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—

In my statement to the House on 15 November 1last year,
I promised to issue a consultative document on monetary control
I attach a copy of the document which T propose to publish as
a Green Paper on Thursday 20 March, This will ensure that it
is out of the way before the Budget.
\

2: The document is in two parts. The first short section is

a statement about the role of monetary policy and monetary
targets. The second is a paper by the Treasury and the Bank

on the basis of which consultations will take place. A number of
changes in the present arrangements are proposed. But the analysis
Suggests that the more ambitious changes in the system which
have been but forward by commentators are unlikely to improve
CUrishort tempm monetary control. The discussions will however
fhable us to tegt the arguments and see whether there are any
Schemes - Particularly those of the monetary base type - which
¥ould pe an improvement on the present arrangements.
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MONETARY Controy

INTRODUCTION

methods of controlling the maney supply, ang that the Bank and Treasury

would issue a discussion Paper for consultation about possible changes in the

methods of control.

The Role of Monetary Policy

2 The Government considers that a progressive reduction in the rate of
growth of the money stock is essential to achieving a permanent reduction in
inflation. It is thus a prerequisite to a sustained revival of the British
economy. Other Government policies, such as those to restore incentives,
support this objective. But control of inflation, and thus control over

monetary growth, is indispensable.

3. The relationship between the rate of growth of the money stock and
the growth of prices and incomes is complex. They can diverge in the short
run, but there are strong grounds for believing that they will not diverge
SiBﬂifica.ntly over a period of years. The Government's policy is therefore to
Sustain downward pressure on prices by a progressive reduction of the rate

of growth of the money supply over a period of years.

Monetax-z Control

the means to
4 The first requirement is that the authorities should have

bring down the
control the money supply over the medium term in order to bring

t their disposal
trend, Second, it is desirable for the authorities to have a

wth as the
in!trumem. to moderate short term fluctuations in monetary gro
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ced. Excessive short term fluctuationg may
Cayg,

trend is being redu

out the Government's resolve and its ability 4, Pl
Ntro,

uncertainty ab

k ) 1gh its effect on expectations in t i
. : k t he fll’lanc'ax
monetary g 1
t A ny generally, can set up conditions which both
marke S

the medium term objective for the money supply harder to R
e .

make

d delay its effectiveness in reducing the rate of inflation.
an

5 The main instruments must continue to be fiscal policy and intereat

rates. The Government is satisfied that these provide the means to achieve

its medium term monetary objectives. In particular it intends to bring down

over time the Public Sector Borrowing Requirement (PSBR) as a proportion

of national output. But there may be room for improvement in monetary

control over shorter periods.

Measuring Money

6. No single statistical measure of the money supply can be expected

fully to encapsulate monetary conditions, and thus provide a uniquely

correct basis for controlling the complex relationships between monetary

growth and prices and nominal incomes. The degree of substitutability

ive
between forms of money or liquidity just inside or outside the respect!

one
measures of money and liquidity mean that it is insufficient to rely on

. <4iag have 0
measure alone: in assessing monetary conditions the authorities

gard but the
have regard to a range - including not only the narrow measure (M1) B¢
wider ; ures ©
measures of money (M3, £M3) and various still wider meas :
1dings °
Private sector liquidity, which include, for example, non-bank hol :
0C

asury bills 1

P ! an
s » and short term investments in building societies i
xP

authori it e
ties. 1t is also desirable to monitor measures of credit
such as DCE,

jods
. o short pe

The ways in which these monetary aggregates move ov!
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can diverge significantly: £M3 i currently growing fagy
er than the other
S.

(Fispe AIVERGERCESs SES FRSCY CERITEN changes in rejat
ative interest ra:
tes,

But they also reflect secular trends in banking and finay ial
Cial practices, such

as changes in the relative attractiveness of different f
orms of mone:
'Y and

liquidity, on grounds other than interest rates, :
» @ Incomes and wea]
th grow

and the financial system evolves. Policjes dire
cted to controllin,
g any one of

the aggregates by adjusting the PSBR and interest rates wil et
0 control

the others over 3 period; SIUEIE . necessarily to the same
numerical
rate of growth. The rates of growth of all the wider measures will b
w e

SEisctell % hrostly M s by changes in the growth of private sector

incomes and financial wealth - of which the PSBR is a major counterpart

Monetary Targets

8. The Government believes that its monetary policy can best be
formulated if it sets targets for the growth of one of the aggregates, against
which progress can be assessed. This gives the clearest guidance to those
concerned in both financial markets and domestic industry, on which to
assess the direction of Government policy and to formulate expectations. It
is for this reason that in recent years the United Kingdon, along with most

other industrialised countries, has published monetary targets.

9 As no one aggregate is by itself a sufficient measure of monetary
conditions it could be argued that there should be targets for several or all.
But this would make it much more difficult for the market and the public to
3PPraise the determination of the authorities to meet their monetary
objectives, In the short run, the various aggregates respond differently =l
With different speeds to changes in interest rates so that seemingly
inconlhtem measures might be needed to meet the various targets. The
Government therefore believes that targets are best set in (€75 e

WO‘;‘ e.
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10. It one aggregate i3 0 be.chosen far the targat, theve Sl
: S to
3 best suits the present cj
; cement that £M circumst
considerable agr ' ances of the
It is well understood in the markets,

United Kingdom- 1t indicate linkg

with the other policies - fiscal policy, debt marketing policies, po;
1es to

e market management -

pank credit and exchang and gives 5 8enery

restrain

assurance that the macro—economic policies available to the Goves
Mment

will be used in a way which mutually support each other in the reductj,
n of

inflation. It is also relatively easy to define in terms of the banking Syste,
m,

This is not to say that the definition may not need to be adjusted from tig
e

to time as circumstances change, nor that it will remain the poy

appropriate aggregate in the face of long term changes in the institutiona

structure: but subject to these considerations, the Government will continye

to express its monetary target in terms of this aggregate.

11. For the present therefore, the Government intends:-
a. to formulate the monetary target in relation to one aggregate;

b.  to continue to use £M3 for this purpose;

Ce to take account of growth of other aggregates, directing policy
. f

to progressive and sustained reduction in the rate of growth ©

all, although not necessarily by the same amount.

tes O°
12 The paper by the Bank and the Treasury which follows concentr?

§ b 4 It
the problems of short term monetary control referred to in paragr®? §
o

exam - ent$
ines the scope for an improvement in monetary instru?®

e
partic lar the Rese’

Proposes certain changes to existing instruments, in o
pank®
Assets Ratio and the cash requirement which the London Clearing ed

dir
< the rol€ &

torf
1eme”
the preseﬂ‘ SupP! g

required

to hold with the Bank of England. It consider
controls and examines
Special Deposits

various alternatives to
scheme, including forms of monetar

concludes
L identifying the issues on which the Bank 2°
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1. THE CONTROL OF THE MONEY suppyy

1.1 There are a number of policy instruments available to ¢
e

in influencing monetary conditions,

policy, debt management,

direct controls on the financial System, and operations in the forej
eign

exchange market.

1.2 Apart from notes and coin, the £M3 money stock consists of liabilities 28

of the banking system. In considering how the above instruments affect

monetary conditions, it is sometimes helpful to examine how a particular

control will affect items on the asset side of the banking system balance

-
sheet - the credit counterparts of the money stock. Indeed, by accounting |
identity, the change in EM3 equals the PSBR less sales of public sector debt 30
outside the banking system plus the increase in bank lending to the private

and overseas sectors plus the net external inflow to the private sector less e 4

the increase in banks' non-deposit liabilities. Useful though this widely

i
known identity is, it must be emphasized that the counterparts are not e
independent. Policy action on one of them will typically induce changes in _Sg
the others so that a change in any one rarely has an exactly equal effect on T_v dil
the money supply. 33

The Main Instruments ﬂ
d i)
13 Fiscal policy has a major bearing on the growth of ok
ernment affects
S*Penditure policies are the main means by which the Governmen i
f the
the pPspR _ though those policies also affect the otfiet coumtespasts of the | £

X affect
™oney stock. For example a change in taxation of companies can

may have a
theijr demang for bank loans. A particular change in fiscal policy may : 36 |
PSBR mer is usuall !
.inmc“tly different effect on £M3 than on the . and
) ; precision
*maller, to forecast the PSBR with

It is impossible, however,
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ry difficult t0 control it closely. Its size in any perjoq depeng,
therefore :190: b activity and the inflation rate as well a5 the fiscy
il levAnd over short periods - @ year or less. it can Suctuats Markedyy,
stance. B e aasaonal factors, due to minor variationg in the
even after h of Government expenditure and receipts,

pattern from month to mont

t years the PSBR has been large, but substantial sales of gilts
1.4 In recen

t v nabled a hlgh proportion of i to
i ector debt have e t be
and other publlc S

A ales of gilt-edged stock have i
i banking system. But s ,
financed outside the

ccasions on which the irregularities
: d there have been o
been irregular, an

have accentuated fluctuations in the growth of the money supply. If the
ave

the target range investors will
to grow faster than
money supply starts

ect interest rates to rise and so hold back from buying gilts: this further
oxp

accelerates the growth of the money supply. On the other hand, there have

i tage
been other occasions when the authorities have been able to take advantag

= the gilts
of the effect of expectations - for example about the PSBR - on g

k under
market to bring about sales which have brought the money supply bac

s ith other
control far more quickly than would have been possible Wi

instruments.

 Jered
d considere
L5 In its Quarterly Bulletin last June, the Bank of Englan

the
elated to
various suggestions for securing a flow of sales more closely T

&
The Bank has il

requirements of shorter term monetary control.

invited reactions to that paper.

m oney sup
- gitfer®®

n
the

he
1.6 Short term interest rates have a complex effect on ¢

: jons
they affect all the counterparts but in differing direction® ress®
R
degrees and with varying time profiles. A rise in rates ¥

i
ct the
PSBR through the cost of Government borrowing and o om! s
t and €
amount of tax receipts. It will also affect both the amou?

ONFINENTIAL
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of external flows and so the exchange rate, 4 yiq, will tend ¢ ;
Fo 2 O Increase gilt
sales both by raising ylelds and also by affecting €Xpectations 5y,

about futyre

ends in interest rates. In the short

s un, however, the effect may pe

perverse if the rise is viewed as a harbinger of yet higher long term rat
rates. It

will aleo; decrease, the leveliofibank lending to the Private sector but this ;
s is

likely to take some months to occur,

1.7 Bank lending to the private sector is determined by a number of
factors including the financial position of the company sector, consumer
confidence and inflationary expectations, as well as interest rates

It

appears to respond only slowly to changes in interest rates. Moreover, the
growth of lending exhibits sharp month to month fluctuations in response to

normal commercial demand from industrial and other customers. Because of
this and the delay before interest rates have their full effects, it is not
feasible for the authorities to exercise an exact control over it through

interest rates in the short run.

