks necds to be made in that
national savings instrumenis and certificates of tax wider context, and not considered solely as an
deposit more attractive. The contribution that a new cxpedient to facilitate gilt-edged market management,
general-purpose, short-term, marketable sceurity could
make would depend in part on how far this higher cost il i
was regarded as acceptable. Cenclusion
_g. The purpose of this article has been 1o explain the
Indexation evolution of the role of gilt-edged market managzement,
The final suggestion 1o be considered is some form of and of the technigues and instruments employed,
" index-linked marketable government security. There is during the past d_h. -1-- Or $0; a Hl to contribute 1o the
little doubt that an approprisicly priced, inflation- public discussion of certain possible further
proofed marketable security could be attraciive 1o a developments.
wide range of investors. This is not because it would
necessarily yield a higher return 1o matunty than a <
conventional fixed-rate security—1that would be i fficult=2".
to judge in advance and would depend upon whether,
in the event, the future rate of inflation proved to be
greater or less than the rate presently discounted in
nominal market vields. (By the same token, the real
cost to the borrower would also be difficult to predict in
advance and might prove 1o be preater or less than on a
conventional stock.) The attraction would be that the
‘real’ rate of return to maturity would be fairly clear;
this would provide a measure of protection to investors,
and would be particularly attractive to institutional
investors such as pension funds whaose liabilities also
rise with inflation. It would also mean that investors
would be substantially protected against capital loss as a
result of a fall in the market price arising from an
upward shift in inflationary expectations (though not
from price fluctuations associated with changes in real
interest rates). This characteristic particularly means o i : ;
that indexed gilt-cdzed stocks would remain attractive  ¥2- The latter part of the article has discussed various
to investors when they feared accelerating inflation. sugpestions for further c.'.h.'n:]:_‘_c- put forward with the amm
which is the predominant czuse of interruption to the of improving the authoritics’ capacity for short-term
government funding programme at present. The monetary l:‘uilltl.rci. and of reducing the risk of the
introduction of indexed stocks almost certainly couldin  authorities having to ccept interest-rate fluctuations. of
principle, therefore, make an important contribution o to lake preventive II‘;JHL'} action. not justificd by the
smoothing the pattern of official gili-edged sales. underlying cconomic circumstances, Some at least of
these sugeestions would scem likely to add to. rather

Present policics have enabled the funding in the gili-
edped market of the Government's borrowing
requircinznt-—which has itself been very large

make an important hr*'tnin"mn to the objective
controlling the trend in the growih of the mon

over the past vears. Closer month-by-month con ntr

over the gu.u'.h of sterling M, is not, however,
achievable. One reason for this—but one reason only
among others—is because the contribution of gilt
funding can be interrupted from time to time as 2 result
of a weakening of confidence among investors,
particularly relating to the outlook for inflation and the
adequacy of cc onomic and fina _1.1f policies Lo contain
it, which makes viclds s active. Steps have,
however, peen taken 1o secure a l-!!1--.”-1!1:r flow of
government funding and to moderate the effect of such
interruptions.

The question of an indexed stock cannol. however. be than diminish, the short-term volatility of interest rates
" looked at solely in this narrow context. Frequent withoul necessarily leading 1o greater stability, or to
recourse to an instrument of this type—and once astart  Jower interest rates. over the somewhat longer teim
had been made down this road it would be difficult to Most of the supgestions that have been put forwaid
draw back in future conditions of uncertainty—would would b likely to have far-reaching implications—tor
create considerable pressure for indexation in the the structure and capacity of the gilt-edged market in
capital markets more generally. There is room for the longer term, for the nature of the relationship
diffcrences of view about how far the introduction of between the Government and the major institutional
indexed pilt-cdped stocks would lead to the spread of investors, or for cconomic management in general —and
indexation through the economy as a whole. But if.this the question arises wheiher the objectives aimed at
were a significant possibility, the authorities would nced  Justify such possible consequences.
to be assured that the implications of indexation {e.g - b,
for the tax structure, for the financing of industry, '-"1'2 Ljf’ As noted earlicr, erratic, short-run, month-1o-mon nih
were fully understood and that the economic and social fluctustions in the rate of prowth of sterling M. or
conscquences were acceplable. Whether or not the indeed of any other monetary aggregate, may derive
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from » number of caases, and are nol likely in

1 «lves to be important. Monclary control is
ti.ocfore properly divected to the trend of monclary
prowth over a longer penod, As this emphasis becomes
mare widely understood, and provided that investors
arc comvinced el the authontics are prepared (o tike
the steps necessary to maintain this control, unjustificd

reaction in the pill-cdged mearket to erraic short-1crm

fluctuztions in monctary prowth may diminish. While

there may, I '-."'ll.hl. less, be scope for T ther techmcal

changes in pilt-cdpged markel m

anapement, which ;

designed 1o inprove the authorities’ capacity for

shorter-term monctary control,

expect that such chanpes will se

substantive policy chanecs that

time 1o time in other areas

one canned
rve in pl

Liceomi




MONETARY OBJECTIVES AND PROSPECTS

Note by HM Treasury

This note sets out the Government's present monetary objectives, and

some of the implications of seeking to achieve them.
e

Monetary Objectives

2. The Government is committed to reducing progressively the target

rate of monetary growth as the main means of controlling inflation.

3. No one mone tary aggregate can satisfactorily measure all aspects

of monetary condistions. Moreover, there is an almost inevitable

tendency for any aggregate selected as the target to be distorted by
F—-—.__—

the very fact of becoming the target. Nevertheless, there are advan-.
tages in selecting one aggregate for which there is a publicly
announced target: at present £M3 remains the most suitable for the
purpose. But account must be taken of the other measures, M1, M3,
DCE, wider liquidity etc, especially given the risks of distortion
just referred to, which can affect the £M3 statistic without affecting

underlying conditions.

. As a first step, the Chancellor set a target range of 7-11% pa
for the growth of £M3 in the 10 months ending on the April 1980

banking make-up day. We now know that the growth in the first two
months of 1979-8B0 was 2.3%: achieving the mid-point of the range for

the following 10 months would give a growth of 9.9% in the year as

——
a ¥yole - virtually the same as the post-Budget forecast of 10.1%.

B This target is undoubtedly a tight one and, was deliberately

so chosen. A tight monetary policy is self-evidently one in

which the inteﬂ;;on is to make money scarce, and necessarily
involves holding its price - the rate of interest - high relative
to what it would otherwise be. One effect of so doing is to make

people more economical in the use of money ie finance their
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transactions with less liquidity and thus increase the "velocity

of circulation'". The change in velocity of circulation implied

by the relationship anticipated between the rate of monetary
expansion and the rate of growth of GDP in current prices is

a good, though imperfect,guide‘z;-zﬁz-;gkrese in the tightening of
monetary policy: the post-Budget forecast envisaged growth of

the former by about 18.4% and of the latter by about 10%, implying

a rise in the velocity of circulation of 8%. While such a change in
velocity is not unprecedented, the valnci:;.has already grown
substantially over the last 5 years, from the low level E§ under

2.4 in the first quarter of 1974 to 3.3 at the end of 1978: by

the first quarter of 1980 it is forecast to reach 3.5, which is

——

a record.

P——

6. An alternative is to compare the growth of private sector

gross financial wealth with the growth of the money supply within

that. The greater the deviation from the normal split between

monetary and non-monetary wealth the greater the inducement (higher

interest rates) will need to be. Total wealth is forecast to grow

by about 12%, while the growth of the monetary element in the

total is‘;;-be kept to 10%, " Here again
o

the task is made more difficult by the fact that the change is

required after five successive years in which £M3 has grown by less

— — —

—
than gross private sector financial wealth: in early 1974 it

represented 58% of such wealth while it now represents only 51%.

——

The Components

?.' The "post-Budget" financial forecast envisaged that the compuﬁénf-

of £M3 in the year might be broadly as follows:-
£ billion

Year Year
1978-79 1979-80
Public sector borrowing requirement 9.2 8.3 =

Sales (-) of gilts to the non-bank
private sector -6.2 -6.4 =

Sales (-) of other public sector
debt to the non-bank private sector =2.3 -ﬁfﬁ -

Bank lending in £ to private and
overseas sector E.Z 7.0

Domestic Credit Expansion 7.5 6.9




£ billion

Year Year

1978-79  1979-80

Domestic credit expansion 7.5 6.9

External adjustments -1.1 -0.5

Increase in banks' net non-deposit

liabilities etc -1.1 -1.1

Increase in £M3 5.4 5.3
% increase 11.6% 10.1%

As the Treasury note on the monetary base explains the above table
reflects the accounting identity linking the PSBR, gilt sales, bank
lending and external factors to the money supply, aﬂh the causal

relationship between them is complex. However the critical fact
remains that to the extent that there is an overshoot on one element,
there will have to be offsetting changes on others if the target is
to be achieved. For example there may be some scope for offsetting

an overshoot on bank lending by higher gilt sales: the cost would

be, of course, yet higher interest rates - and the increase may have
to be quite sharp as we are already looking to a high proportion of
the inflows into the capital markets to be applied to financing the
PSBR, or acquiring the public sector assets to be disposed of. As
comes out at a number of points in the papers on the gilt-edged
market, the larger the amount to be financed through that market, the
less, other things being equal, the freedom of tactical manoceuvre
which the Bank has to achieve the funding in the most cost-effective
way.

8. A similar point arises in relation to intervention in the foreign
exchange market, Although the relationship is not exact, the

greater the deareg of intervention to reduce upward pressure on
sterling, the greater the inflows which add to £M3. (Broadly speaking,
it is the inflow into the non-bank private sector which adds to £M3).

So if there were significant intervention over the year, it would

have to be offset in one or more of the other components.
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Interest Rates

9. It is implicit in the decision to have a monetary target that
the Government then has to accept the interest rates to go with it:
this is no more than the basic economic proposition that one

cannot control both the quantity and the price of a good. The
interest rates required to achieve the target will be affected by
the fiscal stance. Other things being equal, the cuts in public
expendi ture should, as they take: effect, reduce the interest rates

which will be required to achieve the targef. =

10. It is not possible to forecast at all accurately what interest
rates will be necessary to achieve a particular target since so much
depends on market expectations - about inflation, about future interes
rates and about the Government's resolve to carry through its policies.
The forecasters best guess at the time of the Budget was that by the
end of the year short rates might be somewhat lower than now, and long
rates slightly higher. Whether short term rates will fall and if so
when, will depend critically on whether bank lending declines as
anticipated, and on whether the expected reduction in the PSBR

occurs in the second half of the Year, with cash limits holding.

11. Direct monetary controls - existing or proposed - are not an
alternative to interest rate changes. For example, the extent to
which banks can control borrowing from them by rationing, particularly
under existing facilities, is limited - they have to rely primarily on

the rates they charge. Both the existing Supplementary Special

Deposit Scheme, and the proposed monetary base scheme, have to be

seen, as the Bank's paper points out, as a means of ensuring that the
structure and levels of interest rates vary sufficiently quickly and
widely to achieve the control of the monetary targets. Similarly
direct controls on bank lending, such as attempted by the Labour
Government in the later 1960'sg would drive up interest rates at time

of pressure.




12. Indeed, the critical limitation of the present gilt-edged
market technigques that emerges from the discussion in the other
papers is that we at present lack a means of bringing about a shift
in long term interest rates when that may appear to be desirable.
Conclusion

13. To sum up:-

i. while £M3 is the target variable, account will need to

be taken nfrthe development of tﬁ;—hther monetary aggregates;

ii. the target set for £M3 this yvear is a tight one,

which will require a "monetary squeeze";

iii. once the Government has decided on its fiscal stance for
the year, and on the monetary target, it has to be ready to
move interest rates to the levels which may prove necessary to

achieve' the target - such interest rates will not always be

generated automatically byt the markets;

iv. there may be some scope to accommodate limited changes

in one of the components - say higher bank lending or greater
intervention in the foreign exchange markets - by offsetting
changes in others - say higher gilt sales_ but at a cost in terms
of higher interest rates;

v. the prospects for lower short term interest rates later
this year depend on the expected declines in bank lending and the
size of the PSBR;

vi. other monetary controls, such as the "corset" and the
monetary base control, if there were one, have to be regarded
as ways for bringing about the necessary changes in the level

and structure of interest rates, not as an alternative to them.




PRIME MINISTER

Meeting with Mr. Gordon Richardson: 1630,
Friday, 13 July

You are seeing the Governor tomorrow to have a general chat.

You will not want to anticipate too much the Monetary Seminar next

L
- -

Wednesday which of course the Governor will be attending. The

[ =
e — .

Seminar will be considering methods of contrclling.tﬂe monetary
aggregates, and in particular the "monetary base" method suggested
by Gordon Pepper; and methods of funding the borrowing requirement,
particularly the operation of the gilts market. The Bank have
recently published articles on the monetary base, and on the gilts
market. These are at Flag A; they will be on the agenda for

next Wednesday, along with Gordon Pepper's own paper, and papers

by the Treasury.

You might like to raise the following issues:-

(i) Interest rates. Gordon Pepper is expecting that

interest rates will fall substantially next year. The

ey

Treasury, on the other hand, supported I believe by the

Governor, are 223 so hopeful: the post-budget forecast,
which assumes expenditure cuts on the scale the Chancellor

is looking for, shows interest rates continuing at

Present levels, and even possibly rising a little. The
Treasury arguments for this are that high rates will

be needed if the Authorities are to sell enough gilts, and

in order to persuade people to hold smaller monetary balances

against a background of GDP in money terms growing

roughly twice as fast as the money supply.

[ (ii)




(ii) EMS. The Governor will of course be aware that we are
reviewing our position on the exchange rate regime. He is
likely to favour our joining, whereas the Chancellor
has very considerable doubts because of the straightjacket
which it would put us in.

The overall economic strategy. I am sure the Governor

fully supports the Chancellor's efforts to get expenditure
back to 1978/79 levels in 1980/81 - though he will probably
not be aware of the precise amount that the Chancellor is
looking for. You might ask what will be the consequences
Of not achieving substantial cuts. Is it possible,

as even Mr. Nott has argued, that - because sterling

is now a "petro-currency'" - we could live with a slightly
higher PSER, and still achieve our monetary and other
objectives?

