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MONETARY POLICY 


You r a i s e d the q u e s t i o n at 'E' Committee r e c e n t l y 

why h i g h i n t e r e s t r a t e s were being used to c o n t r o l bank 

l e n d i n g , r a t h e r than d i r e c t r e s t r i c t i o n s - i n terms of 

e i t h e r t o t a l l i a b i l i t i e s or p r e s c r i b e d p r i o r i t i e s amongst 

borrowers. 


The s h o r t answer i s t h a t t h e r e a l r e a d y i s a form of 

d i r e c t c o n t r o l over the growth of banks' l i a b i l i t i e s - the 

Supplementary S p e c i a l Deposit scheme - and there i s 

q u a l i t a t i v e guidance about c a t e g o r i e s of l e n d i n g . To go 

f u r t h e r w i t h more s p e c i f i c c o n t r o l s over p a r t i c u l a r types 


I o f l e n d i n g would both run d i r e c t l y counter to our g e n e r a l 
approach to economic management, and r i s k damage to the 
s t r u c t u r e of the f i n a n c i a l system, without s i g n i f i c a n t l y 
a f f e c t i n g the a v a i l a b i l i t y of l i q u i d i t y and c r e d i t . None 
of these changes would avoid the need f o r high i n t e r e s t 
r a t e s u n t i l money supply had been brought under c o n t r o l . 

Under the Supplementary S p e c i a l Deposit scheme or 

" c o r s e t " , a g u i d e l i n e i s set f o r the growth of each bank's 

i n t e r e s t b e a r i n g e l i g i b l e l i a b i l i t i e s . If such l i a b i l i t i e s 

e::ceed the g u i d e l i n e , the bank has to p l a c e supplementary 

s p e c i a l d e p o s i t s on a p r o g r e s s i v e s c a l e v/ith the Bank: the 

e f f e c t i s to i n c r e a s e s h a r p l y the e f f e c t i v e cost to the bank 

concerned of s e c u r i n g a d d i t i o n a l funds f o r l e n d i n g , once i  t 

has exceeded the g u i d e l i n e . An i n c r e a s i n g number of banks 

are i n or approaching t h i s p o s i t i o n : two of the c l e a r e r s 

are a l r e a d y i n the p e n a l t y zone. 


A bank which needs to cut back on i t s l e n d i n g because 

of the c o r s e t has l i t t l e a l t e r n a t i v e but to r a i s e i n t e r e s t 

r a t e s . I t can c l e a r l y do something by r e s t r i c t i n g new 

f a c i l i t i e s and renewals of e x i s c i n g f a c i l i t i e s , e s p e c i a l l y 

f o r the p e r s o n a l s e c t o r , but the e f f e c t of t h i s i s s m a l l 

because most nf the i n c r e a s e d l e n d i n g w i l l be i n the form 
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o f the i n c r e a s e d use of e x i s t i n g f a c i l i t i e s . However once 

a number of banks s t a r t to r a i s e t h e i r r a t e s to borrowers, 

t h i s spreads r a p i d l y to o t h e r p a r t s of the f i n a n c i a l 

system as the would be customers of those banks seek 

a l t e r n a t i v e f i n a n c e . 


Indeed, one of the reasons f o r r a i s i n g MLR i n the 

Budget was t h a t i  t was c l e a r t h a t i  f bank l e n d i n g continued 

at i t s h i g h l e v e l , the r a t e s charged on bank l e n d i n g and 

other market i n t e r e s t r a t e s would very soon s t a r t to move 

upward as banks found themselves i n c r e a s i n g l y c o n s t r a i n e d 

by the SSD scheme. Thus i  t was p r e f e r a b l e to pre-empt 

such an upward d r i f t i n r a t e s , which might have looked l i k e 

a vote of no confidence i n our economic s t r a t e g y : r a i s i n g 

MLR l a s t month r a t h e r than l e t t i n g t h i n g s d r i f t should mean 

t h a t bank l e n d i n g w i l l t u r n down e a r l i e r and our g i l t s a l e s 

would be b e t t e r , both h e l p i n g to b r i n g forward the time when 

i n t e r e s t r a t e s can be reduced. 