1.8 External flows can exert a powerful influence on domestic monetary
conditions, both directly through their impact on monetary growth and
indirectly through changes in the exchange rate. Provided that intervention
is small or self-balancing so that the exchange rate mainly reﬂegts market
forces, the direct effects of external flows on the money supply are likely to

an
be small, However, there is no way in which the domestic money supply ¢
in total there is
be completely isolated from external flows because, even if in tot

between the
R0 net inflow or outflow, changes in the composition of flows

oney supply-
Various sectors of the economy and abroad will still affect the money

\.The Efflcasx of the Main Instruments -

19 Using the basic weapons of fiscal policy; gilt
es can achieve the first

edged funding and short

t requisite
FM interest rates, the monetary authoriti
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y supply - control, say, over a year or more,

of control of the mone

there have been substantial swings in the rate of oy
Ctap.

1.10 However,

Y
y from month to month, but also from quarter e
er,

growth, not onl

both the volatility and short term unpredictability o al y,
en bo .

Giv
terparts, it is almost certainly unrealistic to think in termg of a smooy
coun y
th from month to month. This could only be achieved, if at all, by masgiy,
pa

wings in interest rates, and then would probably involve significant SWitches
s
back and forth between closely substitutable forms of liquidity just inside

and just outside the definition of the target.

€ 1.11 Such month to month control is not necessary to achieve the desired
gECTT restraining impact of monetary growth on the growth of prices and nominal

! incomes, since that is essentially a medium term relationship. But there

S NP—
would be advantage in shortening the period within which it is possible to
’ exercise control if it were practicable to find ways of doing this. If there

were smoother growth of the money supply from quarter to quarter, there

would be more complete confidence in the Authorities' instruments, and 50
in the

expectations could be affected favourably to a greater extent - both in

financial markets and elsewhere in the economy.

Quantitative Controls

sted,_ to
112 Various forms of quantitative controls have been used, OF Sug8®

be
]s can
supplement the main instruments of monetary policy. Such contr®

-8
7 erned
applied either to the assets side of the financial institutions conc

ities 7
H )
; with the ceilings on bank lending in the 1960s - or to their Jiabil

al prol o d

ot . ementary Special Deposits (SSD) scheme. The gene* n?
.« pinction

€0ns are, however, the same in either case. A more useful disti® 10

retu”
rawn between Permanent and temporary controls, 2 point

below,
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118, The nysinpurpose for immd“‘:ing such controls in th;
s cof

untry has been

to reduce the need to raise interest rates, at least in &
e

' short term, by
causing banks to ration their lending,

It has generally been Tecognised that
¢l

in time, lending rates would still tenq to rise

But controls have more

recently been seen as a way of bridging the time-lag before other li
policies

have their effect. They have also, on Occasion, pProvided reassurance to
financial markets that the Government is concerned to hold to its monetary
policy, thereby helping to end a hiatus in gilt sales, A Particular reason

behind the form of the SSD scheme was the desire to affect relative interest 28
rates - especially those on bank deposits vis-a-vis other short-term assets - |
to a greater extent than could be achieved through the more general

instruments of MLR and open market operations.

1.14 If such a control is effective, it will almost certainly reduce 30
competition within the controlled sector and between that sector and
uncontrolled institutions doing similar business. It will involve some
resource cost and loss of efficiency. There may also be prudential risks for - -~

almost by definition -uncontrolled forms of business are less likely to be det UL -

within the ambit of regulation by the monetary authorities. 32
Tﬁﬁ
L.15 If the control becomes permanent, the resource costs and prudential 38
risks may in time be considerable. There is also the danger that funds are r\
disintermedjated, that is, business increasingly moves out of the controlled il ‘7
sector. The aggregate most directly affected by the control (EM3 in the 34

Akl
. asure of the L
case of the SSD scheme) becomes an increasingly distorted me

and causes both 1
Monetary position. This distortion soon becomes apparent, o

the statistic and the policy to decline in value

resource costs and -

116 1f the control is occasional and temporarys

of the target
Prudential risks would be much less significant: e 37
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emplified by the build-up of
may still occur s €X the 5
aggregate y O~cal]q dbll
SD scheme was reintroduced,

hen the S
o 118, "WAsH A dlffere

pbecause the controlled institutiong may
antjg;
Pate

Jeak sinC

problem arises, however,

the reintroduction of the control and, at the worst, actually Precipitay
th

they have been expecting. Something of this sort occurreq
in th

action
first few months of 1978. There 1s no obvious solution to the Probleg, )

final difficulty with temporary controls is that, if conditions do not imp
rove

as quickly as was hoped when the controls were adopted, it becomes difficy
t

to take them off, because of the likelihood of reintermediation angq risk of
o

appearing to ease the stance of policy.

1.17 The distortion of monetary indicators by a quantitative control is less
misleading if it can be measured. For example, with the SSD scheme, it has
at least been possible to monitor the main form of disintermediation
hitherto: the bill leak. However, other forms are less easily measurable
especially now that United Kingdom residents are free to transact business

abroad in sterling or in foreign currency.

Possible Developments

_have
1.18 Other forms of control - ratio controls of one sort of another -h?

. ed
different purposes. They are designed to enable interest rates to be chang

t x interest
more quickly that at present or to generate the changes in market 1%

jef
e chi
rates necessary to achieve the monetary target. This is seen # %

merit in some versions of monetary base control and is considered e
sections 4 and 5,

ahic

L19 In contr?
the real world, there are no techniques of monetay '

invol ons’d
olve no risk at all of disintermediation. But the a“thormes i jves A
t
any new igni . %
technique must avoid providing a si Ll ,,elh"

mntegm es
ediation. Another consideration is that some chang

CONFIDENTIAL

the exchange rate mechanism of the Eurg
Pean Monet
ary Sys

ste:
could have to be changed again if the s m that they
Tnment de

conditions for joining were appropriate, Cided that the
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THE SUPPLEMENTARY: spgciitieet SCHEME
2

1 Under this scheme, now widely known as the "corgetn
2.

» the authoritjeg

a guideline for the rate of 8rowth of the banks"™ interest
set

8 ehllble
liab! liti ’ P en age rate of growtkt
jabilities expressed as a percent

the average leye]
ecified base period. To the extent that the growth for a Particular
in a sp §

k or other controlled institution, as measyreqd by the moving average of
bank o

levels on 3 successive monthly make-up days, exceeds the guideline, that
the le

k has to place non-interest bearing SSDs with the Bank of England. The ]
ban

-
f call for SSDs rises progressively with the amount of the excess, and
rate o

50% of any excess over 5%. In Practice this means that for a bank which
is o

the guideline the effective cost of securing additional funds for on-
is over

ding is significantly above market interest rates - in the highest penalty
lending

one it is nearly two and a half times market rates.
z

irst i i ber 1973
2.2 The scheme succeeded, after it was first introduced in Decem y

edia Vi e ange in tive interest rates,
in i i iate objecti e of causing the ¢ -4
in its immed:; h relal

N Ll
-tri . It appears also to ' E .
necessary to remove the incentive for round-tripping o L
he banks of new type -

have had the effect of inhibiting the development by the i

s into uncon ]
f business. But a major effect has been to divert flow
o .

ir holdings of short term
1 ccasions, the banks have reduced their h
channels. On o 5 dings

ide the banking
by others outs
Public sector debt which has been taken up by the underlying liquidity 3
ffect on
: but had little e
System. This reduced £M3,

that liquidity
ence for
of the economy since there is virtually no differ

the
Bill itself, or

a Treasury

between, say, an industrial company holding

holding the
d that bank

of deposit an

ompany holding a bank's certificate

been
dance has
form of avoil

Tr“'“'? Bill. More recently, the most obvious for

ted '

of bank-accep 36

system |

the growth in holdings outside the banking o -

less
are no
Commercia] bills. To the holder such bills
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i le t
ertificate of deposit of comparatle term) and ifoREHs borrgy,
depoﬂit or C 5

e subst tu i edit.
i te for dlrect bank cr
very clos! 1

they are a

ossible forms of such disinterm iat;
but two of many P "latiog
2.3 These are ‘

ini heme would
by redefining the sc only lagg
t to stop them "
Any attemp

hich would be more likely to ¢
:ation into other forms w AITY the
disintermediation

i vious section. They are difficult tom
eferred to in the previ y
problems r €asure

their extent would be unknown. There could be prudential risks, eithe
so their

for those involved or for the financial system as a whole.
or

2.4 It was originally envisaged that the scheme should not be applied
continuously. It would be operated for relatively short periods when there
was particular upward pressure on the money supply. But it would be held in
suspense for the rest of the time. However, as mentioned in Sectionl, it
has run into the inherent difficulties with temporary controls, namely
anticipation of reimposition and the likely resurgence of the controlled
statistic when the scheme ends.

2.5 The Chancellor of the Exchequer therefore announced on 17 November
that this scheme should not have a permanent place in the techniques fof

controlling the money supply.
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3. SHORT TERM INTEREST Rargg AND Ty
E OTHER Eximyg
CONTROLS

3.1 The level of short term interest rates at any Hietg
S det

interaction between the markets anq the authorities

The short term
interest rates generated by the markets are ot necessarily tho
se n

eeded to
Markets respond to the current supply ang
demand for particular types of funds and their €Xpectations about futyr

e

achieve the monetary target.

movements in interest rates, Market Operators will take 2 Vien'ot futs
e

trends in the domestic and world economies - notably the domestic inflation

rate, and interest rates elsewhere - but also any actions which they believe

the authorities need to take to achieve the monetary targets.

3.2 The Bank's main instrument to vary short-term interest rates is

discretionary alteration of Minimum Lending Rate (MLR), made effective
through money market operations conducted through the discount market.
The Bank has available to help in this two requirements on the banks, namely
the Reserve Assets Ratio (RAR), with the associated power to call for
Special Deposits, and the requirement on the London Clearing Banks to hold
cash balances with the Bank of England. (These are discussed in greater

detail in Annex A).

33 The banks will normally respond to a rise in MLR, and hence in the
€ost of money to them, by raising their lending and deposit rates. The e
n lending rates will tend to reduce the demand for bank loans and thus the
8rowth in £M3, This may be reinforced by an increase in S temd. for
Blt-edged securities by the private sector as yields rise. On the other hand
the rise in deposit rates makes holdings of such interest-bearing “P"'::
Mmore attractive, and, when bank liquidity comes under pressure and

elds offered for
e respond by bidding in money markets for funds, the yi
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hose deposits may rise relatively sharply. Such liability Manage
- Hde Ment
has been an increasinsly frequent response in recent Yearg

= leg

gs in short-term interest rates. It also reduceg the gy,
abjlj
i

which

produce large swin,

of the authorities to "fine tune" the money supply.