Asset disposals. How will the Markets react if we

sell up, say, £600 m of BP shares in the autumn?

The effectiveness of the "corset'. Gordon Pepper

argues that it is both ineffective in holding back Bank
—— = — e —,

lending to the private sector, and that it also distorts

the financial system.

One point which the Governor may raise with you is the Stock

Exchange's request for exemption from the Restrietive Trade

Practices Lggislation. This was refused by the Labour Administration,
and the Director General of Fair Trading has referred the Stock

Exchange Agreement to the Restrictive Practices Court.

/] Mr, Goodison




Mr. Goodison has now applied again to be exempted; and I believe
he has the Governor's support. Mr. Nott has so far taken the
view - which you have endorsed - that it would be hard to Justify
not having the Stock Exchange investigated by the Court.

The Chancellor, however, has argued that it would be better if
there were to be an Inquiry by some other body.

The Chancellor and Mr. Nott are due to discuss the matter
shortly. If the Governor does raise it, I suggest it would be best
for you to be non-committal.

As backgronnd to the meeting, you may wish to glance at my record

of your two meetings with Gordon Pepper since the Election (Flag B).

e

12 July, 1879.
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Ever since the UK left the pold standuard the detennination of the UK

money supply and its control by' the monctary authorities has been a
matier of controversy. Under the gujd standard the money supply was
finnly anchored to the country's gold siock, so that changes in the
donestic money supply were related to changes in the pold reserves. Since
the UK left the pold standard in 1931, the UK monctary authorities have
never aticmpted to control the money supply by restricting the amount of
cash available to the banking systan. Rather conirol has been indirect
through the authorities' manipulation of interest rates with cash being

suppliced to the banking syston to meet ithe banks' nceds.

Over the past few years this whole systom of control has been called into
serious question. Money supply growth has varied widely fram quarter to
quarter and intcrest rates have moved rapidly and by larpe amounts, as shown
in Chart I. While variations in money supply grovth on a daily or weckly
basis are inevitable in view of the large transactions into and out of the
Echequer's ncm-unt at the Bank of England, Chart 1 shows, that cven when
ong uses a4 three month moving avcra-gﬂ, deviations fran the irend ratc of growlh
are disturbingly large. Chart 2 is a canmparison of money supply growth
variance in the UK and the US showing that deviations about the mean rate of
growth are very much greater in the UK than the US. On at least three
occasions over the past few years (ithe sumer of 1976, February 1978 and
Februavy-March 1979) it bas been widely arpued thatl interest rate instability
has becn compounded becauwse of "buyerf:: strikes' in the gilt-edped market,
which in turn allegedly results partly fron the authorities choice of 'tap'

price:s in gilts and partly fran the method of issue,

Such instability is undesirable not just because of the dircet effect of
wnintended excess money crecation but also because the published moncy supply
growth rate has becane an important indicator of the expected rate of

L]




jnflation, with important reperceussions in the fixed interesti and
forcign exchange markets. Decause of the problons with the present
method of control, two major kinds of proposals for reform have been

put forward over the last few ycars:-

Proposals within the prescni systan of conirol:
(a) greater flexibility in fixing tap stock
prices, minimum lending rate and the exchange

ralec;

the introduction of new forms of debt, such as

longer dated Treasury Bills or index linked stock;

replacing the 'tap' systom of issuing gilt-edged

stock by regular auctions.
Proposals for changing the syston of control:

(d) changing the definition of reserve assets in the banking
systan so that the Bank of England is able Lo tarpect

ihe nonctary base.

Mhis paper is an cxanination of the moncy supply process in the Uk and an
evaluation of these various refonns. The next section examines various
eriteria by which we might decide whether or not a particular systcm of

monetary coniral is eificient, Then we examine the 'official’ view of UK




monetary control followed by sane of its shortcanings. After that we

examine the various options for refonn concluding that there is a

fairly) strong case for moving to a monetary base method of control.




Efficicncy in Moncy Supply Control -

Various criteria might be used for deciding whether a particular
system of moncy supply control was efficient. Three, however,

would comand fairly widespread support:-

(i) predicatability;
(i1) minimum distortions of financial markets;
(iii) reliance on markets rather than administrative

decisions.

A predictable systan of monetary control is one in which the

authorities know with a high degree of probability that by

changing the level of a particilar control variable, such as
selling a certain amount of gilt-edged stock or calling for an
increase in special deposits, they are able to change the growth
of the moncy supply by a‘spocij‘jed amount. In an uncertain

world the authorities can never be sure of the effects of their
actions but some instruments of control tend systematically to
have greater predictability in terms of monetary growth than others.
The second criterion was the basis for the reforms introduced in
the UK banking system in 1971: Ceteris paribus, it is more
efficient and cquitable for the central bank to ar.!o;;.rt a method

of money supply control which does not create distortions in the
financial markets. Distortions imply that resources arc being
misallocated, that ihe institutions which bear the brunt of such
repulation are effectively being subjected to a formn of taxation
and ihat these, taken together, will provide an incentive for
institutions 1o devise ways of getting around the regulations which

arc socially wasteful. ‘The case for relying on mukels (e,




throuph purchuses and sales of debt) rather than administrative

decisions (through reserve requircment changes, the imposition

of ceilings on the prowth of certain 'tm:nk assets and lianbilities,
ceilings on intcrest rate levels) in conducting monetary policy

is that ihe use of markets lcads to less distortion of the monetary

time scries and pennits nuch greater fine tuningin the adjustment

of ihe monctary base.




The Money Supply Process in the UK

The present method of control was stated very lucidly by the
Governor of the Bank of Ingland in his Mais Lecture of 1978.

The authorities start with somc estimate of the public's domand
for money and the way it is influenced by income and interest
rates. Increases in income raise the demand for money while
jnereases in interest rates reduce it. On the assumption that,

in the short term at least, the level of income is given, the
authorities scek to change the stock of money by changing interest
rates. ‘The process is shown in a simplificd and static form in
Chart 3, in which the danand for money relative to income is shown

as a decrcasiug function of the rate of intercst. If the

authorities wished to cbtain a money stock of MO‘ they would atianpt

to move interest rates 1o LY while if they wished the money stock
to increase to Ml, they would allow interest rates 1o fall to -
The problem the authorities face in using this approach, however, is
that they do not know precisely the amount of moncy domanded at any
given interest rate. In tenns of Chart 3, even with a stable domand
for noncy rcelationship, they can only predict the likely quantity
domanded within a range: for cxample by fixing a ratc of rﬂtlmy neLy
be 95% ciortain of achieving a moncy supply figure only within the

rmu:ei Eg;-—g Mi!- ) . what nukes matiers worse, however, is that

i

S S8
on a quartcrly basis many estimated domand ior moncy cquations have
turned out to be more unstable than expected and hence the murgin
of error is that much geeater. Hence for any set of intercst rates
the resulting money stock will be within a very large range indeed,
far too lwrge, for example, to achicve stable moncy growth within

the context of the present povermncnts monctary targets.




As a conscquence the authorities fall back on trying to

predict at a given level of interest rates and exchanpe rates
the' prowth of those assets held by the consolidated banking
systan which are the counterparts to the money supply - which
in practice iseans the size of the Public Scctor Borroving
Requiremcnt, -public sector debt taken up by the non-bank public,
the volunc of bank lending to the private sector and external
flows to the private scctor. The precise relationship between
money supply (:.13) growth and those asscils which back the money

supply can be written as follows:-

Change in M3=PS]3R - increase in public sector + bank - external
lending dcbt held by non-bank flows to (1)
public private

sector
1f the forecast for the growth of these itoms taken together
implies excessive money supply growth, the authorities will have
to take action by allowing either interest rates or foreign exchange
rales to change. For example, assume that on the basis of such a
forecast the authoritics decide that HE is growing loo rapidly. If
the cause of the rapid increcase is an inflow of foreign currency
they will have to allow the cxchange to appreciatz; if on the other
hand it is an inabilify to sell gilt-edged <tock to the non-bink
private scctor, they will have to raise interest rates and/or call
for Special Deposits; while if it is a rapid and sustained rise in
the volune of bank lending they can re-impose the 'corsel' or make
its existing imposition more effective. Within this framowork, “the
escence of monetary managaent as I see it, is to act Lo of fscL
divergences from foreeast in these sources of monctary ‘expansion -




difficult 1o predict and control - as soon as il beoomes
reasonably clear that inaction is likely io undcrmine

ac-l':im}i:;r_em of the monetary tarpet." (Governor of the Bank

of Enpland, Mais Lecture, 1978). The task is difficult partly

becausic of the time which it takes to identify deviations fram
forccasts (largely because of delays in obtaining statistical
records) and partly because of the "shcer erratic variability"
of the nurbers involved. This should not come as a surprise
because the instability of these items on the right hand side of
equation (1) is simply a mirror image of those factors reflecting

1hz instability of the domand for money.




Defects of the Present Systan

The present systan fails rather badly to mect the criteria set

out above for an efficient method of control. The first defect

of the systam is its lack of predictability. Unstable moncy supply
growth and fluctuating interest rates are endamic to the present
systan of control because of ihe authoritics difficultiues in
predicting bo.th the demand for money and the size of the PSCR,
also the amount of gilt-cdged sales to the non-bank private :;c:ch.)r
at given 'tap' prices, the change in the volume of bank lending

and external flows to ihe banking scctor.

From the authorities point of view the case for choosing ”3 as ithe
monetary variable to be controlled is that monetary policy is then
easily related to fiscal policy (the size of the PSER), debt
management policy (intercst rate levels which affects not only sales
of public scctordebt to the non-bank private sccior but also ihe
rise in bank lending) and cxchange rate policy (which affects
foreign currency asscts and deposits). In the short temm, however,
it is debt managoment and the level of interest ratces which bears
the brunt of the adjustment to ensurc contiol of the monetary
apgrogate in monctary control. For cxample, it 1'-13 is rising tLoo
rapidly becuee the authoritics oe not able to influcnee Lwe iz
of the PSEH in the short term, and because the effects of exchange

rate changes on currcncy flows are éxccptionally difficult to

determine (assuming of course that the exchange rate can be

considered exopenous), the major instrument of policy must of

necessily be the level of interest rates.




lHovever, the ceffcels of interest rate changes on the demand
for bank loans and pilt-edged f.:u].f.:-ls and hence indirectly c;n
the provth of M:3 arc very imprecise. Take for example the
sales of [;iﬁ-—f;-dgc:d stock 1.Io ihe non-bank private scctor. In
ils monctary model ibe Treasury presents an estimate of the

non-bank private scctors demand to hold gilt-edped stock.

Estimated quarterly over the period 1967(2) - 1977(4)

the demand for gilt-edged stock is as follows:

%}%ﬁ - 4 InIIEE =0.121 +0.00009 (RLONG + BG — RSUOKT)

4 (4.0) (3.0)
i
PR -i -, In DI¥E
* NEIWER
-

2 = ~0.1216 GILITR ——
(3.G6) s -0.095 DUM74QM

SE = 0.0284 Df = 1,898

in which Giltran is defined as transactions in gilts non-bank
private sector, Giltpr, Gilts held by non-bank private sector,
DIEE price index for Total Final Expenditure, and interecst rate,
G, expected capital gain from holding gilts over following
quarter, NAFPRI financial surplus of non-bank private sm:.{nr and

NEIVIPR net worth of private non-bunk scetors.

hile the stock of gilts is difficult to assess, the total market
holdings of central govermnent debt were £61.9 billicn in H{i.ril:ll 19785
of which aboul £7 billion were in Treasury bills, Of the raminder
about 75% were helti by the domestic private sector (say €41 billion)
and of this about £3 billion was held by banks leaving about

£38 hi.;I]]'-:m held by the non-bank i:r.’iv:ttc sector, If we assume that

all other determninants in the Treasury equation are known, then the




average error in forecasting the gilts domand in any quarter

e EE + :
with 95% probability will be in the range _ 5.0% - i.e.
+ s . Ha
£2.1 billion! ie., the authoritices can know with 95% probability

ihat if ey set a certain price for gilts they can sell a certain

amount, plus or minus £2.1 billion. A sale of ncw debt to the
non-bank private scctor can be forecast within a band of : £1 billion
~ with a probuability of only 70%.

The volatility of gilt-edged sales to the non-bank private sector

can be seen in Table 1 and Chart 4. Within a particular month
[;i].l:—r;d;?,ed sales have varied from €1700 m (January 1977) 1o net
purchases by ithe authorities of £218 m (April 1977). Chart 4 also
shows the effect of the volatility of gilt-edged sales to the non-
bank privale sccior on moncy .-s,upp]y growth. As can be scen this

is especially pronounced at limes of so-called "buyers strikes"
(summer 1976, April 1977, April 1978) which result in rapid moncy
SUpp]:é growth, and at times of large sales of gilt-edged stock
(Decomber 1976 - January 1977, sunmer 1978), which result in slow
monetary growth and even in early 1977 of an actual fall in the money
stock.

Because of 1he authoritics inability to estimate with great precision
ihe non-bank private scclour's daisnd for gilts, the need to ensure
that moncy supply growth is under control forces the authoritics

to take exagperated action on thelevel of interest rates. For
example, assume that M:i is prowing too rapidly and that as a mnr.rx;ur.-fmu
the pound is weakening and interest rates begin to rise. For the
authorities Lo bring 513 growth under control .Lhey must induce the
non-bank private scctor to purchase debt. I they raise interest rates
by a small mwount they are uncertain of the result. To be sure that




they can sell sufficient debt they must cnsure that rates are
raised 1o such a level that they cannot but fall conscquently
and that, therefore, investors will buy. Which is precisely

what happened in December 1976 and February 1979.

A sceond defect of the present system is the distortion which it
creates in fipancial markets and in particular the need for same
form of dircet eontrol over bank lending to the private scctor.

If the monctary authorities do not control the amountof cash in

the banking syston then the banks can, in principle, incrcase their
lending to the private sector and in turn the total of dcposits
without limit. This problem becomes acute during a period when the
cconcmy is in the upswing of the bulsim:aﬁ cycle and the domand for
bank borrowing is rising. AL such a time the authoritics are faced
with a difficult choiece: either they allow intercst 1';11.0-5 to rise

to whatever level is necessary in order to choke off the domand for

bank loans or else they attcmpt to limit directly the banking system's

ability to make loans.

