10 DOWNING STREET

MR. BURNS
MR, MIDDLETON

In order to attempt, perhaps vainly, to clear my mind in
the current confusion of "progress" in monetary base control,
I have prepared the enclosed notes. Would you please let me
know if I have been grossly inaccurate or unfair?

I am depressed by the thought that I shall have to go
back to the Prime Minister and tell her that very little progress
has been made. Can we see what can be done about it?

15 April 1981 ALAN WALTERS

cc Mr. Hoskyns
Mr. Wolfson
Mr. Sanders




NOTES ON MOVEMENT TO MONETARY BASE CONTROL

Phasing Out the Reserve Asset Ratio

The reserve asset ratio was reduced from 12i% to 10% on

2 January. It was said that final abolition of the reserve
asset ratio depends on making sufficient progress with new
arrangements for assuring adequate liquidity for the banks

so that confidence in the banking system is fully maintained.
Such measures were referred to in the article on the liquidity
of banks in the Bank of England Quarterly Bulletin March 1981.
However, there has been no formal progress on reducing the
reserve asset ratio below 10% and no sign of eventual abolition.
Presumably this is being held up while additional discussions
are taking place on the nature of acceptable and applicable
bases for measuring the overall liquidity of banks. The Bank
was supposed to provide a paper as a basis for further
discussion of this aspect but so far as I know, it has not
appeared. The Bank still envisages the early abolition bf the
reserve asset ratio which it says i1s not a prudential ratio and
is not regarded by the Bank as such, But apparently it is still
being held up because the Bank wants to discuss with individual
banks the appropriate normal level of holdings of assets which
at present are required for the reserve asset ratio. It says
that these discussions may not have been completed when the
reserve asset ratio is abolished as a minimum requirement.

It is clear that progress on this is extraordinarily slow. It
is difficult to see why the reserve asset ratio should not be
abolished now. : )

Cash Ratio

So far as we know the discussions between Sir Douglas Wass and
the Governor have not yet produced an alternative source of
income to the 13}% cash ratio deposits at the Bank of England.

It is quite clear that the 13% cash ratio has nothing to do with
the business of monetary control, it merely supplies the Bank
with its most important source of income. It was expected that
recommendations on this issue were to be made before the Budget.
Yet apparently none have appeared.




Money Market Management, Lending Operations and the Bill Market

It does seem that the Bank has retreated from the discount
window and instead of providing funds in that way it is buying
bills. The Bank clearly wants to extend its bill operations so
that it has an adequate market in which to conduct open market
operations in eligible commercial bills. The eligible acceptance
houses largeley are restricted to British banks. In discussing
(in the Bank of England Quarterly Bulletin March 1981) the
extensions of these eligibility criteria to foreign banks in
London, the Bank lists as one of its undertakings that the
banks would agree to place an average level of funds with the
discount houses. This would enable the discount houses to make
a market in bills. Superficially it seems to be a mechanism
for keeping the discount houses in business, or at least in the
bill business.

Minimum Lending Rate

The Bank still appears to be publishing minimum lending rate

and apparently will go on publishing it, even though little or
no business is done by the Bank at this rate. So far there
doesn't appear to be any agreed bands within which the rate of
interest is to be operated. This is a matter of urgency. The
Bank now does not quote prices at which it will buy eligible
bills of over one month maturity and simply now responds to
offers of sale of such bills. It would be nice to know the
criteria on which sales are accepted. And how is the band to be
moved.

Sales of Debt

The Committee chaired by Sir Douglas Wass broadly reported that
it was not really possible to mix the tender system with our
existing form of tap issues. The successful tender issue of the
indexed gilts suggests there were very few problems with tenders
of indexed or perhaps ncn-indexed stock. It is likely, however,
that the issue of indexed stock will expand quite rapidly. The
Bank, however, are still clearly concerned to keep their gilt
edged jobbers in business, see para 11 on page 39 of the Bank of
England Quarterly Bulletin March 1981, They clearly regard the
efficient functioning of the market as requiring the jobbing
operation, and so are continuing with the tap issues.




Conclusions

The main conclusion is that the movement to monetary base
control is clearly a long, long way behind the timetable of
the programme that was outlined in November of last year and
in January this year. The reserve asset ratio has not gone;g
the cash ratio is still operative; the minimum lending rate is
still announced and there is no evidence of the band of rates
being used. Unless the Treasury takes a new initiative it is
difficult to see how any progress will be made.
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