The Reserve Assets Ratio and Special Deposits

54 The RAR had its origins in the banks' customary holdings of jqyy

B s prudential reasons and was adapted to its present form, apq

applied uniformly to all listed banks, in 1971. Under it, banks are requireq

to hold the equivalent of at least 12#% of their eligible liabilities, on a daily

basis, in reserve assets. Reserve assets consist essentially of balances at the

Bank of England securities which the Bank is customarily prepared to buy in
its open market operations, or money at call with the discount market,

which has access to the Bank's lender of last resort facility.

3.5 Special Deposits, introduced in 1960, involve those banks subject to the

requirement depositing funds with the Bank of England, on an interest-

bearing basis, at some specified percentage of their eligible liabilities.

While the funds are with the Bank, they are not available to the banks, and

hence an increase in the rate of call for Special Deposits acts to gt

liquidity of the banks as a whole. Until September 1971, only the cleari®

g he
banks were subject to calls for Special Deposits. But since ol
requirement has applied to all banks on the statistical list.
rolled
3.6 The RAR was never designed to serve as an officiallyc?”
m
onetary base through which the pyramid of credit created
might be directly limited. Instead, in conjunction with special

intere
RAR was regarded as an element in the control of short-term® int
e the le¥

by the e
peposit
st rate®
It enabled the author infipes g
ities to vary bank liquidity and so influe?

short-term interest rates in the required direction.
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3.7 It has been argued tha
t the RAR g
distortg t
h

in question.

3.8 Thus, alt was i etary contro
; hough the RAR as Introduced in 1971 as a monet
Control,

the assets whi it i
which it includes also Tepresent the banks' first i i
. ine liquidity,
This has undoubtedly caused confusion, The authorities h.
ave accordingly

reviewed the operation of the RA
R and, for the re,
asons set out in Annex A
t]

consider that it i i
that it is not necessar to retain it for the purposes of influenci
y cing

short term interest rates.

3. : A
9 It is therefore proposed, irrespective of whether it is decided, in due

course, to introduce any of the changes discussed in sections 4 and 5, to end
the requirement to meet the RAR. But it remains essential to ensure that
adequate prudential standards of liquidity are maintained. The Bank of
England are issuing a separate consultative document on prudential liquidity
requirements in parallel with this paper: as soon as consultations on it have
been completed, and the proposed new prudential requirements ‘are agreed
and Specified, the RAR would lapse. It is, however, proposed that the
SPecial Deposits system should be retained to guard against possible adverse

effects of excess liquidity in the banking system as a whole.

The Cash Requirement

3§
10 The London Clearing Banks are currently

With the Bank of England amounting to 14% of their eligible liabilities. In
ances with the Bank to

ired to hold balances

Part
» but only part, this reflects their need for bal
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tions. This cash requirement, rather thap g, RAR
ations.

4 r
cover clearing OP€

e fulcrum on which th

] ii

e Bank of England works when jt Seeks

s thi 9
effectively :

term interest rates through its money market OPeratio,

t short ter i

e more equitable to apply the requirement more gene"illy

affec

However, it may P 5 ® :
4 to discuss replacing the existing requirement hyions that 4
It is propose oy i
ed deposit-taking institutions above a minimum gj5e shoulg
icens
banks and licen

d to hold cash balances with the Bank. The Bank of Englang will
be require

detailed paper for discussion with those concerned about the
e
jssue a more

ion of the requirement.
d calculation o
amount, form an
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in the base. But the
_ the timing of changes is determined by movements in

4.MONETARY BASE CONTRQL,

The Concept

4.1 In concept a monetary base scheme is very sim

least a known proportion of their deposits (which,

» Currency in the hands of

the public apart, constitute the money supply) in base
Money,

howeyer

specified, either because there is 2 mandatory requirement op tj,
on them

or because they can be relieq on to do so gyer a period f
or pri

udential
reasons. The authorities then either: -

a. control the amount of base money in existence and so the total

-
growth of the money supply, since the banks' balance sheets cannot
exceed a specified multiple of the base; 29
-
or b. use divergences of the base money figure from the desired trend
as a trigger for a change in interest rates intended to correct the 30 |
divergence. o R
4 B s
4.2 In the former case, if there is a tendency for the money supply to grow 3' 1
—

too fast, banks compete in an attempt to secure the base assets which they :
require to match the growth in deposits. This generates changes in relative 32

and absolute levels of interest rates. The first case therefore is intended to T—‘

Provide a means for the markets to generate the interest rates necessary to Rine
bring the rate of the growth of the money supply back towards the desired 3
path. Wl
43 The latter case provides an arrangement for more rapid and automatic E:—\

) ’ h ary changes since
adjustments in interest rates than the present discretio

- termined b’ a scale
amount of the change could either be discret L

" .t process balancing
Set in advance by the authorities, rather than by a "'éﬂ"‘ 5

y pA

I
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h a base asset.
demand for suc¢
the supply and

4 A monetary base scheme in which the extent of intereg rate
4. Chay

ey

:s determined by the markets is directed to both the Sh°’t°°mings ref
is eler,

. : Teq
to in paragraph 1.19 above ~ RERDLy ke St olinsasy ol HTSree Chang
o s anq

the problem of fixing their amount. (Such systems are referred o .
Ow a

monetary base control systems). But the variants where only e timip
g of

interest rate changes is determined by changes in the base stjy face y,
e

authorities with the problem of setting the amount either each time or by
2

predetermined formula. (Such systems might more accurately be describeg

as monetary base indicator systems and are so referred to below),

4.5 The translation of this apparently simple concept into practice raises s
number of inter-related problems: as to how the scheme should be specified,
as to how the authorities would control the base if the variant was of the
first type, and as to how the banks and other financial institutions would
behave in the changed environment. There are therefore a large number of
potential schemes within the monetary base approach. These are discussed

in more detail in Annex B.

Schemes without a Mandatory Requirement

: base
4.6 In one family of monetary base proposals, the bankers s =

assets stems from their own requirements for operating HEs busi"‘s;
rather than from a mandatory requirement imposed by the authoritiesl-ling
such schemes are to control the growth of the money supply b7 con":;irly'
the size of the base, bankers' operating requirements st b4
with the

Kely ¥

Pre“nt

stable relationship over fime to their total liabillties. pe

. mOSt unh

plyins &
onér 2

fi s g < s
nancial structure in the United Kingdom, this 1 the
achi : : : a

eved since, if the present mandatory l‘tz(l‘-“""“"ent P

ener’
Clearing Banks were removed and not replaced by 2 mOLeEE
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bank's requirement for cash balasces woulg derens o
ar more on the t
otal

level of transactions and type of business than
on the size ;
of its

balan,
sheet. For a tolerably stable relatiomhip to exist, it E
’ would prob

; ; ably be
necessary for the banks' holdings of the base to stem from thej
ir

. e need for
liquidity rather than for transactions balances Thi
o S sort of relationshi
p has

been achieved in Switzerland, because cash at th,
€ Central bank is virtuall
y

the only form of domestic primary liquidity. It coulq only be achieved
eved in

this country if there were a major change in the structure of the
money
markets, including withdrawing the lender of last resort facility. It is thi
. 15 S

facility which makes a range of money market instruments Primary liquidity

in the hands of a financial institution. Cash with the central bank would

then become the only effective form of primary liquidity.

4.7 Even if this were done, and it were practicable to control the base
sufficiently closely, it is doubtful whether it would produce a more even
growth of the money supply. The banks' liquidity requirements are not
absolute and would, in the absence of a mandatory ratio, vary somewhat
from time to time: for example, if the banks' primary liquidity ratio moved
from 10% to 9% over a period, it would permit the percentage monetary
growth to be some 10 percentage points more than the growth of the base

over that period.

P n i t
4.8 It is, of course, true that the authorities' actions to influence the rate

ich would
of growth of the'base would, normally, tend to peodicsaffacts which ¥o

i t in the
help to control the rate of growth of the money supply itself, at leas

S be in the right
Sense that the moyement in interest rates would i general

d not be relied
direction. But the interest rate changes sO generated. ot

pecause of the
Upon to produce smooth short term monetary grsh

the base and the money stock to

differing potential short run response of

changes in interest rates.
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9 A change t° a monetary base system of this type woulq theref,
4. forg
St ffects, resulting in a less flexip 2y
. g institutional e ’ xible mq,
51gmf1cant in ey .

e

There would be 2 P
e

as a Predictable relationship between money and the base apg the,
w e woy

eriod of years before it could be established ! t,
at th,

be no assurance that monetary control would necessarily pe Dette
e T at th
J

end. It is possible that it would be, but there can be no certainty &
. ) Biven g,

scale of changes in institutional structure required. We therefore a
C ude’

given the known costs and uncertain benefits, that the case for 5 L
Me on

this basis has not been made out.

Schemes with a mandatory requirement

4.10 A mandatory relationship between the base and deposits coulq be
expressed in three ways:
a. lagged accounting - as in the United States - where current base

requirements are fixed by reference to deposits in a previous period;

b. current accounting- as with the RAR requirement - where
required base assets relate to the same make-up date as the relevant
deposits;

c. lead accounting where the holding of base assets would put 2

limit on deposits at some future date.

. jve &
4.11 The attraction of lead accounting would be that it would &

£ ly &
warning about the immediate future development of the money SUPP
die
2 to pré
foreseen by banks. But this would depend on the ability olibity hat
< ve the
£ eve
their future balance sheets and then to control them 0 achl

forecast. This is difficult for the banks, given:-
or te”

afts
2. uncertainty about calls on facilities - whether overd

loans;
pe

financ® for !

b, that the banking system provides residual
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Exchequer (including the Exchange Equalisatio,
n Account) wh,
se

position neither the banks nor the authorities can
Predict very

accurately in the short term,

1f, despite these difficulties, the forecasts were to have any val
value it would

be necessary to have penalties for both under ang over prediction. But if the
penalties were of any significance the banks would protect themselves by
artifical adjustment, disintermediation or reintermediation, to ensure that
they kept to their forecast: the scale of such artifical adjustment might
well be sufficient to cause serious distortions. We therefore consider that a

scheme with lead accounting would not meet the requirement that any new

system of control should not risk disintermediation on a significant scale.