It is no accident that ever since the UK econcmy encrped fram the
Great Dopression of the 1930's the banking system has always been
subject to same fornn of non-markei to restrict its control over its

ability to lend Lo the privatc scclor.

during the Sccond World War the banks were asked to
restriet advances except for defense purposes and to avoid
credit expansion which would “eontribute to any general

rise in prices"




in ihe immediate post-war years, under both Dalton and
Cripps, the banks were asked to restrict credit facilities

to conform witlh (;r.wui'nmmt policy

between 1955-8 there were numerous attompts to control the

growth of bank advanccs including specific requests

the technique of Special Deposits was introduced in 1958

as a way 'to restrain an increase in total bank advances"

in the 1960's quantitative controls were introduced on

three occasions and were in operation for most of the decade

althouph Competition and Credit Control was an atiampl to
dispense with controls over bank lending they were reintroduced
in Decanber 1973 in the form of the Special Supplamentary
I')er:oszii. Scheme - ithe 'corset', which has been introduced twice

since then and iz still in operation.

The cvidence of the UK over this period confirms a simple proposition
of money supply theory, namely that unless the authoritics are
prepared to control the total amount of cash held in the c:c-:rncmg.l’

(the :mnct:&y base) and if they wish to keep the rate of inflation
under control, it is impossible for tham to avoid placing dircct

controls over the grovth of bunk lending.

The distortions ereated by direct controls over bank lending can
be scon in the workings of present ‘corsct'. The ‘corsel' is a
device which sets an effective Yimit on banks' ability to expand

iheir interest bearing deposits.  Under this schome all banks in




the UK which observe the 121% reserve assels ratio are

required to make Special Supplementary Deposits at the }3:|.r;k

of England (which pay no inlerest) if the growth (.:-.'l' their
interest - bearing elipible liabilities (IBELS) - execeds a
stipulated guideline set by the Bank. The schame has been

put into cffcet on three occasions: Decanber 1973 - February
1975, Novenber 1976 - August 1977 and June 1978 to the present.
It is effectively a device which restricis the privatle bank's
ability to bid competitively for certificates of deposit (C.D.'s)
and one of the reasons for which it was introduced initially was

to prevent ‘round-tripping' within the banking systom.

-In general temms, the 'corsct' has two major effects. First it

leads to a distortion of mnr:y.rmrk;:rl. int{ere_st rates, lowering
those in the private sector relative to the public sector, and so
making public sector debt more attractive to held. In this sense

it is an alternative to raising intercst rates through open market
operations and tantarsunt to a subsidy to public scctor capital
raising. Second, it leads to increased disintermediation primacily
through the use of acccptance credit. If customers arc unable .o
obtain bank loans, their bills can be accepted by the banP; and

then so0ld to the non-bank investing public. In this case credit
flows are distorted and moncy supply [!-!3} growth artificially held
down. Yvidence of the effccts of the 'corset' can be scen in Charts
4 - 6. A similar pattemn arerges on all three oceasions, though

the effcet during the sccond is less strong, which ;u:mrd.;; with a
view expressed by the banking systom and the Bank of England, namely
that during this period the banks were not under great prossure Lo
lend because of the effeets of hipgh interest rates as well as the
fiscal and monctary deflation announced as part of the tenn of

borrowing from the INMF. The trends which anerpge are nevertheless




in anticipation of the imposition of the 'corsect’

buanks inercase their 1BELS by issuing C.D.'s -

hence the ratio of I1BELS/Sterling H;j riscs;

ihe discount houses increase their holdings of C.D.'s
and finance them by borrowi ng call money from ihe banks;
henee both the balance sheets of the banks and discount
houses grow rapidly as they hold cach others ncewly issucd

liabilities;

after the imposition of the 'corset', the rate of growlh
of IBELS and C.D.'s falls and the ratio of IBELS/Sterling
HE falls, as the decline in the growth of IBELS is more

rapid than the decline in the growth of £M3;

the restriction on bank lending encourages disintermediation -

heace bank acceptances rise as do the discount holdings of

bank bills.

Il is especially important to notice the way in which the 'corsct'
distorts the official woncy supply HLuLj:_s.Lir:;-; and honece gives the
appearance of the moncy stock being under control, even though in
reality it is simply distorting monctary statistics. 7To the oxtent
that the 'corset' is effective it is a way of reducing the cost of

public sector debt relative to private sector debt.




A third defeet of the present systam is the inereasing reliance

which is being placced by the authorities on the use of non-market

tedm'i}]lm:s, notably Special Deposits and the 'corscet', in the one

case as a substitule to and the other as a canpliment for sales

and purchases of public sector debt in the market. Over the past

few years the authorities have made increasing usc of Special Doposits
as an alternative to open-market operations. As can be seen {rom
Chart 5, the a.uthorilj.(:si have called for and released Special Deposits
as a way of offsetting sales of gilts to the non-bank private scctor.
Fran Lhe'cvidﬁnce of the past four years the trigger for a releuse

of Speccial Deposits is a rise in debt sales to the non-bank public

in oxcess of €700 million averaged over a three month peried; while

a call for Special Deposils seeams to be.prampted by sales of less

than £250M, again averaged over a period of three months.

A fourth problem with the present system is the distortions created
by the peculiar definition of reserve assets. Reserve assetls were
defined with the introduction of Competition and Credit Control in
1971 to include balances at the Bank of Bnglanr:lr Treasury bills,
moncy al el to the discount markel, British governmenl stocks with
less than one year to maturily, eligible local authority bills and
eligible camercial bills up to a maximun of 25 of total eligible
ligbilitics. It is difficult to understand the criteria which the
authoritics may have used in deciding which were eligible for resenve
asset status. Those choscn do not correspond to the traditional
banking definition of rescrve assets neither arce they under the
conirol of ihe monetary authoritics while, if they were intended as

a formn of prudential control, they were clearly an abitrary choi iz,




Defining rescrve assels in this way has had two major cf I(:.cl.z:.
First, the effcct of granting certain assels the stature of

reserve assets is to raise the dunand for thom and so roduce their
yield compared to other conparable non-reserve assets. llence the
result has been to reduce the cost of certain cateporics of public
seclor debt, such as Treasury bills, local authority bills and gilis
of less ihan one ycar Lo maturity, as well as the cosl of call moncy
to the discount houscs. The sccond consequence is mcu:c serious.
Because the definition of reserve assets includes gilt-cdged stock
of up to one year to maturity, the Bank of England is forced to
conduct ils active debt management operations in gilt-edped stock
.greater than one year to maturity. This is becausc under the changes

which formed part of CCC in May 1971 the Bank stated that in its

operations in the gili-edged market it would;

(i) "no longer be prepared to respond to requesis io
‘buy stock outright, except in the case of stocks

with one year or less to run to maturity", and

that it reserved "the right to make outright purchascs
of stock with more than a year to run solely at (its)

discretion and initintive'.

The only reason the Ik restricted its ability to counduct effective
open market operations in gih%:d{;&l’ stock of one ycar or less wis
beeause those assets fomed part of cligible reserve asscls.. il:f ining
reserve :l:-L‘I't‘S in this way has meant, therefore, that the authoritics
do not have any debt instrumcals of less than one year to maturity

in which they arc able to conduct open market operations. As a




result this has imposcd a necdlessly heavy burden on the -

gilt—cedged market. It bas also led the authorities to restirict

the private scctors' abilily to cumpete against the publie sectlor
by limiting the interest which can be paid on, for example,

. certificates of deposits, which results from the imposition of the
'corsct'. In other words the corsel is necessary as an instrument
of policy Jargely beciuse of the curious way in which the autlioritics

have defined reserve assets.




OpLions Tou W fenm
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Before discuz;si;mg specific refons it is dmportant that refonms

in general should be placed in perspective. A reform of the

monclary syston is not a way of reducings high interest rates. If

ithe povernment pursucs an inflationary monciary policy and if the

PSER is larpe, interest rates will remain high and no amount of nonetary
reform can ever be a substitute for a reduction in either of these,
Similarly, if'day to day and week to weck there are large and unexpected
movements into and out of the IExchequer's account at the Bank of
En[,f;land, there will be large and uncxpected movanents in cither monctary
grovth or the level of short term inlorest rates. Once again nmonclary
reform can never be a way of removing the basic u:ﬁx:rtqinty {rom the
monctary system, In addition, if a future 'ﬁ;_,ovc mirent is determined 10
achicve a given rmonetlary *Lm‘gct.; but at the samz time also altempls Lo
control interest rates andfor exchange rates, such a policy will of

necessity create instability and no reform can possibly enable the

basic contradictions of ils policy to be reconciled.

The fact that monctary refonms cannot reduce interest rales or romove
wcertainty from the monetary system or enable governments Lo control
‘tm_ﬁ moncy supply growth and the level of interest ratcs or exchanpie
ralte docs not moan hovever such refonmis arce of no consequence. Mot
reforns cw: achieve both a more stable m:mc); supply prowth and groate:
interest rate stability., large cyclical swiags in intercst rates creatu
by the day to day and week to week interest rate infiexibility of the
aulthoritics is smr.tlun;_, which could be avoided by monctary refonn,

Similarly "buyers strikes" and periods of heavy selling in [;111.4*1.. ¢d

"stock, yesulting in unstable moncy supply growth could also be-‘avoi duil

by preater short tem interest rate flexibility achicved throuph variow

refonns,




Reforms within the Present System of Control

Renoving Interest Hnte Niridities

This is a chanpge which could be carried oul within the prescent
system, For it to be inplamented it means that the Bank must
accept ithe logic of pursuing a policy of monetary targets, namely

that interest rates are market determined.

In terms of the gilt-edred market it would require a nurber of

changes. First it is necessary to shorten the periocd of time
between the announcement of a new tap stock and the day on which

the Bank is prepared .1.'.l3 start dealing in-the stock, At presenlt new
stock issucs and lap prices are announced on Fridays (excoptions

are variable rate bonds issued to a government department) for which
applications arce invited by Thursdays for dealing the following

day. But during a period of market volatility wiiich resulis Iram
the market receiving information, this is an unnecessary restriction.
Part of the reason for the delay is a Stock Exchange rule which
insiste on a minimun of two days separation between the announcoment
of a now issuc and the date for application, so that all investors
have ihc opportunity to buy. In the local authority markels the
delay is slightly shorter, with new stock issues being announced on
Mondays for applications on Thursdays and trading on Fridays. At the
very least there is a strong case for devising a systom in which the
period of time between the anncuncoment of a now stodk and the day in
which it is dealt in on the market is reduced substantially, Sccond
tap prices should be far more l:lrx‘.elly related to market prices. At
preseni a tap price is mmounced at the time of the issue of a ncw

stock wnd not chanped sanstimes for many months cven thoush the market




rale of interest may have moved considerably,  This would be very
mich casier 1o achicve if the Bank were to issuc stock in much
smller amounts than they do at preseni. Third, there is a sirong
case for the Buank and the UK Treasury following the exawnple of the
US Treasury by forming a conmittee of scnior gilt-edged brokers and
jobbers to discuss markel conditions possible tactics over the setting

of tap prices and the choice of new issuecs,

In terms of the Treasury bill market [;'reate:‘:' interest rate flexibility

would mean that the Bank of England allow the weckly tender rate Lo be
truly market determined.to the extent that at present the Bk persuados ti
discocunt market to sct a tender pricd differvnt™ fram that Sbieh.cooncrein’

Judgement would dictate, the Bank is merely influencing the short tenn

profits of the market and in the medium term achieving nothing more than

changing the time path of interest rates. Allied to this is the Banks'
use of Minimun Lending Rate, VWhen MLR was introduced in 1972 the
intention was that it should be set at a fixed percentage above market
interest rates such that is level reflected current market rates rather
than as a device to force the private sector to set certain rates.

It was introduced specifically to create greater interest rate
flexibility. When interest rates started Lo rise this proved
inconvenient and on certain occasions the formula linking MLR to
Treasury bill rate was suspended. Finally in May 1978 the fommu’a

was Il.'rJ:ullflunud, the argument boing that it “ecould on occasion lead 1o
undersirable erratic movements in interest rates", (QGUE P.166G. June
1978). llence ihe present syslom is admost cxactly the same as that
which held up until 1972 and which once again gives the Bank greater

control over short term rates.




If the Bank is serious in inplumnting a policy of monctary turpels
then by far ibe sinplest arrangement would be to set MLR ui. at
fixed absolute per cent above sterling inter-bank rate which is the
key short tenn interest rale in the binking systan, This would be
far supcrior to the old formula because through ils intimate
relationship with the discount houses it was able to bring pressure
to bear on ihe detemnination of the Treasury bill tender rate, so
ensuring ihat FMI.R did not adequalcly reflect the level of murket

rales,

Mictions for Now Tssues of Gill-codred Stock

A mjor problan under the present systan is that a new issuc of
gilt-edged smck.will be canpletely sold only if the Bank happens
to choose a tap price which is precisely the same as that which
would have obtained in a free market, If the price is lower the
issue wiil be oversubscribed and those who happen to have bought
enabled 1o carn a capital gain (such as happened in the New Qhange
riots of March 1979), while if the price is too high, the Bank is
Jeft holding @ irge wount of the stock (which is usually the casc)
which is then sold on domand either at the current or at revised tap
prices. Fram the point of view of monetary control the systom is
extremely inefficient since after the Bank has chosen the tap price,
the outconr: in tenns of mouncy supply growth is entirely at the
prerogalive of investors and cspecially the larpe institutions.

’ ; - ¥
Hovever pood the judganont of the Qiief Cashier and howover

scphisticated the Bunk's estimate of the domand funclion of the

non=banking private scctor Lo hold gilt-cdoed stock, an even moncy
supply provih will egnerpe fran sudh o systom only as a matter.of .

accident.,




The ecase for an auction is that by allowing the market to detenmine

the appropriate price for new stock, the Bank is in a position to

determine hov much stock it wishes to sell, By varying the amount

of stock an offer, at, for example rejrular monthly or bi-monthly
auctions, the Bank is then in a much better position to achicve a
more even moncy supply growth, One could envisage various kinds of
aucitions. TFor q:-:arm]c, Lthe Bank could sell all pilt-cedpged stock
through a weckly auction, in which the amount of stock on offer

per week was related to funds necded by the Exchequer for that week,
Or one could evisage a syston under which a substantial proportion

of the debtl was sold at monthly auctions with the rest being placed
between auctions under a tap system, Although the UK authorities
‘recently introduced a tender for the issue of a new stock, becausec
they also fixed minimum price 51 was more a method of ensuring that
investors could not ma_]-:e substantial short term capital pains rather

. than a move towards a regular auction system of issuing debt.