The SSD scheme i s supported by q u a l i t a t i v e guidance 

from the Bank t o banks, i n d i c a t i n g both p r i o r i t y c a t e g o r i e s ­
f i n a n c e f o r working c a p i t a l and investment by manufacturing 

i n d u s t r y , exports and import s a v i n g - and ones t o be r e s t r a i n e d 

i n the i n t e r e s t s of p r i o r i t y c a t e g o r i e s - persons, p r o p e r t y 

companies and p u r e l y f i n a n c i a l t r a n s a c t i o n s . 


T h e r e were more s p e c i f i c c e i l i n g s over bank l e n d i n g 

under the Labour governments i n the l a t e 1960s: they were 

running i n t o i n c r e a s i n g d i f f i c u l t i e s before the 1970 e l e c t i o n , 

and were ended a f t e r i t . The main d i f f i c u l t y w i t h them was 

t h a t t h e i r e f f e c t was as much to encourage f i n a n c e to 

by-pass the c o n t r o l l e d p a r t of the f i n a n c i a l system - whether 

through secondary banks or d i r e c t from company to company ­
as to c o n t r o l the t o t a l amount of c r e d i t i n the economy. 

Thi s by-passing of the banks not only l e d to p r u d e n t i a l 

d i f f i c u l t i e s , which were one of the causes of the 1973 

secondary banking c r i s i s , but i n v o l v e d a degree of 

d i s c r i m i n a t i o n oetween the Danks and t h e i r c o m p e t i t o r s 

which was hard to j u s t i f y , and brought the system i n t o 

d i s r e p u t e . 


But the e s s e n t i a l p o i n t about the l e v e l of i n t e r e s t 

r a t e s i s t h a t , as we a l l agree, c o n s t r a i n t i n the growth 

of the money supply (and so bank l e n d i n g ) i s e s s e n t i a l t o 

the c o n t r o l of i n f l a t i o n : employers i n the p u b l i c and 

p r i v a t e s e c t o r s must r e a l i s e t h a t f i n a n c e w i l l not be 

a v a i l a b l e i r r e s p e c t i v e of the l e v e l of wage s e t t l e m e n t s . 

This i n v o l v e s r e s t r i c t i n g the a v a i l a b i l i t y of f i n a n c e and, 

i n as s o p h i s t i c a t e d and complex a f i n a n c i a l system as o u r s , 

such r e s t r a i n t i n the p r i v a t e s e c t o r can only be achieved 

by p r i c e - i . e . i n t e r e s t r a t e s . The l e v e l of i n t e r e s t 

r a t e s necessary t o achieve the monetary t a r g e t w i l l a l s o 

depend on the c o n s t r a i n t s imposed on the p u b l i c s e c t o r ­
the s i z e and composition of the PSER, and p a r t i c u l a r l y 
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t h e l e v e l o f p u b l i c e x p e n d i t u r e . The p r o s p e c t f o r 

r e d u c t i o n s i n i n t e r e s t r a t e s depends v e r y much on what 

we d e c i d e on t h e l a s t . 


T h us, we a l r e a d y have a f o r m o f d i r e c t c o n t r o l o v e r 

b a n k s ' b a l a n c e s h e e t s - t h e S u p p l e m e n t a r y S p e c i a l D e p o s i t 

scheme - b u t t h i s i s n o t an a l t e r n a t i v e t o i n c r e a s e s i n 

i n t e r e s t r a t e s . I n d e e d i  t c a n c a u s e them. To s h i f t t o 

more d i r e c t c o n t r o l s would r i s k s i m i l a r u n f o r t u n a t e 

c o n s e q u e n c e s t o t h o s e o f t h e L a b o u r Government's c o n t r o l s 

i n t h e l a t e 1960s. 


I t w o u l d i n v o l v e i n t e r v e n t i o n o f a k i n d w h i c h we a l l 

r e g a r d as c o u n t e r - p r o d u c t i v e and i  t wou l d n o t a c h i e v e t h e 

n e c e s s a r y o b j e c t i v e o f c o n t r o l l i n g t h e u n d e r l y i n g m o n e t a r y 

c o n d i t i o n s . 


I am s e n d i n g c o p i e s o f t h i s l e t t e r t o t h e Prime 

M i n i s t e r , t h e o t h e r members o f 'E* Committee and S i r Jo h n 

Hunt. 


^.(GEOFFREY HOWE) 

[App r o v e d by t h e C h a n c e l l o r o f t h e 

E x c h e q u e r and s i g n e d i n h i s a b s e n c e ] 
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