4.12 Lagged or current accounting requirements run into a somewhat
different problem. In the case of a lagged requirement, the total balance
sheets of all the banks on one make-up day would determine the holding of
monetary base assets they were required to hold on some later date. So, the

amount of base assets required on a particular day would be pre-determined

by what has already happ d, and that t might well not correspond to

the level of the base desired by the authorities at that time. The situation

with current accounting is similar, since by the time that the banks would

know their requirement for base, it would be too late to change it, if the

total differed from the level desired by the authorities.

idging the
4.13 Several alternative methods have been suggested for bridging i

hat needed by the banks to

between the base desired by the authorities and t
Annex B.

i tail in
Teet their requirements. These are considered in ke
In broad terms the alternatives are either:

lending to the
)  to provide the banks with the assets they i

penll ates
system on a scale of Pﬂ’l"‘"i"ly :
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3 bsolute but wisn -
uirement less than a ut with iy
ake the req Cl‘easin

(i) tom

;- dividual banks for divergences from the
{es on individu norm,
penalnes m

tual base was above that deg;
.\ so long as the ac red by th
414 Under (i), s e

: uld be entire]
hich the Bank lends wo ely deterp;
a1 he rate at W Ineq
authorities, t :

he scale which the authorities hagq laid
arket, but by t down,
not by the m

: inant of other short-term money market
. major determi Tl
This would be a

i e ates WOLlld, as now, reflec( the 3
ociated change 1n longer r marketg
but the ass! t

Under (ii), the market would have a larger role to play, byt there
response.

uld be a risk of significant disintermediation to avoid the Penalties o
wo

dividual banks Monetary base control systems also encounter the general
individu .

blem resulting from liability management identified in paragraph 3.3,
pro

4.15 There would also be practical operational difficulties common to all
these schemes. The authorities cannot estimate accurately on a day to day

basis either the actual base that would be consistent with the (seasonally

adjusted) target path for the money supply or the base that the banking

i d need

system may obtain; or, with current accounting what the banks woul
erratic

to match their requirements. This is, in part, because of the large,

and unpredictable swings in cash flow on some days.

h
d B are suc
4.16 These difficulties, which are set out more fully in Annex

Y
ith a mandator
that we doubt whether a monetary base control system with

sults. Noe o

requirement to hold base assets would produce the desired re doing
ect of ©
the schemes so far suggested appear to give a reasonable prosP such
: 3 in O] erating
S0. Moreover, there would be severe practical difficulties, I g

wh
jews OP
schemes with any precisipn. However we would welcome V1

edy
S8 be ’u,moum

the difficulties which are set out more fully in Annex B,

and, if so, by what form of scheme.
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5. INDICATOR SYSTEMS

A System related to the Base
5.1 The problems for the authorities of controllj
Ing the base ang oF velait
elating
interest rate changes to divergences of the base from the desireq |
esired leve] ag

they occur could be avoided by an alternative approach - using the
mone:

tary
base for an indicator system. Under this, the monetary base would t b
no e

directly controlled, but would be measured in arrears and divergen ;
ces from

the desired level used to trigger changes in the Bank of England's lending

rate and so other interest rates. The requirement to hold the base would be

mandatory, for the reasons discussed already. Lender of Tastiiresort

facilities would be available. The desired path, for the base would be

calculated to correspond to a smooth path seasonally adjusted for the growth
of the target variable, £EM3 if divergence would trigger an adjustment by the
Bank of its lending rate size of the adjustment would be dependant to the
amount of the divergence by a predetermined scale. The resultant change in
other interest rates would depend on the markets' response. It might well

lead to quicker adjustments in short term interest rates than at present.

5.2 However, if the divergence between the actual monetary base and the
target monetary base could helpfully be used to determine short term
3 it:

interest rates, then the divergence between the actual growth of £M3 and its

i thi
Intended trend could be used directly and thus more appropriately for this

+ would be
Purpose - as well as being operationally simpler. Moreover, there

s : i for such a
relatively little time lag between the availability of figures Zor
tem could
Monetary base and for the money supply jtself.  Such a sys

5 ificant changes
Certainly pe operated, and would not necessarily involve signi

in the financial system.
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ated to EM3

A system relatec ===

e were to give a significant time ad"antage o
() th
o

5.3 If the schem

which discretionary decisions by the authoritjeg are
as,

present system, in ed

thly data, it might be desirable to base the figures on the e
on mon y

for the money supply, which are currently collected by the Bank o
series o

land on a sample basis - although they are still experimental, anq furty
Englan er

X would be required before they were ready to be used in thig Wway, By

worl

the system would be as fallible as the data on which it was based, There o
e

problems of accuracy of measurement and of seasonal adeStment, which

would be serious with a newly introduced statistical series. This is further

discussed in Annex B.

5.4 Such a scheme might broadly work in the following way. There would
be a pre-set graduated scale of adjustments to the Bank's lending rate to
deviations of £M3 from its target path. This scale would be varied as

L experience was gained. Initially at least, the scale would also have an upper

e

limit in order to reduce uncertainty. Apart from this, the authorities could

continue their operations in the money markets much as as present.

s jthout
5.5 It is possible that such policy changes could be introduced witho

ing of the
necessitating any consequential changes in the structure and working

; 2 :s is pot easy ¢
financial system, at least at the initial stage. However it is n°

ments O
foresee the full implications for the financial markets of arrang®

these lines,

ates
interest

5:6  These arrangements should provide added assurance thats ate
get”

. he tar
would be adjusted promptly in response to a divergence from v

‘ il
s ued W
of monetary growth, and that such adjustments would be, CoRFE ngth?
a stre
money supply came back on course. This assurance i B"e’w
age

ur
confidence in effective monetary control, and s0O could enc?
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long term stability in the gilt-edged markets

The financj
al market
still need to assess whether the initia] divergen s would

Ce which triggered 5 change

in the Bank's lending rate was likely to persist, leads
) eadmg to f“-rther
changes in

that rate, or whether it was erratic ang likel .
Y to be qQuickly rey,
ersed, The

short term markets would, as now, seek to antici E
1pate changes in the Bank's

lending rate, and their expectations would determine the structure of
€ of short

term rates which would in turn affect bank lending rates, With
. ith the

ities' discretion constrai it i 2
authorit ained, it is uncertain whether or not short term

markets would become any less volatile. In any case uncertainty about th |
: ‘

future course of short term interest rates would be likely to continue to

-
affect the gilt-edged market periodically in the short runm, so that it is not
clear that it would become easier to tailor the gilt-edged funding 29
programme any more closely to the achievement of a smoother path for the .

growth of EM3 through the year than at present. Indeed it is arguable that
the reverse would be the case: the arrangement would increase the
attention given by operators in the gilt-edged market to short-term

monetary developmvents, rather than to underlying trends. 3'

5.7 The main advantage claimed for such an automatic arrangement over

the present one is that it could reduce what may be a bias towards delay.

The causes of movements in the monthly money supply are frequently ] il
difficult to assess confidently on the basis of one month's figures, AL short 33
term forecasts are hazardous. Given this, and the unwelcome consequences

: " be a built-in ; T
of higher interest rates for other areas of policy, there may

in the event to
tendency to avoid increases in interest rates that could prove o

bt 3 trend is
have been unnecessary, by delaying the decision until the new

X where the
clearly established. Moreover, such delay, in those .

may lead to 2 need f

or a greater
adjustment does turn out to be needed,

Mj“'tn,'em in interest rates when the time comes: 36
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n the other hand, ’
- transient and erratic flue :
ot is triggered by tuation, i

there will also be cases under an automati, Syst
e
58 O

when an adjustme

this might increase variability not only of Sh""‘lerm
owth:
monetary &F

t rates but arguably

and when taking discretionary decisiong undey "
e

of the monetary aggregate itself, T, “se“mg
interes

the underlying trends

the authorities can take account of what they know aboyy
t system,
presen

ents, for example, possible trends in the central governme,“
m ]
future develop

: i nt.
borrowing requireme

uld inevitably be somewhat arbitrary, Ag at
f response WO
59 ojThs 2cp'e; O
) he authorities would not
. . terest rate changes, t nof
ith discretionary in
present wi

of x% could be eliminated over
ticular excess of money
know whether a par

; ise i f y%. All they could expect is
. s od by a rise in rates o
some desired time perl

hat, by altering their lending rate, market rates would tend to move in the
that,

: I
same direction, which WO\.\ld, over time, tend to influence the money supply

the desired direction. But there could be a risk that too vigorous a
in

i ility, since
response of interest to the deviations could produce added instability,

ell be much
the long run effect of interest rate adjustments on £M3 could w

ier indi i ction 1.
greater than those in the short run, as earlier indicated in se

for the
ower
510 It would seem desirable that there should be a P i/
le 1
or examp
authorities to override automatic interest rate changes, f e
se to the growth 17

er than ¥

Government decided that the correct policy respon

h
T one, rat
money supply deviating from the target was a fiscal ’

as
ery

jod. Moreo?

interest rate ome, particularly in a pre-Budget perio

tes
; gres®
: ing to 28
present, it might be right to take account of what is happe? conditi®
% netary
other than £M3 and so of the general development in m©

{

es O

dva_ntlﬂ
the &

It, however, the override had to be used frequentlys

automaticity would be lost.
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5.11 Any automatic system linking the Bank'

$ lending rate
to th
supply would of course Preclude the use of ¢ € money

he authoritjeg' influence ove
interest rates for any other purpoge, r

weakness of sterling.

5.12 The difference between the present dis i
Cretionary System ang
an
automatic system with override is that the authorities woulq have to justi
0 justify
delaying a change in either direction, rather than the present situati
ion

where the presumption is that the authorities myst Justify making the

change, particularly in an upward direction. 1t js certainly arguable that

such a shift in presumption would be appropriate, given that monetary policy
is now directed to controlling the growth of the aggregates, and not to
maintaining any particular structure of interest rates,

5.13 We would therefore welcome view on whether such an automatic

system of adjusting the Bank of England lending rate would, on balance, be

advantageous.
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SUMMARY AND CONCLUSIONS

controlling the growth of the money supply,

The Principa] means must pe
fiscal policy - both public R s 1T

aX policy - anq interest rates,
These are sufficient to control the 8rowth of the money stock in th
D the mediym

term. But the time lags in the system are sych that they can tak
€ up to a
year or so to bring monetary growtn back to the desireq trend onc
e a

substantial divergence has been identified, Direct quantitative controls ar
e

not an alternative, since they either act by changing interest rates or tend,
el

over time, to divert and change the forms of liquidity and credit rather than 8

to affect underlying monetary conditions,

6.2 We have reviewed a number of possible changes in monetary control b 44
techniques which it has been suggested might achieve a smoother path in the

growth of the money supply from quarter to quarter. -

6.3  With regard to the present arrangements:-
i) . The Supplementary Special Deposit scheme has come virtually to . 11T
the end of its useful life, and should be phased out as soon as it
conveniently can be; T“
i)  the requirement to maintain the 123% Reserve Assets Ratio

: which
appears to be no longer necessary either as a means through

ing the rate of
interest rates are influenced or as a means of affecting

er on

. it should end; - 4
growth of banks' balance sheets. It is proposed that it b : \ 3‘

onsultation Pap:
iii)  the Bank of England are issuing a separate =
al reasons;

the needs for holding liquid assets for prudenti

cash requirement, to act as a

generate interest rate changes.

which applies only to g

v) it is necessary to have some

fulcrum for the Bank when it wishes to

It is proposed that the present requirement,
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Banks, should be replaced by one which applie
S oy,

London Clearing
ill issue a detailed discussion Paper .
The Bank wil On thig,
generally. s
¢) the Speci
liquidity in the bankj
ssible effects of excess liq Y anking syster o

al Deposits system should be retained to guarg o
ilxm

the po

whole.