Three mujor dbjeetions are frequently raised against moving Lo an
auction syslem, TFirst, there is ihe view that one would not know

io whan one was selling the stock (banks, non-banks or overseas
investors) and that this is important as it has inplications for
moncy supply growth, This is correct but would simply mean that the
systom would be no different from the present. It is a Tairly trivial
objection (1ncidently the objection would be redundant within a cash
base system of control). Scceond, and more isportant is the view of the
authoritics that it is nceessary for the auction to be covered, and thit
most likely institutions to cover would be the banking syston, The
cbjection in this c-vcnt is that the institutions concerned could form
A cariel to sccure a Joxer price and ihat il ilie now issuc was bLoughl
Ly tlm' banking system acting as o kind of warchouse, to e sold on Lo
the pension funds and insurance caopanies later, this would have a

perverse effect on the money supply. Not only this but if ihe banking




system found it difficult to pass on the stock it would undermine
the mjor advantage of an auction systan, because the authiorities

would luse control over the itiming of bLond sales,

It is difficult to understand why a campetitive auction neceds to be
covercd, To suppest that the stock on offer would not be bought is
to sugpgest that a slightly higher rate of returmm in gilts would not
-induce investors to purchase more. It is very difficult to find
evidence (such as the lack of cash flov of the investing institutions
or a non-intercsi rate detennined ceiling on their holdings of pills)
which would substantiate this concern. A campetitive tender will
result in a cometitive price. 1r may nol be the price that the
governmentl would choose but to si:g[;est either that there will be no
price at which all stock will be bought or that such a price could well
be quite out of line with the general econcmic outlock is perverse.
The arpuncnt that the banking system could form a cartel to exploit
ithe auclion is also difficult to accept. In view of the fact that mn
auction would attract the discount house, the banks, the pension funds
insurance companics and jobbers, it is difficult to believe that such
a large group could even form a cartel, let alone begin to police it.
In any l‘:la.‘;{!, any hint that there is collusion among the investing
institutions can be dealt with very early by reference to the Office
of Fair Truding or the Monopolics Cumnission. Similarly, the ampumat
that an auction might so disrupi ihe market that future auctions are

difficult to hold is anotacr picce of special plecading, Presumably

the only way in which the systan could be distrupted would be if it

were roqguired to shsorb more steck that was prudent given the
capitalization of the instutions concerned. It is false to think

hovever that the only institutions who might participate in an auction




would be banks,, One would also expect the pension funds and
insurance camanies to enter, taking on more stock than they
might initially rcquire. In this case if the banks were to

find that their capacily was teing stretched then rates would

rise so as to mike it attiractive for others to takec part. In

addition the only way in which this ijstcm could be stretched

“would be if fiscal policy were to be very expansionary relative
to monetary policy. To the extent that the PEBR were curtailed

ithe problem would.m:ﬂ, arisc,




Issuc of New Yonns of Government Debt

Onc of the authoritics responses to criticism of its

methods of monctary control over the past few years

has been to introduce new forms of debt. In April 1977

they introduced partly paid stocks and in July 1977

variable rate stocks. The two _nn_jt:nr innovations which

bave beecn sugpested is that they should introduce (i)

some short dated instrument such as a six or nine month

or even one year Treasury bill, or a bill which is cxcluded
from the definition of rescrve assets, and (ii) indexcd debt.
The advantage of a short temm instrument which was not classed
as a reserve assct is that it would carry a higher rate of
interecst as it would be in direct competition with private
sector short termm debt and that it could be used by the
authorities to conduct an instrument such as this is that

it cases the restrictions imposcd on the authoritics by

their definition of reserve assels.

The corncept of indexed debt is a more far reaching idea.
_Mhere is nothing new in the idea as it was proposed by
Keynes in to the Royal Commission on taxation.
Similarly goveriment bonds have been indexed in a nurber of
countries: Argentina (1972, Austria (1953), Brazil {10C1),
Finland (1945 - 67), France (1952-8, 1973), Iceland (1935),
Isracl (1948), Sweden (1952), United States (1742). In the
context of monctary control the case for indexing ]:H that al
a Ltime of inflation and i::uLcrr.-sL rate uncertainty it would

enable povernment to sell debt wore casily than at present el

it would provide investors with a Jedge agninst long temn

jnterest rate increases rosulting from a hiphe expectoed rate
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While each of these refonns would be of some Lu_:nul’it]

none of then realiy attack the root c.m\r}b of the

present problons which is the deficient framcowork
underlying Lhe money supply process. DLh(.:r refoms

bave been suggested, howvever, which do attack the problons
and they usually concern the introduction of a monctary
base or sane similar method of control, which involves the
authorities in controlling the cash reserves of the banking

sysilem dircetly.




A Monctary Dasie Method of Control

Much as under the pold standard, a country's pold rescrves
imposed a constraint on money supply crcation by the banking
systan, so in the present world of floating but managed cxchanpge
rates control of the monetary base by central banks could also
be used to limit ithe banking systan's ability to create moncy and

credit.

The monctary base consists of those asscls which are used by the
banking system to sctile inter-bank debts and by the public as

non-deposit money; put differcently they are those liabilitics of

the monetary authorities which are used as money. The base is

derived from the consolidated balance sheets of the monetary
mtll“mari'l.ies which in the case of the UK would involve the balance
sheet oonsolidation of the Bank of England, Treasury (including

The Bxchanpge Equalization Account) and the Royal Mint, It can be
defined in tewns of either the liabilities (or 'uses' of the bascs)

or the assets (or 'sources' of the base) of the consolidated balance
Sh(,'ﬂ‘l.&;‘. The 'uses' of ihe base are notes and coin held by the
public and the banking system (excluding the Bank of Ingland) plus
bankers deposits at the Bank of Fngland. Such a definition specificall.
excludes specind deposits and publie scetor deposits at the Bunk.  The
‘sources' of the base show the three main ways in which the nonetary
authorities create or destroy base woney: namely lending to the
prian.u sector, (minly discounts and advances to the monecy market),
lending to the public sector (largely government securities) and lendin

1o the forcign scctor (foreipn cxchange reserves).
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Mo be rather nore precise, in the UK the sources of the baue

are Dank of Inpland's holdings of povernment sccuritics, advances

and other accounts, the holding of other seawrities plus Treasury
currency outstanding minus public deposits at the Bank, Special
Doposits at the Bank and reserves and other accounts., The gold and
foreipn cxchange rescerves are not included cxplicitly as they are in
olher countries, because the reserves arc officially rccorded in the
Exchinge Fqualization Account, which is a Treasury acﬂ:mﬁ; managed by
the Bank. Any inflow or cutflow of foreign currency, however, will,
because of the mechanies of the EEA be reflected in the Bank's holdings
of povernment securities. For cxample, a foreign currcency inflow 1o a
K resident will lead to an incrcase in bank deposits and the money
supply, an increase in baakers deposits at the Bank of England and
an increase in the Bank's holdings of government debt as it sells the
newly acquirced foreigm cxdx:mr::: io the EEA in return for governmenl

securities.

The major significance r.:_i‘ the monetary base is that it forms the
foundation for money supply creation. Currency is an important part

of the public's money which is necessary for day-to-day transactions:
gimilarly Lanks need currency in order to exchange currcncy for deposit:
and deposils at the Bank of England to setile inter-bank debts, If
cash within the banking system is limited, then regardless of the
private scctors danand for advances, jts ability to expand its Jending
and in turn ithe volum: of deposits is limited., It could cither bid
currency away fram the public (which is extremely difficult) or it
could reduce the proportion of its asscts which it chooses 1o hold

in the form of cash., Because both of these courses of action arc

1imited, the moncy stock will be consirained by the size of the

monetary base, It is worlh cmphasising that although the monelary bies




approach is scmetimes put forvard in rather mechanistic terms the
oulcane in tenns of ni.um}.r supply prowth depends on the behaviour
of bolh the banking systan and the non-bank and in this scnsec a
rather simplificd presentation is very much a first

approximation.,

The base is also important because it is roney which is 'produced”!

by the I'I'IJHIELIH‘;' authorities and by no one else. In fact the authoritics
have a2 total monopoly wﬁr its supply, i.e. the amount of notes and
coin plus bankers deposit at the Bank of England which are created is
at the sole discretion of the monetary authoritics, In this scinse, the
monclary basce is very different fran the current collection of roservi
assels, in that a number of these can be created by the private banking
systcm independently of the actions of the monetary anthoritics?

Because the money supply is the result of the interaction beiween ihe
public and the banking systems demand for base money, and the amount

of such money which the authorities are nrepared to supply, control of
money supply is a much easier business for the authorities than al presch
Unlike the present system in which the Bank has to predict the demand
for moncy and the size of the various counterparts of the moncy sunnly

(PSBR, gilt-cdged sales, growth in bank lending, external flows) under

a cash basce system it would have to predict just two magnitudes - the

rnn'r;]ir*'s." dunand for currency (which although seasonal is very slable)
and the banks excess cash reserves, (assuming that is that the banks
were roquired to hold a certain proportion of their asseis in the

form of cash).

It was in reeogmition of this that canncreial bills are includod in
reserve asscls only un Lo 25 of bamk deposits ad Lhal the roqarlation
of ihe diccount houscs was clinjgd in July 1973 in order Jor Lhe
Ik to reassert coalrol over reserve asscl creation.
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The nonctary base is also important in that it records more ;IE:C'.llI‘:LLCI}‘
than any other variable ihe monctary implications of the carbined actions
of the povernnent and central bank, 1f the povermnenl sells gilt-edped
stock to either the banks or the public the base will fall;] if the Bank
discounts bills for the discount market the base will rise; if the Bank
pegs the exchange rate and is a net buyer of foreign currcncy, the rescrvoes
will rise and so will the basc; if the Bank takes up stock from the
government to finance its excess spending the base will rise. Any action
'of the authoritics which is exparsionary will be reflected by an increase
in the base, while any action which is contractionary will result in a fall
in the basc. In this sense, the size of the base dcpends on the actions o
ithe authorities and not ‘Lﬁc private s.ectc;r. Yor this reason the base is
superior to minimm lending rate,. Treasury bill rate, the growth of bank
advances or the money supply and the size of the PSDR as an indicator of
the monetary actions of the monetary authorities. Not only is the base
unaffected by the behaviour of the private sector but in addition al! of

ihe monetary actions of the authorities in the danestic money and capital

markets and in the foreign exchange markets must be ref lected in the base.

Base Control and Institutionnl Changes.

.

A change to a monetary base systan in the UK would require certain

jnstitutional changes. These would consist ofi-

1. Eligible reserve asscts for the Lankinz system  would have
1o be re-defined to include only:
(a) notes and coin in bank tills plus;
(L) bankers deposits at the Bank of England

(excluding Special Deposits)

e existing 122% reserve asset ratio would be abolished,




The Rank would announce an explicit target for ‘

the rate of growth of the money stock and then

conirol ihe monctary base, by co-ordinating the

activities of the Discount office, Government,

Broker and forcipn exchange operations to achicve

target grovth.
It is important to notice that the imposition of a uniform cash
ralio in place of the present rescrve asset ratio is nol nccessary
10 a moetary base method of control. A banks' demand for basc
money (ie., their cash ratio) depends on the maturity structure of

. deposits, the Irequency of cash withdrawal, thc oﬁmrtunity cost of

holding cash - day to day intercst rates, and the banks' aversion

1o risk. As these will differ fran bank to bank, so will each

banks desired cash raf.io. However a uniform cash ratio is not
necessary for monclary control; all that is required is that bank:”
demands for cash are rcasonably stable, becausc as in this casc Lthe
central banks would know that by changing the base it would have a
predictable cffectl on moncy supply growtn. If 11.]1(,: Bank were Lo imposc
a cash ratio the major arguncni would most probuably be on grounds of
1}1'udc.-n1;..'ilal control, which one suspecls is the major case for the
proesent 12305 reserve assol ratio; a5 Lthis is in no way jmportant for

the present method of control,

Another point about the monetary base is that it can just as well be
expressed in terms of fiscal, debt managoment and exchange ratc policy

~as can M:j' Dorived fram the consolidated balance sheets of the

bankings system the following identity holds:-
Chanpe in Sales of Covernmoentl . Chanpe in Gold and

Monctary lasc ~ debt 1o private scclor Foreipmn Fachanw
Rosraves

Within this framowork an jnercase in the size of the e ot amd the




gold and foreipn cxchanpe reserves will cetleris paribus increasce the
monetary base vhile a sale of public scctor debt, either Lo the banks
or non-bank private sector will reduce ithe base. The important point
. about eguation (3) however is ihat it enables policy muking to relate
monetary policy to cxchange rate fiscal and interest rate policy just

as casily as under the present system.

Technical Asnccts of Base Control

Under a cash base method of control the money supply can be described ¢

follows:

in which M is the money stock, B the monelary base and m the monecy

supply multiplier. Within this framework the growth of M is the

yesult of two factors: the growih of the monetary basc B which depends on
the fiscal and exchange rate policy of the government and which dopends on
the behaviour of the public's domand for currency and the banking systems
damand for cash rescerves. Using symbols this can be written approximately

as: e

vhere

growth rate of the moncy stock

) =
T

m = grovih rate of the multiplier
m




ii = growth rate of the moncy base

Yrom the muthorities point of view forccasting the grovith of the moncy
supply involves forecasting the moncy supply multiplier, m and then
using cither sales and purchases of government debt or foreign eurrcncy

{0 offsct variations in the monctary base to achieve the desired tarpot.

