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At the Prime Minister's meeting on 18 November, it was
agreed that the reserve assets ratio (RAR) could not be
abolished until new prudential guidelines had been
established, and that this could not be done before the'
Budget. However, it was also agreed that it would be
desirable to consider an interim change to aveoid, if
possible, the need for special Bank assistance to the
market in the first quarfer of 1981, when the central
government surplus will drain cash out of the system.
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The Chancellor and the Governor have concluded that such
a change could indeed be made. A reduction in the ratio TL
from 12i% to 10% of banks' eligible liabilities should
just enable the banking system to get through the revenue
guarter without further sale and repurchase operations in
gilts. It accords with the approach to the new prudential }1“
system of recognising that liquid assets are there to be e
run down at times of pressure. No prudential risks would >« =
be created. The reduction would not prejudge decisions R wks
on future monetary controls or future prudential guidelines. . -
The Chancellor and the Governor therefore propose to 4
announce the reduction early in January, when the central pkaku
government goes into surplus. ond
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The scale of the problem is as follows. On present ”“*“f'“r
projections, the Government surplus is likely to take the fAnunn,
cumulative cash shortage in e market from nearly £900 W b Jof)

million at the end of banking December to about £3.2 Elllion';k;b
by the end o anking April. he shortage could be s
smaller if the GE?EF%HEHE’% first quarter surplus falls opim o

short of the forecast or larger if sales of Government PMiGanrlia by

debt are higher than is projected.) The Bank must meet g bon

repenting

/this shortage by (Y
~Ascive
Spternd
il




1 CRC RGBT

this shortage by converting other assets into cash, unless
short term interest rates are to rise in a way entirely
Inconsistent with the reduction in MLR and unhelpfunl to

Eg%ggggx_ggnhzgl_ibecause the increase in market interest
rates would simply encourage round-tripping).

The additional cash shortage in the first quarter will be
of rougﬁT? the same orﬂer of magnitude as in the revenue
quarter last year; but the problem of alleviating it

will be more difficult for two reasons. First, there are
no special deposits to release, as there were in the first
quarter of 1981. Second, we start 1981, unlike 1980,

with the Bank already providing nearly £900 million of
assistance, mainly through purchases of commercial bills.

Nonetheless, the problem should be manageable provided
the RAR is reduced.

A reduction from 121% to 10% will release something over

g&j billion of reserves to be converted into cash. The
amount By which the Bank's need to buy in commercial bills
will be reduced may well be somewhat smaller. It depends
how far the banking system is prepared to run down its
holdings of reserve asset claims on the public sector

(ie Treasury Bills and local authority bills). The Bank
judges that the reduction in such assets might not exceed

£1 billion, but that it is right to make room for a somewhat
larger reduction in case it proves possible.

If the reduction amounts to £1 billion, some £2 billion
will remain to be provided by purchase of other assets.
The Bank will aim to do so by buying in commercial bills

and, to a lesser extent, swapping the banks orel

currency holdings into sterling. This should be Just
possible Without recourse to Special arrangements.

To reduce the RAR below 10% would not reduce the need

for the Bank to buy in commercial bills because the ability
of the banking system to run down its holdings of reserve
asset claims on the public sector would be already exhausted -
if not more than exhausted - by the reduction to 10%.

Nor would it help to allow more private sector assets to
count as reserves, for the same reason. Nor would it help
to bring in gilts over one year (the present boundary),
because this would make them more attractive to banks, and
so could conflict with the objective of broadening the
market in central government debt of this maturity.
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SECRET

The Chancellor and the Governor are satisfied that to
reduce the RAR to 10% is the right course to follow in
the circumstances. If the Prime Minister is content,
the Bank of England will announce the change on or
about 5 January.
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I am copying this letter to Tim Allen at the Bank of
England.
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A J WIGGINS
Prinecipal Private Secretary