These changes would leave the way open for further developments aftey
ese

discussions on this consultation paper if it were decided to Proceed wiy,

them.

6.4 We would welcome views on:-
a. Whether the difficulties with monetary base control outlined i
section 4 and developed more fully in Annex B could be surmounted, or
whether it is right to conclude that there would be no advantage in
such a system;.
' b. Whether an automatic system of adjusting the Bank's lending rate

would on balance be advantageous.
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The Official Influence over Short

~Term Interest Rates

s It was noted in para 3.2 of the main
Paper that the Bank o

present influence over short t gland's
erm intereat rates i
15 exerted

through
discretionary changes in MLR

» made effectiye through money market
operations conducted through the discount market.

2. In principle, the discount houses' long-standing agreement t,
o

underwrite the weekly Treasury Bill tender - whatever the size of the

tender - enables the Bank (using forecasts of other cash flows between the
banking system and the Bank) to engineer a shortage of cash, week by week,
in the money market. Individually banks that are short of cash can either
borrow or realise assets in the market, but the overall market shortage can
only be relieved by the banking system borrowing from or selling assets to
the Bank itself. One form in which the banking system can obtain such
relief at their own initiative is by banks running down cash balances at the
Bank: but the scope for this is very limited - only the London clearers,
under present'arrangements, maintain cash balances at the Bank of any
significant size, and they have agreed to maintain a minimum cash ratio of
13% of their eligible liabilities on average over each banking month. Apart

h
from this small element of flexibility, the net cash transfer to the Bank has

to be financed through the Bank's money market operations which are mainly

of Treasury.
conducted through the discount market, through the purchase 3

corporation or eligible bank bills or through secured lending, either overnight
or for seven days. The form in which, and hence the cost at which, th'e Bml:
Provides the necessary assistance affects the cost of funds to the discoun
houses, which will in turn affect both the price that they are prepared to pay
for short-term assets (most obviously their bid at the subsequent Treasury
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3 3 tes for commercial bills, Cp

Bill tender, but also their buying ra ? © 78 ete) ang
| rates they are willing to pay for funds borrowed in the Marke

interest T

ommercial banks) .

the
Thus the terms on which the Bank ;
15

(mostly from ¢

1 i t market has a diffused influence on the |
ssist the discoun evel
prepared to

of short-term interest rates generally.

3 short-term intere i
3. In practice the Bank's influence over st rates is mych

less mechanical than this would suggest. In the first place, there may be
e

large unanticipated movements of cash between the Bank and the banking

system (eg. through unexpected swings in central government revenue or

expenditure, or through official foreign exchange or gilt-edged market
transactions) - on a week-by-week as well as a day-by-day basis -which mean

that the Bank cannot in the short run be sure that the money market
shortage intended will in fact materialise, or that it will not be much larger
than anticipated. The resulting pressures on very short-term rates can cause

them to become quite volatile.

4. But more fundamentally market interest rates beyond the very short
term are often heavily influenced by expectations about the future
movement of MLR, which may mean that greater importance is attached to
the prospect of capital gains or losses, particularly on longer-term money
market assets, then to the immediate interest cost to the discount houses of

short-term funds. In this case, if there is a strong expectation of an early

cut in MLR, say, 13

it may take persistent penal lending to stem a fall iny

¢ is
month market rates in relation to MLR; or, if an early rise 1o MLR

expec ds.
ted, even generous help by the Bank to relieve any shortage of UK

; jnduce
or the deliberate creation of easy conditions, may not be enough to 1?

the houses to hold on to longer-te‘rm,

to
reforé
say, 1-3 month assets, OF the

Prevent ' i, practic®
the comparable money market rates from rising. Thus '? P

influenc®
o .k money market operations are at times intended t© &
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immediate cost of money to the g;
e discount m
arket,

Such .
depend on the existence of the Present minj OPerations do poy
mum re,

SErve assets ratio,

The Reserve Asset

Ratio and § ecial
Deposit Requi
Uirements

5.  Special Deposits, introduced in 1960, involve thoge banks sub;
i . subject to the
requirement deposxting funds with the
Bank of England
» ON an interest-

bearing basis, at some specified Percentage of thejr eligible liabilit (
ities (ELs).

L (1) 3

While the " funds are wikliS . they are not available to the banks

: . , and

hence an increase in the rate of call for Special Deposits acts to red th
uce the

liquidity of the banking system as a whole. Until September 1971, only th
» only the

clearing banks were subject to calls for Special Deposits. But since then,
"

the requirement has applied to all banks on the statistical list.

6. Also since September 1971, all listed banks(z) have been requested to
hold a minimum of 124% - on a daily basis - of their ELs in specified reserve
assets. Before then, the clearers had maintained voluntary liquidity- and
cash ratios and the replacement of these by a uniform reserve requirement
Was seen by the authorities as an integral part of the encouragement of fair

competition and of equitable credit control as between banks.

a : e .
)These comprise, in broad terms, sterling deposit liabilities excluding

deposits having an original maturity of over two years, plus any sterling
resources obtained by switching foreign currencies into sterling. Inter-bank

transactions and transactions with the discount n;:rl:e:n?::!ue:l)h:r:e:;:
assets) and sterling certificates of deposit (bo: 0: a net basis, irrespective

into the calculation of individual banks' liabiliti
of term. Adjustments are also made in respect of transit items.

10% ratio
Certain of the larger finance houses have maintained a similar
and been subject to Special Deposits.
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e defined broadly as being:-

7. Reserve assets ar

balances with the Bank (other than SRSl ent Supplementa,y

special Deposits)-

b. monerat-call with listed discount market institutions and

brokers;

c.  Treasury bills issued by the British and Northern gy

governments;

4. British Government marketable securities (gilts) with less thap

one year to maturity;

e. UK local authority bills eligible for rediscount at the Bank;

R
f. commercial bills eligible for rediscount at the Bank (to a

§ maximum of 2% of eligible liabilities).
This definition of reserve assets adopted in 1971 reflected the Bank's view
? f that no significant change in the structure of the short-term sterling
» markets or its operations therein was required. The choice of definition

reflected the authorities' decision not to seek to control strictly the supply

of reserve assets, for it included claims on the public sector which could be

held by non-banks as well as by banks and also certain claims on the private

particular concern, hecause as'described above the authorities regard the

datum point of control over short-term interest rates as being the 14% of

their ELs kept by the London Clearing Banks at the Bank of England-

E sector. The lack of control over the supply of reserve assets has not been 2

8. n coﬂj“nc“on

It was, however, intended that the RAR should be used i

L i the
th Special Deposits to mop up any abnormal excess liquid assets 1?

re q“ire the
It

banking
System and, on occasion, to go further than this and t©

5.

blnkh'
System to seek to dispose of assets not eligible as reserv® i
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9. In the event, it quickl
y became apparent
that use of joint R
AR and

Special Deposits requirements presented particular short fermydite
~term difficulties,

In the new competitive environment, after September 1971, the ut
» the inter-bank

market became increasingly active, and, when Special Deposits wer alled
eposi e calle

late in 1972 and again in July and November 1973, the immediate response
of the banking system as a whole was to practice liability management on a
much greater scale than had been envisaged in 1971. (In other words, to
meet a shortage of reserves engineered by calling Special Deposits, the
banks bid for funds in the wholesale money market - increasing their
liabilities - with which to obtain more reserve assets, rather than reduce
their total assets.) Interest rates in such circumstances te;:ded to shift in an
unhelpful fashion, with the Treasury bill rate falling” (as the banks
competed vigorously to buy additional reserve assets) often in absolute, and
always in relative, terms compared to the inter-bank rate which was pushed

Up as banks bid for funds. As the inter-bank rate rose relative to other

3) ad
The introdu. ti ing Rate (MLR) in October 1972 made
ction of Minimum Lending Ra By  tol the

this a particularly difficult problem. MLR was formall -
u:e““l‘y bill rate and, although the authorities had the power to ovml: e

e formula, they were reluctant to exercise this power except when
absolutely necessary. Repeatedly during the first half of 1977, however, th:
formula haq to be overridden as the authorities tried to restrain downwar

f"“‘“’e on short-term interest rates when a massive volume of f‘“‘d:n‘:’e";:g
Nto sterling; while, subsequently, the restoration of short-ter® hieved
tic monetary Pdic! was ac

rates to a level
appropriate to domes ficulties. In
:ah:o“'h the matket relored formula only with considerable dif

¥ 1978, MLR became fully administered.
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jvate sector was encouraged to switch funds into bank
-bank priv
the non-ban

of Deposit; £M3 rose perversely as a result
tes

rates,

o "
deposits and Certifica

i e problem was compounded when institutio,m
t least.
short-term @

. inhibitions felt by the banks (partly, no doubt, tpe
: em Or
dities in the sys

y as to the authorities' attitude to higher interest rates)

rigi
result of uncertaint . .
gher rates on immediately to their

de the banks unwilling to pass hi
ma

: ! ;
this led to a slower rise in the rates on banks' lending than
customers; U

i tunities for "round—trippin "
i uently provided oppor g,
borrowing and conseq

-lend at a higher interest rate on tpe
ing from banks to re
namely borrowing

3, it is thought that such round-
the summer of 1973,
money markets. (In
i month). As a result, it became
i d M3 by over 1% in one

tripping inflate

t to the authorities that it was better to put up interest rates
apparen

directly rather than to use Special Deposits to achieve this effect less
rectly

directly.

10. When the Supplementary Special Deposit(SSD) scheme was introduced
in December 1973 and on the subsequent occasions when it has been in
operation, the effect of the reserve asset requirement in combination with
the SSD scheme has been to encourage banks to manage their assets rather
than their liabilities. This followed from the fact that the SSD scheme

. $ d on the
restrained banks' liability management, by imposing an upper boun

. Thus a
volume of interest-bearing deposits (IBELs) that a bank could take

ind
1 ts tended to fin
ank close to its upper bound and also short of reserve assets t

to
P . -reserve
it cheaper to manage its assets (for example, switching from non

il
. jght ent®
feserve assets) rather than manage its liabilities (which mig

- d pressuré
Ppenalties under the SSD scheme). The result was still to put upward Pf

ets
_reserve %%
on at least some interest rates, as banks sought to sell non-res

. op-bank
and th x in inter
o Pushed their prices down. However, the risk of a jump i

the
4 ed bY
rates, and thus a perverse short-term 'effect on EM3 was reduc
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operation of the SSD scheme,

F urther, asset

i mtermediation, notably

through the bill-leak, by which bank lending (and thus £M3 ang IBELS) has

been kept below what it otherwise would have been, without any significant

impact on activity in the economy.