Various methods” can be used to predict the moncy nultiplier. One 3is 1o

develop an elaborate structural model of the finanecial scctor of this
cconamy cxamining in detail the portfolio adjustmoent of ithe banking
systom and the public and then to derive the multiplier fram the
ostimated values of the structural coefficients. Another is that uscd
by ihe Federal Reserve Basnk of St. louls: and until 1976 by ihe

Swiss National Pank namely a single equation estimate of the money
supply muliplier. Various estimation techniques, ranging fran simple
regression to Box - Jenkins anology have been used to estimate the
multiplicr in this kind of approach, Yet another approach is that

which has been used by the Swiss National Bank since 1976. Decause

sn Switzerland the monetary base has behaved in a volative way, larpely
the result of short ierm capital movements, the National Buank has found
that the banks do rot adjust immediately their earning asscls to changes
in the base. Instead they decide whether the change in the base is likel:
10 be tamporiry or penmwment and adjust their bohaviour only if they
consider the change penrnent. Within this approuach bolh the growth of
the base and the money stock can be _r;ii.vided into permanent and transitory

camponents, llencei- -




B = permanent canponent  of the monetary base

HP

ET_ = transitory component of the monetary base.
T
B

As a result of substituting in these equations the growth of the moncy

multiplier can be written as:

=P s - B 4y
B

. m BY
which states that the growth in the money multiplicr is cqual to the

grovth in the pennanent component of the moncy muliplicr plus the pennancl
canponent of the grovth rate of the base minus the actual growth rate of t
In the Swiss National Bank mudel the banks

plus a stochatic cloment,
are assuncd 1o fom their expectations about the extent Lo which a change

in the base is pemmancnt or trinsitroy on the basis of past infontion,
lence the forceasting cquation for changes in the noncy multiplicr relate

io past chanpes in the moncy multiplicr and past chanpes in the buse,




Using this approach the Swiss National Bank have found that the

adjustrent of ihe money stock to the monetary base is sluggish, In the
very short tenn a change in the monetary base has no effect on the

money stock. If the intention is to influence moncy supply growth

ithen this implication of the Swiss approach is that the monetary base shou

be chanpged in very amall steps.




Objcelions to the Monetary Base

(1) . ."J¢ would lend to unacceptable flucltuations in short torm
1

intorest rates"

The introduction of a monetary base method of control would almost
certainly result in greater shorticrm fluctuatiomin interest rates thuan
at present, as ithe Bank would no Jonger intervenc in markels Lo proevent
rate changes. However, the benefit of this would be to avoid the

larpe swinps in rates vhich we observe al present, because the Bank
would no longer allow monctary growkh Lo diverge so far from target

and henece for expectations to fonn which ultimately require an even

greater adjustment of rates than in the very short run. The dioice,

therefore, is not between interest rate stability within the presecnt

systom and interest rate instability under a cash base approach but
between frequent and relatively small interest rate adjustments in
a cash basc svstem and less frequent but much larper intlerest rale

movemenls in the present sysiom,

(ii) "I would undermine the Banks' role as lender of last resori!

As Jender of last resort the Bank provides cash to the banking systom

on a Lorporary busis and at a pepal rate of intercest, It is

Ia]]:-cic;us; to arpue that beeause the Bk extends advinces or re-aisoods
bills to the bunking systoem it is therefore wiible to control the
monetary base, In the short teym the moncetary base will deviate fran
the target to the extent that credit granted by the Bank as Jender of

Jast resort is not offset by sales of gilt-cdped stock., However if the




Bank were to tarpet a three month moving average there is no reason
why actling; as lender of last resort to relicve the muket of a
tomporary shortage of | cash would undermine base conlrol carricd out
within such a fine dimension, For the systom to operate efficicntly,
however, it would mean that the Bank would need to use the rediscount
facilitics for the puipose for which they were intended and not as
alternative Lo open market operations.

= s

d31) "Most other central banks enntrol the money stock

ithrough interest rates"

Of the world's major ceniral banks only the Swiss National Bank has
targeted ithe monetary base emplicitly.l Nevertheless, there is a

very important difference between’ the use of interest rates as a means
of money supply conirolin countries such as the US and Germany on the
one hand and the X on the other. In the US, for example, bank
rescrves are defined as cash reserves and the prowth of cash rescrves
or ithe monclary base are scen by the authorities as having a critical
influence on the growth of the money supply. Interest rate policy is
u.a-;e.d, thercfore, by the Federal Reserve as a means of controlling the
grovth of the cash rescrves of the banking system. This is in sharp
contrast to the X, where interest rates are seen as affecting the
demand for money and us changing the growth rate of various corponenis
of the moncy stock,

8.
(iv) "I would invalve institutional chanpo™

From a practicad point of vicw this is likely Lo be the most powerful

awrpamenl apainst dungae, AL the time Campelition smd Crgdit Control

wis introduced, the iief Cashier stated guite catleporically that




“In framing the proposals in Competition and Credit Control it scond Lo
us that our objectives could be met without structural change because
despite what the critics may say, that structure serves the interestoed
parties very satisfactorily”. If the interesied partics' is intended
1o include the public interest as wll it is doubiful if such a statc-
ment could be made at present.  Yet if a cash basc systom of control
‘were 1o be introduced this would neecssitate a change in the definition
of reserve assets, which *.mul(; remove th interest rate advantage
obtained by call money because of its reserve asscl status, and in all
probability lead to a loss of busincss for discount houses. 7This

jn turn could produce mergers and a desire to diversily the business
conducted by discount houscs, Similarly a change in the method of
issuing gilt-edged stock which would :alsd be a desirable conccim and

10 moying to a mcnetary base would almost certainly lead to a decline in
the income of jobbing finms., As the number of finms has fallen
sipnificantly over the past two decades, a substantial drop in incanz
could threaten the viability of jobbing and it might conceiveably
undermine ultimately the system of single capacity throughout Lthe

Stock Exchanpe.

While cae has to accept that the authorities might face some dif ficult
problons if changes such as those mentioned above were introduced, they
povertheless also have 1o accopt that it is difficult to justify the-

present structure if it involves mposing artificial requircannls

which arve effectively a fomm of suhsldy. In our vicw, it would be far

preferable for all concerncd if the discount housces wd jobbers! role in
the present systonm of monctary control arosce not from ceriain arbitrary

requirenents (such that call moncy defined as a reserve asscel or that
i :

all deals in gilt-cdped stock have to pass through the hands of jobbeis:)

but. from a straiphtforwiod comnereial viability based on eonparative

advantiafe,
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f hart 0 Derivation of the Monctory Baso

f_-:‘ Definition Monetary base = currency held by public and banks plus

bankers deposits at the Bank of Inprland

The UK Monctary Base, June ]91{3_

Sources of base Uses of base

Bank of England credit Currcncy held by public and banks

Goverrnent securities Bankers' deposits at the Bank of Enplund
Advances and other accounts
Other Securitics

Treasury currency outstanding

Public deposits at Bank of England

Special deposits al Bank of England

Reserves, olher accounts

Error ierm
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FRIME MINISTER

THE INTERNATIONAL CURRENCY SITUATION

It may be useful as background to the weekly meetings
which we are to have if I send you a short note about the
international currency outlook and the implications which it
——— = & ———

might have for us.

2. The key issue is the position of the dollar, which is
]

still overwhelmingly the main reserve currency. It is also

the main currency of international trade, including the oil

trade: and of international borrowing. In the early part of

this year the dollar was firm. Countries which took large

Quantities of dollars into their reserves in 1977/78 were

selling them again on a massive scale - the main countries

sold over $16 billion in April and May alone. However, in the

second half of June the dollar weakened and the seven important

countries operating in the exchange markets bought $6 billion

net. This month purchases of dollars have continued, though
_-—u—-._

at a somewhat slower pace.

e We cannot be sure how the dollar will perform during the
second half of this year. The question is whether the factors
making for a stronger dollar (like a decline in the US growth
rate or evidence of determination to tackle oil imports) prove

stronger or weaker than adverse factors (like US inflation,




doubts about the firmness of policy of the US Administration,

the course of oil prices, delay in

reducing the US current

account deficit because of the high cost of oil imports; or

a further narrowing of the important interest rate differential

between the United States and Germany). There are signs that

the Germans fear a further weakening of the dollar later in the

year.

. If the dollar does weaken, the guestion how far Germany

will be ready to help, either through market intervention or

interest rate policy, could be critical. The decision could

well be a more difficult one for the Germans than it was in

1977 and 1978 when they took large

L ———

gquantities of dollars into

their reserves. This time inflation is rising, not declining,

. y W— - -
in Germany. They will be reluctant for counter-inflationary

reasons both to hold down the value of the mark and to risk
w
inflating their money supply ("importing US inflation" as they

would put it) either by large scale intervention or by lowering,
or even holding down, their own interest rates. The line which
the Bundesbank has been taking on all three points in the first
half of this year in the interests of fighting inflation has
been causing difficulty to Germany's partners in the EMS.

B The international scene may not develop like this. For
example, the risks to the dollar could be a good deal less if
pressure on the o0il price eased. But, if pressure on the
dollar did continue, that could have implications for us. It
might make it more likely that sterling would remain strong
(which could lead to inflows which would tend to increase the
money supply).

6. It would certainly affect the operation of the EMS and
might well strengthen presures for realignment. It could in

these circumstances have a bearing both on our own decision about

eEEEEHE? it and on the attitude of our European partners to early
UK entry. It would probably tend to lead to a higher average
international level of interest rates, and that could react on

-2 =
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the UK. It could encourage discussion of (partial) alternatives
to the dollar as reserve and trading currency, and we would be
involved in this. But there would also be important politieal

implications from signs of US economic weakness, which I do not

think we would welcome. We must hope that the course of the
dollar will in fact be more favourable, but there is a strong
link here to o0il and all the matters we were discussing in

Tokyo.







10 DOWNING STREET

From the Private Secretary 6 July 1979

The Prime Minister has read your
letter of 3 July in which you set out
the Chancellor's suggestions on the agenda
for the Monetary Seminar. ©&She is content
with the Chancellor's suggestions.

I am sending a copy of this letter to
John Beverly (Governor's Office) and to
Martin Vile (Cabinet Office).

4. A. Hall, Esq.,
H.M. Treasury.
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II. Gilt-edge Funding o e BE < B =

Mr. Pepper said that the Bank: should have been concenfrating
to a greater extent on shorter dated stock. Their failure to
announce a new short tap immediately after the Budget had been
a great mistake. Following the announcement of the MLR increase,
they had dropped the price of the long tap by 5% points. This
had caused a shambles amongst the Jobbers and Brokers, and with
the shortage of short dated stock it had resulted in a very
unsatisfactory yield curve - with yields at the shorter end far
below yields at the long end. Both the existing tap stocks were
now exhausted and the question arose as to what new stocks
should be anﬁounced. Mr. Pepper's own view was that it would be
right to issue both a new long and a new short stock - perhaps
¢1 billion of each. But the Bank:should try to sell the short
stock more vigorously than the long stock and establish a smoother
yield curve. The institutions were currently rather short of
liquidity, while the corporate sector was reasonably liquid:
so this concentration of the shorter end should be feasible.

It might also be a good idea for the Governor to indicate in a
forthcoming speech that the Bank were going to concentrate more
on the shorter end.

I1I. Money Supply

Mr. Pepper said that it was very difficult to estimate at this
stage what the June banking figures would look like. There was
a good deal of anecdotal evidence that bank lending to the private
sector was continuing at a high level but this was not necessarily
conclusive because of the window dressing by the banks for their
half-yearly make-up. Nonetheless, he continued to be very
worried about the money supply figures. The recent heavy sales
of gilts were likely to have been offset by continued private
sector lending at a high rate. The latter was suggested by high
retail sales, for example, of cars.. The main element in this
was likely to be personal lending; corporate loan demand by
contrast, which always lagged at this stage of the cycle, was
likely to be running at a reasonable level.

f —F"LJ-




- @

Sterling

Mr. Pepper said the continued upward pressure on sterling
was a real worry: the sterling dollar rate above $2.20 would
make it impossible for many industries to stay competitive.
However, because of money supply worries, it would not be
possible to hold sterling back by reducing interest rates in the
near future. This must be achieved by a further early relaxation
of exchange controls. The latter might have a perverse effect
in the short run, but in due course it would take scme of the
pressure off sterling.

c.c. Mr. Wolfson

5 July 19798
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the 7-11% monctary target The increase in LR
had been primaril lesiene to a t the recent
bank lending, | his was unlikely ¢t 1ave a qui
was essential for the time being to maintain JMLIR -
level until the reduction in bank lending hegan to come
To make any reduction now would suggest that the Gover
no longer determined to maintain its policy of monetia
and would make it impossible to achieve the monetary
the other there was a good case for a release of

at

deposits which would help to keep short rates down:

of the recent gilt sales, the banks were facing a liquidity

and this was forcing up short term rates. With a specia

rclease, short term rates would be prevented from rising

further, and this would be helpful to the bui ing soci

ol =]

e hoped that it would be possivle to make an announcens

tomcri'ow or next Wednesd:

Thé Prime Minister saild that she accepted that, in

the worries abosut the money supply, it would not be poss

reduce HLR immediately. However, she was determined to
any increase in the portgage rate. Any increans v
further rise in the RPI, which would be se

amd Lhis would be politically very damaging
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all tco likel

this had cle:
She was opposed
rates. But the
lend thew nmoney
this finanecizal

The Financial Secretary pointed out that a lending schenme
could be very costly in terms of public expenditure if interest
rates Tailed to fall and the societies were unable to repay.

The cost might be as high as €750 million. The Secretary of State
for the Envireonnent cormmented that home owners were already
subsidised, and that on existing mortgapge rates there was

& substantial queue of potential borrowers. The recent sper 15
spree sugpested that people had money in their pockets, and tha

an incre:se in the nmortgage rate would not be as politically dam

as the Prime MNinister had implied. He was opposed to a lean
scheme for the same reasons as the Financial Secretary; and he
would prefer to see the mortage rate rise so as to maintain the
current level of lending for the sake of the coanstruction indusiry.

After further discussion, it was agreed that there was o
reasonable prospect of persuading the societies to hold their
interest rates at present levels at least until September. Bui
they would need Lo be pressed hard; and the argurents mentioned
by the Chancellor would have to be put to them persuasively.

