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INTERVANCTON AND THE MONZY SUPEILY IN MAY

As I explained yesterday the Financial Sccrclary n=s asked fcr
4 note cn tae way in weich the Bank those to relizve pressure
in tne monev markets in banking May and the effect this had un
the money supply. I attach a2 draft and wonld eppreciate

jcur commencs and these of copy recinients. I think it would
alsn e szrsible tc have a concluding paragraph on the relative
merits of cifferent fcrms of relief, and the fact:ire governiag
which method is chosen on varticuler cozasicas. In view of
spyeRgnorrnce ot the issues involved could I ask lMr Coleby to

supply e paragraph. -

2. T would like to get ithe note ur to the Financial, Secretary
by Thursday night if possible, so could I please have ccruwisrts
and contributions by lunch on Thursuay.

e o AL

owa‘C.J RILEY
18 June ‘198
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DRAFT MINULE 70 FINANCIAL SECRETARY
INTERVENTION ~ND TJE MONEY SUPFLY IN MAY

In hie mirute of 11 June Mr Peretz discussed the Bank's
use of forward currency swaps over the May make-up day

as a means of relieving liquidity pressures in the \4\
donesiic money market, and Mr Locke's minute of 12 June
recorded your view that it is clearly undesirable to
relieve money warket pressure in a way that increaces
monetaxy growth. This note discusses in a lifile mowe
detail the monetary impact cf the market relief given

on this occasinn.

2. The Bank has a number of means of nelieving monay
market pressures at its disposal. These include, in
addition to Enecial Dsposits, gilt sale and repurchase

egrecments with the clearers, forward foreign curreacy

swaps over make-up day, and buying in cowmercial bills

+empoiarily from the banks. Iu May the total amcunt of
velief given was about & _7/ billion. The Spzcial
Teposit recall schedule fer 14 Méy was canceiled, and
beih the outstanding. gilt sale and repurchase sgreements
were rolled forward into banking June. But on this
sccasion there was also a switch in the form of part of
the celief given: the Issue Department ran down its
holdings of commercial bills by about £600 million and
replaced them by forward currency swaps amsunting to

about £550 inill ion.




SIECRET
woL

3. The Bank have made use of currency swaps for this
purpose in the past, and -as far.as one can tcll_thi? nas
not produced subsiuntial eflects on the money supply or
the external and foreign currency adjustment. The
counterparty to the swaps has appeared generally 1o be
the barks. who have switched into steriing, thus offsetting
the impact of the temporary increase in reserves and
leaving the cxtern2l adjustment arnd the money supply
unchanged. On this occasion, however, the banks actually
switched out of sterling by over £150 million, and the
external adjustiment for the month, even after allowing
for the fall which ozcurred in sterling lending cversens,
was positive for the firs% time since December and only

the second timc in fourteen months.

4. The positive external could in princivle have resulced

from the Bauk overdoing the amcunt of reliel they cave to

the market, thus enanling the banks to pass on some of

the swaps to the non-bank private secter. Bufb it nay
instead have reflected en improvement in the curreant
account of the balance of payments, an interpretatinn
supported by the May trade figures, or inflcwe into the
company scctor in response to wounting precsure on company

liquidity.

5. Whether or not the way the Bank chose to give relief
the market or. +his occasicn added to the money supply

c difficult to judge. Insofar as too much or too little
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relief was given in total there probanly would hzave
been effects on the recorded mon2y supply, but.it seems
quite likely that the switch in the form ¢f relief had
the effect of making the external adjustment more positive
vhile at the same time reducing DCE. There is some
evidence of this from the weekly figures, and from the

bLehaviour of the commercial bill leak.

6. The large sales of commercial bills by tue Issue
Department could well have been responsible in lsrge
measure for the £300 million incresse in the bill leak
which czcurred during banking May, as yields cr commercial
__bills were forced up relative to yields on other slcrv

term paper. But whereas one normally thinks of the
non-bank private sector being induced

there is some enecdotal evidence that many of the bills
were taken ﬁp by overseas residents, and this may be part
of the explanation for the positive extsrral adjustment.
Thus the change in the form of relier may simply have led
to a reduction in bank lending via the bill leak ané an
orfsetting increase in the external adjustmen:, with little
effact on the recorded money supply. Insofar as overseas
residents took up less than all the additional £300 million
of leaked bills the recorded money supply would actually
have heen reduced, but insofar as the swaps were passed

on to the non-bank private sector the reverse would have

been the case. Given the paucity of infcrmation on

overseas holdings of commercial biils we are unlikely to
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be able to throw .uch more light on what happened, but

there is no strong reason for thinking that the monetary

effect went eithecr wai.f

/ Concluding paragraph on relative merits of different

torms of relief, and their relative monetary effects./