12. The reserve asset ratio has also had the effect of ensuring that banks

always hold a ‘significant proportion of their assets in ‘near-cash"“). The
total against which the ratio is calculated (ELs) makes little sense in
supervisory terms. For example , among other offsets and exclusions, a bank
can offset its claims on other banks against its total deposit liabilities in
calculating ELs. The Bank of England's proposals for a system designed

specifically to meet prudential needs are set out in a separate consultation

Paper. These proposals include:
a.  that the banking system should normally hold a significant
amount of primary liquidity;
b.  that the assets which the Authorities regard as primary liquidity
should include certain claims on the private as well as the public

sector;

@) jal control, but it grew out

til 1971, which did have

The reserve ratio was not intended as a prudent

of the liquidity ratio maintained by the clearers un
Prudential origins,
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g
z

that the requirement should be specified as a norm - depirture
c. s

permissable in certain circumstances

from which may LS “rathey

than as a daily minimum;

13. As the companion document explains, primary liquidity woylq be

vided by cash, and by those assets which the Bank of England i
pro'

customarily prepared to buy in' its open market operations or which

represent claims on institutions in the money market having access to lender

of last resort facilities. On strictly prudential grounds therefore, under the

present arrangements for open market operations, the definition shoulq

include call money with the discount houses and eligible commercial bills,

The proposed list iss-
s 15 cash;
ii.  balances with the Bank of England ;
iii. call money with the London discount market;
iv. UK and Northern Ireland Treasury bills;
v.  bills eligible for re-discount at the Bank of England;

vi. British government securities with less than one year t0

maturity.

4. The present RAR has little to contribute to the present system of

monetary control, especially as and when the SSD scheme is ended: I8

limited prudential value would become redundant once specific p,udenti‘-‘

Proposals were adopted.

15. uld
There would, however, remain a need for Special Deposits: It wo

still be appropri sive
e te, as now, to call Special Deposits to absorb €xc®®

1i . rue
Quidity in the banking system as a whole. Further, it would remain

CONFIDENTIAL

help to show the pattern of offjcia) policy

markets. For example, the releage
of Special Depos;
POsits would be on
€ option

open to the authorities if the liquids
quidity position of
the bankin
8 system was

for example, officia] sales of gilt edged
~edge

securities and the Authorities tho: i
ught it appropriat
€ to ease that constraj
raint,

brought under pressure through,
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MONETARY BASE CONTROL

is Anne i
1.  This Annex examines more fully than in section 4 the ;
1Azt € issues which
arise when considering how a monetary bage control syst
System mj

and the concomitant problems, [t goes on i
to discuss how a
scheme of the

kind outlined in section 5 (automatically linking ;
Ing interest rates to deviati
Viations

of the momey stock HEGHINHEE Path) might operate ang t
certain

consequential statistical problems should weekly money stock figures 1
es be

used for this purpose.

Operating without a Mandatory Cash Reserve Requirement

2 Several of the proposals for monetary base control start from the view
that the base should be an asset which the banks wish to hold for operational
reasons, but that there need be no mandatory minimum requirement. The
system then depends on there being a reasonably stable relationship over
time between the banks' holdings of this asset and their total balance sheets.
The operational system which comes closest to realising this concept of a
monetary base system, described at the beginning of section 4, is that
undertaken by the Swiss central bank (SNB). In Switzerland, the banks
voluntarily hold balances at the SNB'' for prudential purposes, largely

because - at least until recently - there has been no adequate alternative
ultin,
source of domestic primary liquidity. The SNB found that the resulting
d leading
monetary base - defined to include these balances - was a stable an;

til the end of
indicator of movements in M1, for which the SNB set targets un

fore determine
1978. From movements in the base, the SNB s thaee

. t and, if not, could
Whether the growth in M1 was likely to remain on e

base.
Sonduct toreign exchangs operationsto s B2 P2
ch year
only four days ea
(l)s‘“u banks have to meet cash ”‘l"i':: :3 ;n rnd¥11 available on these
;nd the SNB always ensures that adequa
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tem along Swiss lines without re
+ untry, a SyS egular o
3. In this cO “‘Pulsor
i i )
likely to work in the sense that mo
would be un Vemengy ;
cash reserves, 8 iy te
ily indicate anything about the mope
essarily indica Y stock,
base would nec Unlgy,

in the structure of the financia] syste
me change in m, mog
there were SO kg

nt well be prepared to hold no Risnces i Lis Benk 08 Englang, and ¢

mig Ven
he clearing banks might be prepared not to do 50 if they cqyy obty;
the ¢ n

drafts at the Bank for the operation of the clearing house system, 1; §
over g

t present, such overdrafts were not allowed, the clearing bankg Would pegy
atp ’

balances to settle inter-bank transactions at the end of each businegs day,

al of such balances need not, of itself

However, the tot » BlVe a goyq

indication about the immediate or future movements in any monetary
aggregate in which the authorities were interested; rather, it coug be

expected to be a function of the expected values of both the average

volume, and the variability in that volume, of all transactions - including

inter-bank payments - passing through the banking sector.

4. The system would become closer to the Swiss case if the banks chose

hifts in
to hold prudential as well as operational balances at the Bank. But shi

. rtainly Jead
the attractiveness of various competing assets would almost cel

- 3 d liquid
the banks to adjust, in no easily predictable fashion, their preferre

¢ : tween their
assets portfolio so that it is unlikely that a stable relationship be

: milar
B uld be s
balances at the Bank and £M3 would emerge. The position wo b
" " at any P°
to the present situation where the authorities have little ided

f
all mn
3 ay, C
in time, of the relative size of banks' preferred holdings of, sayy

t-ter?
% rity shor
In the discount market, of Treasury bills and of local authol

deposits,
ing
ork
a schem® £

5. e'u
pulk ©f zh

h
Therewould seem to be a reasonable chance of Suc

d the
only if the authorities were to induce the banks to hol
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prudential balances as bankers' balances o the Ban
ank r

ather thap ;
term primary liquid assets, an in ghopt

This woulg Tequire a gstpic

t lilllitation

: i on th

ability of the banking system tq transform such short ¢ e
ort te:

. Tm assets into cash,
thereby making them cease to serve as Primary liquidit
Y

for the banks, This
would have far-reaching structural consequences for

money markets, and might impair the services that the banking sys
System is

presently able. to provide to its Customers. The authorities would neeq
need to

keep the discretionary right to intervene in 5 crisis to inject additional casy
cas

reserves by purchasing assets from the banking system But uncertaint
2 y

about the size, timing and terms of such intervention would remain,

6. On the other hand, the gains from such changes in terms of improved
monetary control are uncertain. Even if bankers' balances at the Bank
became the main form of primary liquidity, it is, to say the least, doubtful
whether, at the end of this major readjustment, any predictable relationship
between that monetary base and present or future monetary growth would
be established. At best it would be several years before it became apparent.
Indeed, it is of the essence of prudential holdings that their ratio to the total
balance sheet would vary somewhat over time, as circumstances change,
Perhaps unforeseeably. There will be situations in which individual banks, or
banks generally, may consider it prudent to hold more than the norm, and
there will be other circumstances when banks will need to draw on their
liquidity. The arithmetic is such that it would be possible to have sharp short

al erienced at
term swings in the growth of the money stock on je cxeexP

here were only

Present, while the monetary base grew steadily ARy the oy
LA ; an extent whic

relatively small variations in the primary liquidity ratio; to

; ential grounds.
Might be acceptable to the banks and the authorities on prod

the relationship
esumption that
7. Therefore, in our view, there is no pr i and the

e of system
Petween the growth of the monetary base in g
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tock would of itself be sufficiently o
f the money S Se to
growth o

eng,

owth path for the base would produce a steadjep Path A
t

i

that a steady Br

ow for the growth of sterling M3.
ny

Flexibility in the relationship between the growth of tp,e Toneg
8. ar

y and the money stock would not of itself be a conclusiye argun,,
ase nt

ainst a system of this type if the actions which the authoritjes took ¢
ag 0

control the growth of the base generated changes in interest rates yh,
could be expected to lead directly to a smoother path for the growth of gy,
money stock. But it is far from certain that they would have that effect,
Insofar as banks are prepared to allow the ratio between their holdings of
base money and their deposit liabilities to vary, the interest rate
adjustments resulting from open market operations to achieve a given target
level for base money might not have the desired effect on the growth of the
money stock. Although there is some presumption that any interest rate
changes generated in order to control the base would be in the direction
necessary to correct undesired growth in the money stock, even that would
not always be the case.

: uld first
9. To sum up, a scheme not based on a mandatory requirement W0

it
g Kets and !
require substantial changes in the structure of the money mar

. if there was
would be a period of several years before it could be established i

v sup PIY' Eve?

any predicftable relationship between the base and the mone %
ath

dier P
then, it would be far from certain that it would generate a ste2

the growth of the money stock than now.

AMIndatorz Requirement - Lead Accounting "

0
¢ meﬂt c
10.  There are three ways in which a mandatory require

expressed:

L banks could be required to hold base assets at b
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the level of deposits ip S0me previgys period
eriod ¢
accounting); (lagged

ii. the banks could be required to holq base assets at ti
ime t relateq
to the level of deposits at the same time ¢ (current ac
Ccounting);
iii. the banks could be required to limit their deposits at time t ¢,
e 0
some multiple of the base assets held at a previoys time t-1 (lead
-1 (lea

accounting ~Reve solaras e know, used anywhere)

11. Lead accounting would have the attraction of giving a warning about
the immediate future trend in the money stock. The controlled institutions
would have to forecast movements in their balance sheet over the lead
period, in the knowledge that there would be some penalty for inadequate
holdings of base assets and also perhaps for excess holdings; if there were no
penalties, the banks would have little incentive to make realistic forecasts.
A significant rise in the demand for base assets would suggest that the banks
expected a similar rise in their deposits. Either the base would lead the
money figures, if the system were an indicator one, or the rise in demand
would generate a rise in interest rates, if the total quantity of base was

controlled by the authorities.

to be
12.  For such a system to work , it would be necessary for the banks to

. ts. One
able to make tolerably accurate forecasts of their balance sheets.

owth is in
difficulty is that much of the volatility and vagary of R &

fact caused by fluctuations in the public sector's position, not only in
fevenue and expenditure accounts but also arising from a whole ran.ge of
financia transactions. Another is that, for i E bw:e:e,
the banks' customers need assurance that finance filgnssat o ::-cult
"eed to give such assurance through lending RN eiee i-t T-v:s th;
if not impossible, for the banks to forecast their future position Vi~

Private sector at all accurately.
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155




CONFIDENTIAL

s et response to these uncertainties, especially ip the 4,

. < sehce
f penalties on excess holdings, would be for banks to hold base assets g,

o ove

the level that they thought they were likely to need. There might frequeny,
Y

then be occasions when changes in the demand for base assets i“diCated
a

i holdings of exc :
change in the banks' precautionary g ess base or i relatjy,

sields, rather than the expectation of a definite change of trend ip g,
liabilities.