It would be important to get an undertaking from them that they

/ would give

Ty & Fad W .
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would give the Government advance warning before deciding to
raise their rates. The Government should have ready, on

a contingency basis, a loan scheme which would be implemented
if the societies did decide to increase their rates.

Summing up the discussion, the Prime Minister said that
there should be no early reduction in MLR, but action should be
taken to release special deposits; the amount and timing of
the latter should be left to the Governor and the Chancellor to
decide. The Secretary of State for the Environment, accompanied
by the Financial Secretary, should see representatives of the
building societies urgently and should seek to persuade them
not to increase their rates. They should in any case obtain
from the societies an undertaking that Ministers would be
given due warning of an increase. At the same time, a contingency
plan should be drawn up to provide loans to the societies
in case they insisted on putting up their rates; but a decision
to implement this plan would need to be considered in the light
of further developments. The societies should not be told that
this contingency plan was being prepared.

I am sending copies of this letter to John Chilecot (Home
Office), David Edmonds (Department of the Environment), Paula
Diggle (Financial Secretary's Office), John Beverly (Governor's
Office), Nick Sallnow-Smith (Sir Douglas Wass's Ofifice) and
Martin Vile (Cabinet Office).

Tony Battishill, Esq.,
H.M. Treasury.
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MONETARY SEMINAR

You said that the Prime Minister would welcome the
Chancellor's suggestions on the agenda for the meeting,
and on the papers which might be tabled.

The two main items which we understand the Prime
Minister wants to discuss are the suggestions for a
"monetary base" control and the methods of funding the
borrowing requirement, particularly in the gilts market.

The paper by Bank of England economists on monetary
base, of which the Prime Minister is aware, has now been
published in the Bank of England Quarterly Bulletin. The
Treasury economists are completing their paper on this
subject, which the Prime Minister commissioned. This was
prepared after various discussions with Brian Griffiths,
Geoffrey Ward and Gordon Pepper. Brian Griffiths has also
Tet the Treasury have an advance copy of a paper which he has
written on this subject. The Chancellor would suggest that
the papers for the monetary base item on the agenda should
therefore be the Bank of England paper, the parallel paper
by Treasury economists, Brian Griffiths' paper and, of course,
Gordon Pepper's contribution in Greenwell's Bulletin®

Similarly the Bank have just published a survey article
on methods of operation in the gilts market, which comments
on the various proposals which are peing made for changes
in that market. The Chancellor has asked the Treasury to
prepare a complementary paper covering the funding of the
PSBR as a whole. He would suggest those two papers, plus

the relevapt parts of Brian Griffiths' paper for that item

on the agenda.
-_-_._._-_..-—-'

/The Chancellor

T.P. Lankester, E=sq.,
No.l0, Downing Street

SECRET,




The Chancellor also thinks that it would be useful
to have a paper setting out the Government's monetary
objectives and what may be involved in achieving them,
in order to put the discussion on the two particular
aspects of monetary poliecy into context; such a paper
is therefore also being prepared here.

If the Prime Minister is content with these proposals,
the Chancellor would hope to send her the papers on
Friday, 13th July so that they are available for weekend
reading.

I am copying this letter to John Beverly and
Martin Vile,.

U_w? v,
M» h-

(M.A. HALL)
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A MONETARY BASE FOR_THE U.K.

A PRACTICAL PROPOSAL

A supplement to our Special Bulletin of 2nd March
proposing changes to the present monetary system

We welcome the publication of the special article on "Monetary base control” in the

latest Bank of England Quarterly Bulletin.

The authors of the article, M.D.K.W. Foot, C.A.E. Goodhart and A.C. Hotson, start
by explaining that the various proponents of monetary base control often have widely
differing proposals in mind. Most of their subsequent criticisms are about the more
extreme and impractical proposals. What follows is, we believe, a middle-of-road and

workable proposal.

The broad features of our proposed scheme are that the present control system of
reserve asset ratio supported by the corset should be abolished and, in its place, banks
should be required to hold deposits with the Bank of England. A clearing bank should be
allowed to hold the deposit on behalf of a non-clearing bank if the latter so wishes.

The monetary base is the name given to the total of these bankers' deposits with
the Bank of England. Foot, Goodhart and Hotson appear to argue that an undesirable
feature of monetary base control would be that only the authorities could determine the
size of the monetary base. For example, banks would not be able to increase their reserves
by selling Treasury bills unless the Bank agreed to buy them. It is not clear to us why this
might be thought undesirable; it seems a positive advantage for a control mechanism.

G. E Greamsedl
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Monetary control

. There is general agreement that the money supply should be controlled. If the

authorities succeed in doing this, they cannot simultaneously control either interest rates
or the level of sterling by direct intervention in the markets. Fluctuations of these in the
short term (but not in the longer term) will inevitably be larger than under a regime where
the money supply is not controlled. Foot, Goodhart and Hotson point out this
disadvantage, but it applies to all methods of controlling the money supply, i.e. whether
monetary base control is used or not. In our opinion, however, the short term fluctuations
in interest rates will probably be smaller under our proposed system than is the case under
the present system, because of the artificialities of the latter.

Firm foundation

Our objective in advocating a monetary base method of control for the U.K. is not
to replace the published target for sterling M3 by one for the monetary base (MO). Instead,
it is to replace the present quagmire with a firm foundation on which to build monetary
policy. With MO controlled, relative interest rates should be altered and other weapons
used (e.q. fiscal policy, bank lending policy, gilt-edged policy) so that retail M1, sterling
M3 and the broader definitions of the money supply all grow at rates which are consistent
with the desired behaviour of national income in nominal terms. For example, if sterling
M3 is behaving appropriately but the non-bank private sector's holdings of Treasury bills
are growing rapidly to produce an excessive M4, then relative interest rates should be
adjusted to persuade holders of Treasury bills to switch into gilt-edged stock. Both
liquidity, in the Radcliffe Committee's sense, and the narrower definitions of the money
supply ought to be controlled.

Our aim is to improve the authorities' control over the whole financial system.
This is in contrast to the intention of those commentators who are in favour of publishing
monetary targets only because it helps to reduce inflationary expectations. Whilst it is
certainly desirable to reduce inflationary expectations, it is also essential to secure
financial discipline. Further, if a central bank tries to control just one monetary
aggregate, that aggregate very often becomes distorted; as Goodhart's Law states, the
previous relationships between the aggregate and other variables break down.
Paradoxically, the behaviour of the monetary aggregates which the central bank is not
trying to control is often a better measure of the underlying stance of monetary policy
than the behaviour of the aggregate which it is trying to control. Our focus, therefore, is
the control of the whole system and not something which may become cosmetic. We
repeat that retail M1, sterling M3 and the broader aggregates should all grow at rates
which are consistent with the desired behaviour of national income.
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The details of a monetary base system should be chosen so as not to penalise the
domestic banking system relative to near-banks and off-shore banks. A horrible example
of what can happen is currently occurring in the U.5., where no interest is paid on the
reserves which banks who are Members of the System must deposit with Federal Reserve
Banks. This prevents Member Banks from competing with near banks, non-Member Banks
and off-shore banks when interest rates are very high. Member Banks have started to
defend themselves aggressively. The result is a proliferation of money substitutes. The
growth of these substitutes is swamping the growth of the money supply as officially
defined. Currently, the official monetary indicators in the ULS. are not merely distorted;
the monetary barometer is broken.

To stop a similar occurrence in the UK., the level of reserves which banks should be
obliged to place on deposit with the Bank of England ought to be close to the appropriate
prudential level, and the Bank ought to pay a commercial rate of interest on most of
them. If this were done, the market clearing rate of interest would affect the profit
margins of banks, near-banks and off-shore banks equally.

The level of reserves

To prevent banks managing their liabilities to circumvent the control mechanism,
there is a strong case for a common reserve ratio for all deposits, whether they are sight
or time, large or small. The exclusion of vault cash (till-money) from the official
definition of reserves means that sight deposits would in practice need larger reserves
(reserves with the Bank plus vault cash) than time deposits. To secure equity between
different types of banks, it would be inappropriate to pay the full commercial rate of
interest on reserves backing non-interest bearing deposits. Although the amount of
reserves ought to be the same irrespective of the type of deposit, the rate of interest
could be different.

Information only

A central bank has up-to-the-minute and accurate information about the behaviour
of the monetary base, it does not have to rely on reports from banks. But the central bank
should not only use this information when deciding on the appropriate level of interest
rates. In certain circumstances it should control the size of the monetary base and allow
interest rates to clear at whatever level is necessary. This is one of the main objectives
of introducing a monetary base method of control.
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.J.S. experience

In a speech on 10th May at a seminar organised by the City University,
Lawrence K. Roos, President of the Federal Reserve Bank of St. Louis, described the way
in which interest rates in the U.S. have not been allowed to alter sufficiently rapidly to
control the money supply:

"Let's examine the published history of the behaviour of interest rates
and the monetary aggregates in the period since long-term monetary
aggregate growth ranges were first announced in 1975. In the 47
months in which short-term policy ranges have been set, the Federal
funds interest rate has fallen outside of its target ranges only 5
times; in the same 47 periods, M1 growth has fallen outside of its
ranges 23 times essentially 50% of the time.

The monetary aggregates (M1) have tended to exceed their targets
during periods of rising Federal funds rates, to fall short of their
targets during periods of falling Federal funds rates, while usually
remaining within their targets during periods of stable Federal funds
rates. Fnr_example, from June 1976 to December 1976 Federal funds
rate fell from 5.6 percent to 4.5 percent and monetary aggregates
fell short of their target ranges 3 out of 7 months. From April 1977
to October 1977, when the Federal funds rate rose from 4.7 percent
to 6.5 percent, the monetary aggregates exceeded their targets 5 out
of 7 months,"

When the money supply is exceeding its target range, a central bank can blame
politicians for being reluctant to allow rates of interest to rise sufficiently quickly; neo-
Keynesians also frequently argue against such a rise. These excuses cannot be used when
the money supply is falling short of its target range, because politicians and neo-
Keynesians do not object to interest rates falling. The central bank is then to blame for
not altering interest rates sufficiently quickly. The explanation is central bankers' innate
caution and hankering after orderly markets. A most important objective in introducing a
monetary base method of control is to ensure that the central bank alters interest rates
sufficiently quickly to control the money supply.
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.°ractical operation

Short term fluctuations in the money supply have no significance for the real
economy. There is no need for day-to-day control of the monetary base.

Suppose for simplicity that the desired growth of MO is 10% p.a. The banking
system would then know that the total of banks' assets could not grow for long faster than
10% p.a. If their assets persisted in growing too quickly, banks would have to act to
constrain the excessive growth. There are various possible courses of action. For
example, banks might sell assets, e.g. Treasury bills, gilt-edged stock or local authority
debt. Alternatively, banks could start to curtail the growth of their lending to the private
sector, e.g. overdrafts. A bank knows better than anyone else the behaviour of its own
assets. It is also best able to make forecasts about them. Aggregate data are already
published monthly and could be published weekly. If bankers understand the monetary base
method of control they should not have difficulty in adjusting reasonably smoothly to
undesirable trends in the growth of their assets.

As far as discount houses are concerned, they too should be able to react
reasonably smoothly if the new system is fully understood. The total of banks' reserves
with the Bank of England could be published daily, if necessary. At times when the total is
showing a persistent tendency to grow too fast, discount houses would have advance
warning that the Bank might give them less "assistance" than they want sometime in the
near future. In normal circumstances the Bank would continue to give whatever quantity
of assistance the discount market wants, choosing only the method and the price, as it
does at present. But if banks' reserves are growing too quickly, the Bank, and not the
discount market, would decide on the quantity of assistance. After due warning, the Bank
might give slightly less assistance than discount houses want. The houses would have to
raise the missing funds by selling assets. They have a proven record of being able to do
so. For example, between mid-July and mid-October 1975 the Treasury bill holdings of
the non-bank private sector rose by more than £500m., most of which were sold by
discount houses to financial institutions and industrial companies. Under the proposed
system, the published data for bank reserves would give discount houses plenty of
advanced warning of the need to run down their books.
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. (Under the proposed system, call money which banks place with discount houses

would no longer qualify as a reserve asset and, therefore, discount houses would lose their
present privileged position. However, the discount market would retain its historic role of
buffer between the banks and the Bank of England, with the ebb and flow of funds into and
out of the Exchequer passing through it. Further, discount houses would have the job of
widening the market in those assets which at present qualify as reserves for banks.)

Penalties
As with the corset at present, penalties could be set out in advance for any bank
whose reserve ratio fell below the minimum. The penalties should be trivial for an

occasional offence but should be severe for persistent offenders.

Free reserves and precision of control

To protect itself from an unexpected fall in its reserves, each bank would want to
keep a cushion of reserves slightly in excess of the minimum. A modest level of free
reserves in the banking system would be desirable because it would help banks to react
smoothly to day-to-day events which are unexpected. However, fluctuations in the
aggregate level of these free reserves would upset the precision of the relationship
between MO and sterling M3. If the money supply were tending to grow excessively,
control of MO would not provide complete control of sterling M3 in the short run whilst
free reserves were falling; afterwards the control mechanism would become tight. In the
opposite case of monetary growth tending to be too sluggish, sterling M3 would respond
slowly* to control of MO if banks continued to build up free reserves. A measure which
would help to stabilise free reserves would be for the Bank not to pay any interest on free
reserves, i.e. on any reserves which exceed the mandatory minimum.

Interest rates would fall more quickly than under the present system and this
would help to avoid substantial downward momentum. A clear signal of
monetary policy needing help from easier fiscal policy, e.q. tax cuts, would
be sterling M3 continuing to grow too sluggishly in spite of adequate growth
of MO,
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A iteboats

It is important to distinquish between the Bank's two roles of lender-of-last-resort.
The first, giving "assistance" to the discount market, has already been mentioned. The
second is lifeboat operations. There is no question of monetary base contral preventing
the Bank from organising a lifeboat when an individual bank has an asset deficiency or
runs out of liquidity because other banks are reluctant to grant it credit. Any lifeboat
would certainly have priority in the short run. Whilst one was being launched, the
monetary base might exceed its target range. After the banking failure had been
contained, the Bank would act to bring the monetary base back under control. (Another
circumstance in which the Bank would modify its target for the monetary base would be a

substantial exogenous shock to the system.)

The authors of the article in the Bank's Bulletin warn about one feature of
monetary base control which could cause difficulties for banks, but only if it were allowed
to occur. In the event of a sudden and unexpected reduction in the monetary base, banks
would be able to restore their reserve ratios only by reducing their assets and liabilities by
a multiple of the initial shortage of reserves. But such sharp reductions in the monetary

base would not occur because the Bank would be controlling it.

Conclusion

Our proposed method of monetary base control has been discussed with various
bankers and officials of discount houses; many of them appear to be attracted by the clear
cut environment which it would provide. There appears to be a general desire to move
away from the present system of doubt about whether the Bank will act or not - with

bankers being kept on tenterhooks wondering if the Bank will supply a deficiency in the

quantity of reserve assets before a banking make-up, discount houses being=forced night
after night to go to the Bank for huge quantities of assistance, and both having to indulge
in transactions which manufacture reserve assets or destroy IBELs. Many people in the
banking sector express a strong desire to be rid of the present highly artificial system and
to be left to get on with practical banking.

GTP
RLT

2nd July, 1979 b
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NOTE FOR THE RECORD

Mr. John Sparrow called on the Prime Minister at 1600 on
Tuesday 19 June. The following are the main points which came
up in discussion.

Mr. Sparrow said that the City was basically pleased with the

Budget. The immediate marking down of gilts prices was inevitable,
given the increase in MLR - which in itself had been somewhat
unexpected. But the MLR increase clearly indicated that the
Government was intent on keeping the money supply under control,
and this ought to provide a good basis for the sale of gilts

over the next few months. The take-up of the new tap stocks

on Thursday would be watched very carefully. Another more
promising aspect was the fact that corporate loan demand was
likely to be rather lower over the next few months because of

the recent accrual of cash from the pre-Budget spending spree

and because of the short-term cash flow effect of the VAT increase.

Mr. Sparrow went on to say that he did not think the current
level of sterling could be sustained - given the recent trade
figures. The rate was being pushed up by the combination of
high interest rates and the fact that many regarded sterling as
a "petro-currency'".

The Prime Minister said that she was concerned about the
current provisions for corporate stock relief. Her impression
- and this was confirmed by Mr. Sparrow - was that it had a
distorting influence on company behaviour: companies tended
to increase their stocks unnecessarily at the end of the financial
year, which was a waste of resources and which meant a loss to

the Exchequer. Mr. Sparrow added that “corporation tax generally
had become an "optional tax". It should either be abolished or
made operative: he would prefer the latter. Mr. Sparrow then
referred to PRT, and said that he was worried that the Exchequer
was losing unnecessary funds because of the "uplift" provision.
This meant, for example, that BP would be exempted from substantial
amounts of tax when they took over part of the Beatrice Field, as
they were reported to be proposing to do.

JThe Prime Ministel




The Prime Minister asked Mr. Sparrow for his views on the

present methods of funding the borrowing requirement. Mr. Sparrow
replied that he would let the Prime Minister have his views in
writing, but did not not accept the Bank's argument that the
institutions necessarily required long-dated stock. This was

an excessively expensive method of funding. On the other hand,
he thought that there must be a revival of interest in equities
at the expense of gilts before too long. The Prime Minister
commented that she could not see how businesses would be willing

to borrow for investment purposes at current rates of interest.
Finally, Mr. Sparrow said that in his experience industry was

already becoming more aware of the need to negotiate responsibly
on the pay front: they were beginning to realise that from now
on they, rather than the Government, were responsible for their
actions. But it would be helpful if the Government could
produce a new "standard of living" index - this would involve
regarding tax as part of the cost of living. The Prime Minister
said that the Treasury were working on such an index.

21 June 1979




19 June 18798

Further to our conversation on the
telephone this afternoon I am writing to
confirm that the Prime Minister is holding
2 meeting on Wednesday 18 July at 1500
at No. 10 to discuss gilts and monetary
policy. 8he wishes all the Treasury
Ministers to be invited and Ihave also
asked the Governor of the Bank of England.

A.J. Nelson, Esq.,
H.M. Treasury.




From the Private Secretary, _ 15 June 1979

A\

Gilt Edged Market

The Prime Minister has considered the
Financial Secretary's migute of 14 June in
which he proposes that £800 million of short
stock and £1,000 million of long stock should
be announced today. The Prime Minister is
content with the Financial Secretary's
proposals, but  she would like to have a
discussion fairly soon with Treasury Ministers
and with the Governor about gilt edged funding
and monetary policy generally. I will be in
touch with the Chancellor's Office in due
course to arrange a meeting.

I am sending a copy of this letter to
John Beverly in the Governor's Office.

RESTER

irs. P.C. Diggle,
HH Treasury.
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I am writing in Gmnffrcy Howe's dbbl{?lw today to let you know of the “)‘lf
two stocks which it is proposed ﬁn nce tomorrow, especially

since I understand that you have b@- d concern about the long

term costs of borrowing by gilt eKEF ocks which will not mature

until about the turn of the century.

As you will know, the Bank sold the complete long tap yvesterday.
This will have significantly reduced the growth of the money supply
in banking June (which ends next Wednesday): although this falls
before the new 10 month target period, it will be useful in avoiding

uncomfortably high 3 month and 6 month moving average figures for

monetary growth being gquoted in the markets in coming months.

We have now to deal with the problem of funding the borrowing

requirement in the first few months of the new target period.

We need to have a high level of gilt sales in this period, if
market conditions permit, while the borrowing requirement is still

high before the Budget takes effect, and before the changes in MLR

and clearing bank base rates have their effect on bank lending -

i —

this tends to come through only after a few months.

The Chancellor, advised by the Governor, has decided that there
should be both a long dated stock and a short dated one. There are

two main reasons for including a long dated stock as well as a short.

The first is that the need is to secure sales outside the banking
system, who in normal circumstances can be substantial buyers of

short stocks. This requires a significant proportion of sales to




the long term investment institutions, the Life Offices and Pension

Funds. In recent years the long term institutions have invested about

twice the normal proportion of their new funds in gilts: this pro-
_-_-—-_-_-_-_-_

portion will fall back as we reduce the PSBR but for some time to

come we will need to sell to them substantially more than the normal

proportion of their new funds, if we are both to control the money

supply and leave room for an adeguate level of bank lending to

industry. The long term funds are primarily jnterested in securities
which match their long term liabilities on life policies and pensions.
We are therefore more likely to secure substantial sales of gilts to
them without having to raise yields excessively if we provide gilts
which are of a maturity which is attractive to them, namely in the
15-25 or 30 year band. Successive issues can be at different points
in that band.
inmi i & by

The other reason for bringing in a new stcckzis that we do not want
yields to fall back again in the coming weeks. If they did, they
would almost certainly rise again later as the market became worried

about the inflationary prospect during the critical months of this

autumn, causing a hiatus in gilt sales while they did so.

I am well aware that some commentators have argued that issuing
stocks with this kind of maturity involves accepting very high
borrowing costs in the y=zars ahead if inflation does come down,
and therefore either means that the Government expects inflation

to continue in double figures, or that the Government is irresponsible

:}{ in placing such a high interest burden on its successu;;. But this

~comment ignores the effect of the high inflation in the next two or
three years on the EEEE value of both the interest payments in
subsequent years and the final repayment. The Treasury recently
did some calculations of the real interest costs of long term
borrowing, on alternative jllustrative assumptions about the future
rate of inflation. These showed that, on assumptions that involved
inflation falling to 6% pa within 3 years, and remaining at that

level thereafter, the real cost of borrowing now at a 13% yield for




10 years would be 3% and for 20 years would be h%. Given that

economists estimate that the real cost of long borrowing has
averaged over the decades about 3%, neither is a very high fTigure
historically. The Bank and Treasury consider that if the
authorities were to shift the emphasis of their borrowing from
stocks of about 20 years maturity to that of about 10 years, the
relative prices and yields would shift to remove that advantage for
10 year stocks and we would at the same time have greater difficulty

in securing the desired level of sales.

The intention is therefore to issue EES stocks, a {22? and a EEEE}‘
Both would be part-paid, and with a tender provision on their price.
Receipts from the short would come in banking July, and from the
long in banking July and August. The short stock would be a new
issue of £800 million (plus £250 million reserved for the National
Debt Office) maturing in 1984, with an 111}% coupon. The long stock

would be a further tranche of £1,000 million 121% Exchequer 1999.

I hope that you will have been reassured by my explanation of the
reasons for bringing in a long stock, and will be content that the

Bank and Treasury should proceed this Friday on the basis proposed.

NIGEL LAWSON
14 June 1979
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two stocks which it is proposed te announce tomorrow, especially
since I understand that you have expressed concern about the long
term costs of borrowing by gilt edged sfocks which will not mature

/
until about the turn of the century.

As you will know, the Bank sold the cgmplete long tap vesterday.
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the long term investment institutions, the Life Offices and Pension
Funds. In recent years the long term institutions have invested about
twice the normal proportion of their new funds in gilts: this pro-
portion will fall back as we reduce the PSBR but for some time to
come we will need to sell to them substantially more than the normal
proportion of their new funds, if we are both to control the money
supply and leave room for an adequate level of bank lending to
industry. The long term funds are primarily interested in securities
which match their long term liabilities on life policies and pensions.
We are therefore more likely to secure substantial sales of gilts to
them without having to raise yields excessively if we provide gilts
which are of a maturity which is attractive to them, namely in the
15-25 or 30 year band. Successive issues can be at different points

in that band.

The other reason for bringing in a new stock is that we do not want
yields to fall back again in the coming weeks. If they did, they
would almost certainly rise again later as the market became worried
about the inflationary prospect during the critical months of this

autumn, causing a hiatus in gilt sales while they did so.

I am well aware that some commentators have argued that issuing
stocks with this kind of maturity involves accepting very high
borrowing costs in the years ahead if inflation does come down,

and therefore either means that the Government expects inflation

to continue in double figures, or that the Government is irresponsible
in placing such a high interest burden on its successors. But this
comment ignores the effect of the high inflation in the next two or
three years on the real value of both the interest payments in
subsequent years and the final repayment. The Treasury recently
did some calculations of the real  interest costs of long term
borrowing, on alternative illustrative assumptions about the future

rate of inflation. These showed that, on assumptions that involved

inflation falling to 6% pa within 3 years, and remaining at that

level thereafter, the real cost of borrowing now at a 13% yield for




-
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.10 years would be 3% and for 20 years would be 4%. Given that

economists estimate that the real cost of long borrowing has
averaged over the decades about 3%, neither is a very high figure
historically. The Bank and Treasury consider that if the
authorities were to shift the emphasis of their borrowing from
stocks of about 20 years maturity to that of about 10 years, the
relative prices and yields would shift to remove that advantage for
10 year stocks and we would at the same time have greater difficulty

in securing the desired level of sales.

The intention is therefore to issue two stocks, a long and a short.
Both would be part-paid, and with a tender provision on their price.
Receipts from the short .would come in banking July, and from the
long in banking July and August. The short stock would be a new
issue of £800 million (plus £250 million reserved for the National
Debt Office) maturing in 1984, with an 11}% coupon. The long stock
would be a further tranche of £1,000 million 121% Exchequer 1999.

I hope that you will have been reassured by my explanation of the
reasons for bringing in a long stock, and will be content that the

Bank and Treasury should proceed this Friday on the basis proposed.

NIGEL LAWSON
14 June 1979
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10 DOWNING STREET

From the Private Secretary 11 June 1979

The Prime Minister has considered the

Chancellor of the Exchequer's minute of

11 June in which he restates the case for
inecreasing MLR by 2 percentage points tomorrow.
She has noted that the Chancellor appears to be
placing rather more emmhasis in his arcument
now on the need to sell gilts as opposed to
holding back lending to the private sector.

In her view, his proposal to increase MLR by

% rather than by 1i1% is mistaken. However,
she is willing to abide by the Chancellor's
and the Governor's judgement on this matter.

I am sending a copy of this letter to
John Beverly in the Governor's office.

T. P. LANKESTER

Tony Battishill, Esq.,
HM Treasury.
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MLR

Gordon Richardson and I have considered again the size Lt
of the change in MLR to be announced tomorrow. We remain L

convinced that it should be 2 per cent.

2 An increase in MLR is, of course, as important as a
signal as for its direct effect on other interest rates. A

major purpose of this change would be to show our determination
to take timely action to control the growth of the money supply,
rather than just walit for the markets to carry up rates against

us, as they almost certainly would in a few weeks time.

B The practical purpose is even more important. We need

to achieve the gilt sales necessary to fund the borrowing
requirement that we have inherited. For that purpose, it is
essential to avoid the danger of a subsequent feeling that the
change is insufficient - as happened with Denis Healey last
April. If that view gained ground in the markets, a
self-fulfilling expectation of further increases would develop,
and gilt sales would falter in the meantime.

. For this primary purpose, Gordon and I both consider that
a change of 2 per cent is essential. A change of 1} per ceht
would be seen either as an attempt to "fine-tune" where it is
not possible to do so, or as showing lack of resolve. One per

/cent would,




cent would, of course, be seen as repeating Denis Healey's
mistake, and irrelevant.

By, The experience of the last few years has shown the
importance of raising interest rates sufficiently and in time.
The risk is largely one-sided since, if all goes well after a
rise - with good gilt sales and maintenance of confidence - it
is always possible to ease back and allow interest rates to
fall somewhat. But if rates are not raised sufficiently in
the first instance, it will probably be necessary later to go
higher than would otherwise have been needed: in the meantime
the monetary position would have deteriorated further.

D Un the other hand, the difference in the direct effects
on the economy, (for example, on banks' lending levels and
costs, between a move of 1} per cent and 2 per cent) is not
great. Even bulilding society leaders, I understand, will be

influenced, when they take their decision on the changes in

mortgage and share rates (probably early next month) not so
much by MLR itself, as by the then level of money market
interest rates and by their expectations about the future trend
of such rates. It is indeed possible that a 2 per cent change
in MLR would lead to a smaller increase in building society
rates than a 1} per cent one, since the former stands a far
greater chance of convincing the markets that sufficient action
has been taken, and that any further shift in interest rates
will be downward.

T Finally I doubt whether the difference between 2 per cent
and 1} per cent will make much difference to the Opposition's

criticism - Denis Healey, for what that is worth, will realise
that he would have had to make the change. On the other hand.