14. More damaging, the response by the banks to an under-prediction of

the level of their deposits could well be to ensure that business over and
above the level for which they had previously acquired base assets was done
through channels which did not require base (such as the euro-markets and
through the "bill leak”). Severe penalties on over prediction could give rise

to a similar problem of artificial reintermediation. All the disadvantages

associated with such cosmetic adjustments would recur.

A Lagged or Current Requirement

15. If the requirement were set on a lagged accounting basis, the size of

the mandatory base requirement would be determined by what had already

. i ich

happened to the past known growth in the monetary liabilities against whic
. the

the base was required. The total requirement could well differ from

the
level intended by the authorities, but it would by then be to© late for

banks to adjust. It would therefore be necessary either:-

ble
to end
a.  for the authorities to provide the additional base assets

the banks to meet the mandatory requirement;

e

b to modify the requirement so that it was not sbegii ™! . dl:5“[)
banks not meeting it had to pay penalties = 2° Sk
scheme now; o

- anks W o\lld ﬂo’ﬂ

to make the mandatory base such that the P
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hold substantial excess balances, for example
Y 381ting a very

low required ratio ang Paying int

erest on such C hi
: balan . s
would ve th 0] 3 i
gi e banks protection against unf
reseen SWin,

deposits. gs in

16. Similar problems would in fact arise over a
urrent requirement
)

because the clearing banks, with their ]
arge networks and thei
eir vulnerability

to any fluctuation in demand for deposits, would not know at
at a time when
they still had an opportunity to bid for b
ase assets what their requj
quirement at

the close of business on any day would be,

17. Taking the options in paragraph 15, the difficulty with (c) as with a
non-mandatory scheme, is that the linkage between the growth of base
assets and monetary growth becomes very weak as the volume of excess

base assets fluctuates.

18. The difficulty with (b) is that, as with the SSD scheme, penalties on
individual banks would induce them to disintermediate. Banks, facing
Prospective penalties, would no doubt seek to avoid such penalties in part by
bidding for funds in markets. This would not, however, reduce the penalty
Payable by the system as a whole, only spread its incidence. In practice,
such penalties would tend to concentrate on those banks attempting to

Mmaintain some stability in their lending rates and these would be induced to

e associates, or into

isk of

disintermediate, switching business to offshor
Uncontrolledq forms, rather than lose the business altogether. The r

€xtensive disintermediation is a serious disadvantage of 3 B pkyen:

to the
19, This leaves option (a) in which the authorities provide the cash to

as a result, the volume ot
desired level.

base assets in

Syst,
€M as required and accept that,
It has been

e
Xistence on any day will differ from the
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iled with the idea of b
- uld be reconci & besg .
that this €O nteg
sugguted

for progressively higher int
ra.ngements erest ,
if there were ar ate
system if

ief f t tSy the t Titie
arger amounts of relief for the marke and the authg, S were
for 1 g w

5 base over a period and thus ¢q t ;
i ontrolling the Unteracyj,
committed to €

d divergences over time. Such arrangements could Preserye the
re:

undesi!

i 2 base control outlined at the beginnj
lying monetary e
concept under
ion 4, in that deviations of the money supply from the desireq g
section 4,
uld trigger changes in interest rates and the authorities would act to
WO

trol the base over a period. Indeed some of the advocates of monetary
con
base systems see such a commitment by the authorities to controlling the
ase

base as the main advantage of a monetary base control system.

20. Under this option, the Bank would, in principle, undertake open market
operations on a day-to-day basis, with the aim of keeping the base over a
period at the desired level. Any additional requirement of the banking
system for base on any day would be provided through lender of last resort
facilities, on a penal scale of interest rates related to the extent of relief
provided by this means.

2l. In practice, this would pose a number of problems. Firstly, the desired
level of base could not be precisely established. It is difficult enough t:
estimate the actual path of the weekly money stock that would correspo”

; ekly le¥
to the desired seasonally adjusted trend, and hence the desired we
ment put
But
¢ f base
also of other factors such as variations in any excess holdings © 4
gelly

st
of base; this is not just a question of the correct seasonal adj

oper. : ly tar
ationally it would be necessary to work on the basis of daily
Which o initial means of calculation would be available.

e
e for

= Secondly, it would not be possible to hit a desired figur

On any particular day,

jous

yar
of the

The authorities would have a forecast
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factors likely to affect the base and thus an Moo
€ of

the appropri
i Priat
Jevel of open market operations to achieve the degireq fi .
i

gure, HOWEVer,
there are frequently large unforeseen swings on I
ay in ¢

ash flows

As a result, the level of base which
actually ruled at the end of business and the extent of the Ban'

petween the public and private sectors.

s lending
under the lending facility would differ from What had been for
ec

ast, The
consequent penalty imposed would therefore vary, on some days quit

quite
sharply, from that which had been intended, Moreover,

even if the
authorities set a target for the base Over a period, the daily swings in money
market flows would mean that the authorities would be unable to be sure
that their operations in the market on each day were in fact working to
remove any cumulative difference between the desired and actual base.
Expressing the cash requirement in terms of an average over a period might
help with some of these problems but would not resolve them entirely, and

could lead to other complications, for example at the end of the averaging

period.

23. One way of dealing with the problem of unforeseen swings might
conceivably be to change the basis of settlement for all cheques to a
following day basis, so that both the size of the base and the amount of
lending required could be computed at the beginning of each day. Such a
change would significantly affect the money transmission system and inhibit

innovations such as electronic funds transfer.

% the inherent fluctuations

Two further difficulties would remain. First,
tably lead to

ond the penal
8reater fluctuations from day to day in interest rates. Sec
assets for the

inevi
in the various elements affecting the cash base would ine

uid
interegt rates might over time erode the value as lig

the Bank is prepared
"'ﬂklng System of the money market instruments which

and the
these markets
o buy, This would affect both the functioning of

1 7
Qidity of the banking system. g
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Effects on Interest Rates

S aie practical “problems could be' overcomejsitiesy woulg
25. Even i

estion of whether the changes in interest rates generateq "
remain the qu

X 3 onse, say, to an excessive rise in the
K's operations - in respOnst: base a4
the Ban

d be sufficient to bring £M3 back to its desire,
k - woul s vy
the money stoc d pa

base money to the authoritijec
and thus reduce the bank's demand for > Orities' targe,

tent that the changes in rates were insufficient, the divergenc,
To the ex

targeted and actual base would remain and as a result further
between

action would be required.

26. In this respect this approach focusses on bringing about changes in

(short term) interest rates until the actual growth in the money stock comes
s!

into line with desired growth. Short term interest rates are, however,
inf
already varied discretionarily for this purpose. The question therefore arises

whether this form of monetary base control would bring about conditions

icker or
which might allow short term interest rate changes to lead to quic!

discussion
more efficacious changes in the money stock than at present. The

i ise when
in Section 5 of the main paper deals with many of the issues that ar

ici i ion.
considering the relative advantages of automaticity or discretio

f
: ies the salé
21. Moreover, in the short term, a reduction in EM3 requires i
t-T
2) s arent shor
government debt outside the banking system( ) given the app

and
N7 est rates
insensitivity of the demand for bank credit to changes in i metic
oS!

jeved -
the short-run inflexibility of the PSBR. This could be achie

adjustments by the banking system apart -by securing sales ©

2|
& In contrast, the base is reduced whether the buy

system or not.
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R dan s 3 i fadith :

possxbﬂltles in t P ave been Bl y
the Bank of En

gland's

article on debt management (in its Quarterly Bulletin

¢l

June 1979) and are
not further considered here.

28. The development of a wider market outside the banking system, i
, in

Goyemment, short term. papes fuchi Treasury bills, is seen by some a5
giother possihie poductipts monetary base system which is desirable in its

own right. Moreover, it has been argued that if such a market developed,

disintermediation would take the form of switching holdings of such paper
outside the banking system, and that this would be intrinsically less harmful
than other forms of disintermediation such as switching business offshore or
the acceptance leak. It is true that such switches might not have some of
the undesirable effects in terms of loss of business to the United Kingdom
financial system or prudential risks that these other forms of
disintermediation may have. But the resultant changes in the £M3 statistic
would still be essentially cosmetic: the Treasury bill would be as liquid in
the hands of its holder as a Certificate of Deposit, but the former would be

i b
excluded from £M3 while the latter would be included. It would therefore be

i jation to the
little, if any, less damaging than other forms of disintermediation to

i f monetary
credibility of the £M3 statistic as an adequate indicator o

conditions, and so as the basis for the monetary target.

form runs as
2. The argument as to why disintermediation might take this

f°llow;:.

parts of the banking

ther
()  The discount market, together with 0
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30.

(i)

" CONFIDENTIAL

ustomarily hold large portfolj
system that ¢ 08 %ol e ketahl
e

short-term securities, would know that the authorit;
s

respond in a certain way if the monetary bage deviag .
ad
in 5

ed manner from a known desired path,

defin Such deviati%

would be observable and, accordingly, official behaviqy, ;
n the

money market would be predictable in respect of interesy
Tate
alterations.

The discount market (and banks) would, in effect, respond ¢,
knowledge that the base is growing too fast by selling short-teyy,
securities. The yield on such securities would then rise 3 little,
relative to that on bank deposits and CDs, and disintermediatiop
would occur; or vice versa if the base had been observed to grow
too slowly. The general level of interest rates would have

changed little while the deviation to sterling M3 would have been

corrected, albeit in a cosmetic fashion.

What actually happened could be very different:

(@)

(ii)

The discount houses (and banks) would observe the monetary base

rising too fast and would know that this heralds an increase 10

the
short term interest rates. They would also know that

2 o e is
increase might be quite sizeable, because the official purpos

: jence
the control of the underlying growth of £EM3, which exper

anges
suggests cannot in the short run be achieved by small chané

rates.

er Ht!!

. igh
It would also be the case that the expectation of hig b
1t WO

could not be confined to discount houses and banks-

i
and jnvesto®

instead be shared among virtually all operators
tors WO
and 88
cc“"ed’

uld wish ¥
the money markets. At that point, all inves
tiable CD®!

s had ©

t int?
sell short-term securities, including nego

overnight money until the expected rise in rate

CONFINENTIAL

issue more CDs before rates rige

This collect;
would itself bring aboyt the expecteq ctive behavioyy

rise in rates

L and orgj;

dealings would recommence at the nary
new 1evel.

y > Nothin
e happened in thig Process to g ¥
ter

3 relative
interest rates between, ' for €xample, negotiap]
€ CDs anq

TRy . maturity and no disinter edi
mediation

would have occurred.