/I think that




I think that, given our commitment to monetary targets, our

first use of a monetary policy instrument should be effective

and unequivocal.

I am sending a copy of this minute to Gordon Richardson.
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Chief Cashier
INFLATION AND THE COST OF BORROWING

You have, as Accounting Officer, expressed concern from time to time

at the possible extent to which considerations of cost have been
subordinated to considerations of monetary policy in management of

the debt in recent years. This minute reflects a wet bank holiday
weekends work on the interplay betweea coupon, inflation and real rates
of interest, which I hope that you will find somewhat reassuring.

2. A number of cormentators and others (Mr Lever, Anthony Harris,
Peter Oppenheimer) have questioned whether it has been right to

borrow for 20 years or more at nominal redemption yields of 12%-14%,
some saying that this only makes sense if the Government thought that
inflation would continue in double figures. The suggested alternatives
have varied - abandoning monetary targets, indexation, or shortening
the period of borrowing.

3. The justifications of the existing policy have been:-
i. the high priority given by Ministers to securing

the monetary target and therefore the need to sell
gilts on whatever terms we could;

the preference of "long term" institutions for
longer dated securities;

even for long dated stocks the high nominal jnterest
rates reflected a view about the rate of inflation
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in the next 2 or 3 years, rather than in the

medium term - compounding diminishes the long term
effects, so that the expected real cost is
significantly less than (nominal yield less expected
long term rate of inflation) if higher rates of
inflation are expected in the first years.

4, You may recall that the last point arose in a particular form last
year, prior to the decision to launch a stock maturing in the 2lst
Century. At that time redemption yields for stocks in the next
century were about 2% less than redemption yields of stock maturing in
the 1990s: calculations separtely done by the Government Eroker and
HF3 showed that unless nominal rates fell into the very low single
figures in the 1990s it would be cheaper to borrow now into the next
century than to borrow until the 1990s and then refinance for a decade
o B80.

5. However, I thought that it might be useful to gquantify the point
more generally given Mr Oppenheimer's recent assertion that:-

"It is arguable that the authorities should be issuing
20 year debt only if they believe that the UK inflation
rate in the 1990s is at least as likely to be higher as
it is to be lower than in the past few years."

(Vickers and Costa: April 1979)

The Inflation Assumptions

6. The calculations were based on three illustrative alternative
assumptions for the inflation rate over the next 20 years. For
obvious reasons, the illustrative assumptions are based on pre-Budget
expectations in the market that inflation is accelerating again, thet
it will probably reach 15% pa or more and that it may then decline ‘s
the result of a monetary squeeze. All involved the assumption that in
‘the next 4 half years inflation would build up to 8% a half year (an

-
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annual rate of 16.64%) and then:

Case A assumed a decline to 3% & half year (6.09% a year)
over the following 2 years, which rate was maintained
steadily thereafter;

Case B assumed a decline to 5% a half year (10.25% a year)
over the following 2 years, which rate was maintained
steadily thereafter;

Cage C assumed a decline to 7% a half year (14.5% a year)
in the following year, which rate was maintained steadily
thereafter.

Most people would probably regard Case A as being towards the
optimistic end of the spectrum of possible outcomes, and Case C
towards the pessimistic - although neither is at its respective
extreme.

The Hesults

7. The results are summarised in the graphs annexed.

. Annex A plots coupon against real rate of return for the
different inflation assumptions and 10 year and 20 year
maturities.

Annex B plots coupon against long term rate of inflation
for different real rates of return and maturity periods.

The Cost of Borrowing

8. On the 3 respective assumptions, the real rate of return on
20 year stocks issued at part with yields of 12%, 13% or 14% are:= "

-
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Nominal Yield Assgggtions
A B C

12% 3,2% 0.45% -2%
13%% 4% 1.3% -1%
14% 4,8% 2.2% -0.1%

Given that the real rate of return historically on long stocks is
estimated to have been about %% pa borrowing for 20 years on a 12%
coupon is not expensive on any of the inflation assumptions. Even
borrowing at l4% is only above average in cost if one thought Case A
significantly more likely than the others - a far more optimistic
criterion than suggested by Mr Oppenheimer.

Borrowing for 10 years or 20 _years

9, The real rate of interest on borrowing for 10 years is somewnat
lower than that for 20 years, if both have the same nominal yield (as
they have in the last few months with a flat yield curve). The real
rates for 10 year borrowing are:-

Nominal Yield AEEEEEtiﬂnS
A B Cc

12% 2.2% 0% -2%
13% 3,1% 0.9% =1%
14% 4% 1.8% -0.1%

The margin is somewhat under 1% in Case A, 1% in Case B, and nil in
Case C. But if the Govermment were to issue no gilts longer than

10 years, we would find the yield curve changing agéinst us. It is
difficult to forecast by how much yields in the 10 year maturity band
would increase. The differential which existed between stOCKS '
maturing in the 90s and those maturing in the next century a year ago
suggests that it would almost certainly increase by 3%, and quite

-—41—




CONFIDENTIAL
w5 -

probably by significantly more: moreover experience with recent
medium taps suggests that there is normally a limited (but nonethe-
less useful) demend for such stocks. On this basis, the argument
on cost for shorter borrowing is at best marginal on the most
optimistic assumptiozn for inflation, and against it on the others.

10. Looking at it from the point of view of the lender, the
calculations quantify the point that the present flat yield curve
gives an incentive to invest long rather than medium, provided that
he expects inflation to decline.

Conclusion

11. I think that this arithmetic shows that borrowing long at
historically high rates of interest is not necessarily as
disadvantageous to the Exchequer as has sometimes been feared, and
cannot only be Jjustified on pessimistic assumptions about the future
rate of interest.

12. On the other hand, there would clearly be advantage in being able
to assess potential real borrowing costs against alternative
assumptions about the future course of inflation. I will therefore
explore with the Chief Cashier whether one of the Treasury, Bank or
Government Broker might not have a computer Programme to be able to
do such calculations more readily for the future.

] o o o
J M BRIDGEMAN
7 June 1979
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The Chancellor of the Exchequer sent the Prime Minister a
minute yesterday evening proposing that MLR be raised by
2 per cent to 14 per cent today. The Chancellor and the
Governor called on the Prime Minister later in the evening
to discuss the proposal,

The Chancellor and the Governor explained the background.
The latest banking figures indicated that money supply was
growing at more than 13 per cent at an annual rate. This was
due to exceptionally heavy lending to the private sector in
recent months and a PSBR running at an annual rate of over
£10 billion. The post-Budget projections were for a continuation
of these trends at least until the autumn. The Bank's and
the Treasury's judgement was that, without an early increase in
MLR, bank lending would not be held back and gilt sales would
not take place on a sufficient scale to bring M3 back within
the 7-11 per cent target which it had been decided would be
announced in the Budget. A 2 per cent increase was the minimum
needed to create the right expectations so as to get gilt sales

moving and to bring about a gradual reduction in interest rates
in due course.

As regards timing, there were only two realistic options -
to announce the move today or on Tuesday. The Chancellor said
that he would far rather that the announcement should come today.
It would thus be seen as an inevitable, and proper, response
to the banking figures. It would also be out of the way and
therefore another part of the 'inheritance', and this would
make for a better Budget presentation. The Governor said that
he felt less strongly about the choice of dates: his principal
concern was that the 2 per cent increase should take place.
None the less, after the experience of Mr. Healey's Budget in
1978, he tended to go along with the Chancellor.

/ In reply,




In reply, the Prime Minister said that she could not accept
the Chancellor's argument on timing. It left out one very
important factor - the fact that today is polling day for the
European Election. A jump in MLR today could, in her view,
have a significant impact on the Election result. But in
addition, she did not find the presentational argument altogether
convinecing. If there had to be an MLR increase, it could Jjust
as well be presented as part of the overall strategy of putting
the economy right, and also - although it was primarily intended
to bring the monetary aggregates into line - as a partial response
to the trade figures. In any case, even if the increase were
announced today, the Chancellor would still be held accountable
for it as part of his Budget package. The Prime Minister said
the increase would have to be on Tuesday.

As for the amount, the Prime Minister said she was doubtful
whether a full 2 per cent increase was needed. There seemed
to be little expectation in the press that there would be any
increase; lending to the private sector might possibly diminish
in the next few months as recent special factors unwound; and
the Budget itself ought to improve the prospect for gilt saler.
Moreover, it was very desirable to avoid an unnecessary increase
in view of the likely repercussions on mortgage rates. None the
less, the Prime Minister said she was prepared to accept the
Chancellor's and the Governor's Judgement that a significant
increase was required. Whether it should be 2 per cent or
something less, she would like them to consider finally in the
light of developments over the weekend. *

I am copying this letter to John Beverley in the Governor's
Office.

*I would be grateful if you could let me know of their decision
so that I can inform the Prime Minister on Monday evening.

T :

T.P. LANKESTER

A.M.W. Battishill, Esq.,
HM Treasury.




Treasury Chambers, Parliament Street, SWIP 3AG
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PRIME MINISTER

I am afraid there is more bad news (to place alongside
the trade figures ) to show that our inheritance was much worse

than we had appreciated.

i The money supply figures for banking May show a growth of

1.2 per cent (an annual rate of 11.% per cent since last
October). For banking June the figures will be higher, possibly
2 per cent if we take no action. And the CGBR (£730 million in
banking May) is expected to be £1,300 million in the next month,
even after seasonal adjustment. The figure for bank lending
to the private sector (banking May) is up to £870 million -
nearly twice the average monthly rate forecast.

—_—
5. These figures were considered by Treasury and Bank officials.
And I met Gordon Richardson this morning (together with John

Biffen and Nigel Lawson) to discuss the position.

., Gordon's view was clear - and he emphasised that he would
have had to give the same advice to the last Government, Budget
or no Budget - to the effect that MLR would have toc go up
tomorrow by‘g_per cent to ii_per cent. This is, of course,

bound to raise mortgage rates - not necessarily immediately,
but probably to 13 per cent.
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5. None of us has any doubt that the rate would have to go

up. And anything less than 2 per cent would simply arouse
expectations of more. For it is the only possible response to
money supply figures moving, as they are, right outside even
Denis Healey's target range. That case is, of course, even
stronger for us, since we are working to a target of 7-11 per
cent at an annual ‘rate from mid June 1979 to mid April 1980.

And our commitment to monetary discipline is well known, although
it has yet to be shown in practice.

6. The only question was over the timing of the necessary
response. Nobody argued for it to be announced on Budget Day
(Denis Healey made that mistake last year). After the Budget,
at any time and in any stages, it would look like a wvote of
no confidence in the Budget. Yet all our advisers are agreed
that the Budget should, in itself, be well received and have

a good effect on confidence.

T We are left then with tomorrow. Even then, there is some
risk that the announcement could diminish the impact of the
Budget. But this is not thought likely. For the decision to
raise MLR would be seen as a more or less inevitable response to
the deteriorating monetary situation. And that judgment would
be seen as justified in retrospect by Friday's trade figures.

8. This was a most disagreeable problem to have to face. But
given the choice between rising interest rates and declining

confidence after the Budget, and a firm display of our

T . i =

determinatlon to reassert monetary discipline, in face of an
obvious need, before the Budget, I am as confident as anyone can
be in such cases that we have made the right decision.

0

9. I am copying this minute to Gordon Richardson.

IS ec

il
B e B Sindiog
Approved by the Chancellor of the . {(G.H.)
Exchequer and signed in his absence & June, 1979

SECRET
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10 DOWNING STREET

From the Private Secretary 18 May 1979
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In the course of a conversation which the Prime Minister had
this morning with Mr. CGordon Pepper, two points came up which
the Prime Minister has asked me to pass on to the Treasury for
consideration.

First, Mr. Pepper suggested that one important source of
revenue in the coming Budget might be the sale of commercial
property currently owned by the New Town Development Corporations.
In his view, the institutions would readily take up the purchase
of such properties, and it would also help dampen the current
property boon. He weni on to suggest that a Government company
might be formed to take over commercial property from the
Development Corporations, and this company would then sell
it off to the institutions. The Prime kinister is aware that
legislation would almost certainly be required for this, but
she would like this idea looked into.

Second, Mr. Pepper referred to the possibility of moving
to a (monetary base method of controlling the money supply.’ 1In
his éan:‘this‘ﬁEﬁld be an ipportant Improvement on the present
system. He said that the Bank had been studying this approach
for some time and were planning an article for a forthcoming
Bank of England bulletin. The Prime Minister has asked me to
say that she hopes the Treasury will consider the studies which
the Bank has undertaken urgently; and while she is fully
conscious of the need for the Chancellor to concentrate primarily
on the Budget in the next few weeks, she would like to have
the Chancellor's views in due course on the possibility of moving
to a monetary base method.

I am sending a copy of this letter to David Edmonds
(Department of the Environment), John Beverly (Bank of England)
and Martin Vile (Cabinet Office).

A.M.W. Battishill, Esq.,
HM Treasury.




Treasury Chambers, Parliament Street, SWIP 3AG
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FRIME MINISTER

I have now had an opportunity to consider the immediate

monetary prospect with the Governor and Treasury officials.
A I

2 The money supply figures, to be published next Thursday,
show that the growth of IM3 in the last six months was at an
annual rate of 12.8 per cent - slightly over the top of the

target range. The market is now anticipating such an outcome,
after the publication of the eligible 1liability figures. There
are some indications that the rate of growth may now be slightly

lower, but the underlying rate must still be close to the top of

t?:ﬁ:iﬂge. Moreover, we cannot yet be certain that the growth
(o ank lending to the private sector will continue to fall back

from the exceptional levels it reached in the first few months

of this year.

A ———

L I do not think that this calls for immediate action to
tighten monetary policy ahead of the Budget. But it does mean

that we must err on the side of caution. The Governor and I

have agreed that we should keep MLR at 12 per cent, and that the

Bank should resist any significant downward move in short term

interest rates, should the market point that way. We also

propose to bring in a new long tap stock, to continue the funding

of the PSBR, as soon as market conditions permit, possibly this
Friday.

b, I am sending a copy of this minute to the Governor.

AN

(0:.H.)

[0 may, 1979
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END
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