31. In response to all these pressures, the general leve] of rates would
WO

move up in an orderly manner in two-way markets, provided that the balanc
e

of expectations points in that direction. In the Pprocess, and depending

haphazardly on the distribution of expectations within and outside the
banking system, short term securities might move either into or out of that
system, but without the pattern of relative rates altering in any particular

way.

32. In the absence of direct controls, the pattern of relative rates under

the present system mainly reflects differences of liquidity and credit risk

between short-term securities of similar term. But it can occasionally

reflect also a condition of relative plenty or scarcity. For example, if a

growing money stock is associated with large governmental borrowing and a

§ ill tend
depressed state of private sector loan demand, the banking system will ten

¢ i itional
to become very liquid. Banks will then not wish to acquire addition

: th wholesale
Treasury bills if their counterpart has to be additional 3mon

ed on a Treasury
money, for the latter normally costs more than can s

—edged hich, i
bill. They may instead buy higher-yielding gilt 30 S5 :
Treasury bills. But i

attractive,

£ supplied by

the authorities, will eliminate the unwanted suPPlY of

intermediation into gilts i !

Cause of ‘dvgm ec ations,
exp: t y hat and

the banks wil simply reduce their wholesale money
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R

casse bidding for marginal funds. The unwanted supply of 1y,
vb

: g, .
then flow into non-bank hands. This has happened on Various Occag n
810,

OVQ!

R decade, helped by the marketing skills of the discount e
Uses,

it bears little resemblance to the processes required for ShOrt*run c |
1 Ontml
of

Soriy For this can hardly be expected to be achieveq by, for o
Kamp,
1

deliberately rendering the banking system over-liquid when 3 i s
g tog

fast.

33, It has to be concluded that the evidence in favour of the hYPOthesg
that base control would produce less undesirable disintermediation, except
occasionally and by chance, is weak. To succeed in this, the control woyly
need to create an expectation that a small but significant change in interest
rate relativities was going to occur, and nothing much else. But control of
the money stock, except in a very transitory sense, in fact requires periodic
substantial alteration in the level of interest rates. The markets know this,
and their expectations are formed accordingly; the processes whereby such
expectations become translated into a change in the level of rates are likely

to be neutral in their effect on the relativities between rates.

An Alternative Approach - Negotiable Entitlements

2 he
; trolling *
34. It has also been suggested that the problems In o pase
. : as the
conventional cash base could be side stepped by instead having

he purpos®

porities g

Inits

"negotiable entitlements" (NEs) specifically designed for t

jon by the 3¢ :
jred t0 wr *
uir

a supply of such entitlements which banks would be r¢d gt

10 WOU
thoritie®
Proportion to the deposits that they wish to take. i o1

simplest form, this approach would involve the creat

hat 507" i

the sole source of supply of NEs and they could increase anks ot
) The P i

with the growth of deposits that they though desirable: jtion o

t
Comp®
for new entitlements and trade the existing stock: "

jse
ed tOf
ensure that, if the flow of deposits into the panks tend
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Jevel implied by the stock of entitlementg then th,
€ mark

X et pri
would rise. This would eifective1y raise the % i Price of Ng
8inal ¢,

y 0st of addit;
deposits to the banks taking them, becauge they would ha itional
ve

r t0 pay the go;
market rate for deposits and buy the entitlement a5 y " going
ell,

! ) ) The banks woulq,
in turn, raise their lending rates or otherwise

restrict thejr loans; the
uld continue until the total i
process WO credit granteq had fal),
€D to the point
where the total deposits that the Public wished ¢ i
0 hold with the contr
olled

institutions at the ruling market rates of interest were within th
e total

allowed by the stock of entitlements,

35. The effects of such an approach would be those of a direct control,
such as the SSD scheme, but in which the adverse effects of a permanent
control on competition and efficiency within the controlled sector were
mitigated by making NEs saleable. As with the present SSD scheme, the
impact of a tight montary policy (in which the demand for deposits was
rising faster than was compatible with the authorities' target) would
effectively be to tax the banks covered by the scheme, obliging them to

raise the margin between their lending and deposit rates and/or to pass the

business on elsewhere, and so provide an incentive to disintermediation.

36. There seems to be no satisfactory way out of these problems if the
control is to be effective. Thus, for example, the ot el

discrimination could be limited by allowing controlled institutions to pay

ents.
only a modest penalty if they held an inadequate volume of entitlem

; ts and
This would effectively put a ceiling on the market price of entitlemen

mination would inevitably

limit the implicit tax. However, some

effect of the
femain and, of course, the lower the penalty he dom. b

c€ontrol on the total of deposits.
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The Ogeration of an Indicator System

. ‘ tion 5, the essential feature of sych a syst
lained in Sec em y,
37- As exp |

ding rate adjustments t o

d scale of len 0 deviay

t graduate ong
be a pre-se

g §M3 from its target pathi: As also noted in Section 5, it might p, desiray,
f

elate the scheme to weekly rather than monthly £EM3 figures, in ordey
to relate

<ps { antage over the existing system,
. sopificant time adv
achieve a signl

: : .
38, On the assumption that weekly money figures were indeed used! ), the

scheme might work in the following way:

(a) Every Thursday, the Bank of England would announce the Money

figures for the Wednesday eight days earlier and/or the moving

iR average (of, say, four or five weeks' figures) being used;

g (b)) The Bank would also announce MLR, as at present, together with

o any change triggered by the money figures. MLR plus or minus this
e change would be the "operative rate" for lending to the discount
L market in the following week;

2 bill
(c) The authorities would also announce the size of the Treasury

: (4)
tender for the following day (Friday) .

d
y MLR wou
g 39. The extent to which the operative rate could diverge from

S In
e ast initially"
it was argued in Section 5, need to have an upper limit, at le

ot
MLR mig!
bove
practice, the authorities consider that, at most, 3% abo® g
e
= he start.
E ! sensibly be the largest figure imposed on the system at t
L g
tion
(3) sump

ijs as
The statistical and other problems arising from this
discussed in paras 42-47 below.

4 i advance'
(" Currently the size of the tender is announced a week in
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this overall limit, which could ag, Operate b
ow MLR

; s there
number of triggers, say 3 of 10z cari: Bt could be ,
in mop

~ tary growth wp;
left the system persistently Operating towards o which
ne e

nd of the p
an,
official rates would suggest a need for M1 5 itself to be cp T
€ Changeq,

40. When the money markets were short of cagp there woulq p,
) o
changes to the Bank'

If a
‘ »
desired shortage did not materialise (because, for example, Goy 28'
y ernment ‘
expenditure was unexpectedly buoyant), OPen market operations would be |

needed to reduce the cash base and thus to bring pressure on controlled

institutions' cash balances. The aim would be to force them to withdraw call

money from the discount market to meet thejr requirements and thus to
force the market to borrow from the Bank; in this way, the operative rate 30 ‘
would come to influence market rates. To this end, Treasury bill tenders W

would almost certainly have to be larger on average than at present. T,

e I
4l. It might be necessary for the Bank to undertake transactions in L (11
Treasury bills at more volatile rates of interest than at present. In 32
Particular, it might be necessary to sell Treasury bills of very short (one or ;

two days') maturity at rates reflecting the current operative rate. Such a
Procedure could encourage the development of a market in such bills and r_\
generally the rate on these bills would be close to overnight interest rates. il |
It might also prove necessary for the Bank to take deposits at the short end

: ith the object of
of the inter-bank market, to mop up cash in the system, with

: the ative rate. j
malntai“inS short term interest rates reasonably close to the oper |
-

persistent cash
Calls for Special Deposits could be made to mOP w
ore the

m would be necessary bef

SUrpluses, Experience with such a syste

blished.
#PPropriate combination of operations could be esta
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Data

The Use of Weekly Money Stock

42. Any scheme of the kind outlined in the previous paragraphs
. Oulq

e weekly statistics for sterling M3

able attention on th
It i

ain briefly the Bank of England's experience
With

focus consider
ore important t0 expl
e they were first collected in September 1977, -

e

theref

these figures, sinc

limitations of the current series.

43. The purpose of collecting weekly figures was to obtain a more frequent
snapshot of the banking system. However, the Bank recognised from the
outset that weekly returns would impose a considerable additional statistica]

burden on the banks and a number of steps were taken to limit this burden,

Most importantly, returns were only requested from about eighty banks

(including eleven discount houses and the Banking Department of the Bank of

England(s) and the forms were restricted to the minimum information

needed to compile estimates of £M3 and the main counterparts.

44, From comparisons with the mid-month returns, it does not seem that

either the limited coverage of banks or the absence of balance sheet Cross”

checks have led to serious distortions in the estimate of £M3. On specific

occasions, however, errors have been made by reporting banks of a kind that

would have been noticed and corrected in the calculation of the monthly

. heré
figures (because the latter are based on more complete returns); als% ;

g weekly are alwar®

is no reason to suppose that the banks reportin
as @ whole

representative of movements in the banking syste®

(5)

b"‘:Z:n lhbom some discount houses, all those reporting hai: sche®®
Swte&et“tgotal of over £100 million at the start © Pt :
been reflected es in size among weekly reporting and other bt figwe
for the Nati in changes in the list of those reporting, excepw.

ational Girobank have been collected since January 19
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Consequently, the greater the weight i any f
Y future for
m of

upon these weekly data, Monetary contro]

the stron 5
8Sr 1s the case for af
detailed coverage each week. Hoyw T uller ang Riore
a more com
pre|

hensi
would take to set up and how rapi Sive appro
pidly the report; o
Porting coulq b

matter for discussion with those concernad e done would be 5
e

» should some f

" A or

linking of interest rates to money be decided, m of automatic
ed,

45. Even with these improvements it js doubtful if th
e weekly figures

could ever be seasonally adjusted at the time of publicati
. on with any great
assurance. The raw figures indicate a definite intra-monthy
Y pattern, but

only two years' useabl
e data are at Present available, insufficient ¢
)

establish - even within reasonabl
e bounds - the size of
the adjustments. But

even with a longer time series the seasonal pattern of the weekly figures (to
an even greater extent than the monthly figures) would be altered by
changes in the timing of large financial payments - most notably those
relating to Petroleum Revenue Tax and Mainstream Corporation Tax. These
shifts can be roughly estimated a few weeks after the event, but the
appropriate adjustments can only be finally determined several years later.
Consideration of both seasonality and erratic movements would suggest the
use in any indicator system of some smoothing of the figures; for example,

. :
four or five week moving average.

46. There is a trade-off between speed of response of interest rates

(!'equh-ing a short moving average) and appropriateness of that response

a decision on this, together
lined above,

("equiring a longer moving average). However,

With consideration of the best way to handle the problems out
Would require further detailed consideration by the authorities, should it be

de.
cided that some automatic system was desirable:
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