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GREEN PAPER - MONETARY CONTROL -
A VIEW BY THE CO-OPERATIVE BANK

It should be said initially that there have been
so many views expressed in the City since tihe publication
of the Paper (together with the loosely associated Faper
on the "Measurement of Liquidity") that it is uniikely
that anything new can be contributed to the discussion.
Many of the Papers issued have been a critigue oI the
Bank's attitude, particularly by academics and other
members of the monetarist school. Such critics have
argued that the Bank is still seeking to control the *demand”
side of the equation by controclling interest rates rather
than controlling the money supply directly. It seems uniikely
that the Bank will make so fundamental a move to "supply”
management and, indeed, in the Paper the Indicator System is
the one preferred by the Bank. As Bankers we would not wish
to see controls on the supply of credit which would involve
restrictions on banking activity in the same way as the
guantitive controls on lending in the 60's and the more recent
Corset contrels.

As a general introduction it seems to us that the
present discussion over the adequacy of the technigues of
monetary control has inevitably drawn on the wider debate over
Keynesian and monetarist economic philosophies; however, we
have examined issues from a pragmatic viewpoint. Whilst the
major consideration in the operation of monetary control must be
the effectiveness in contributing to the smooth running of the
Government's overall economic policy, the effects of the
different techniques of monetary policy on the banking system
should also be taken fully into account. If the banks are to
operate efficiently they must be given the flexibility to meet
customers' reguirements for financing, and, egually importantly,
they must be allowed to operate in an evironment of free and
fair competition. It is within this framework that we now
elaborate our comments on the Green Faper.

ks a Green Paper should, this document contains more
guestions than answers. Therefore we do not fully share the
disappointment in some quarters about the lack of concrete
proposals and recommendations, but rathex welcome the copportunity
for reflection and comment.

Having said this, however, we would argue that there is
a serious flaw in the Paper, and this is the absence of
reference to the funding of Government borrowing through seles
of gilt-edged sscurities. Given the scale of funding activity
in the U.K., z paper on monetary contrcl without referznce to
these procedures is greatly weakened. This is even more the
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case when the extremely close relationship of the funding
system to the two major policy instruments for controlling

the growth of the money supply - fiscal policy and interest
rates -~ is borne in mind. In fully accepting the primary
importance of fiscal policy and interest rates, it follows
that operations on the monetary base (however defined) are
seen as being relegated to the subsidiary role of achieving

"a smoother path in the growth of the money supply from
quarter to quarter". Therefore consideration of alternative
systems of monetary base control becomes of less crucial
importance. Nonetheless, we would welcome unequivocally

the Paper's explicit and firm recognition that direct guantitative
controls are not a satisfactory alternative means of achieving
the stated policy objective.

As previously stated we would not wish to see contrcls on the
supply of credit which would involve restrictions on banking
activity in the same way as the quantitive controls on lending
in the 60's and the more recent Supplementary Special Deposit
Scheme. The authors of the Paper were, in our view, guite
correct in outlining the various alternative systems of monetary
base control, to place emphasis on the perceived difficulties
connected with introduction of such systems. When considering
alternatives to an established system, a fundamental consideration
must be the merits of the alternative; this is more important
than the disadvantages of the 'status quo’.

The authorities have guite properly played the role of
'devil’s advocate' in outlining the demerits of the various
alternatives. In substance, we believe that the criticisms
advanced in the Green Paper are valid.

2. Monetary Base Control

(i) Schemes without a Mandatory Cash Requirement.

The Bank indicates that this system would

only work if banks were induced to hcld

the bulk of their prudential liquidity
reguirements in the form of balances at the
Bank rather than in the form of primary liguid
assets. This would require fundamental changes
in the structure of the London Money Markets

to restrict the ability to transform such
assets to cash. In the case of Clearing Banks,
where a cash balance is already required, our
own experience shows that the expected level

of cash requirement and the out-turn of our
cash balance(s) are extremely volatile and
could not be taken as an indicator of the

level of our own deposit liabilities. Additionally,
the overall trend of cash requirements will
undoubtedly change as new payment systems are
developed. We would agree with the Bank's
comments that the level of balances held would
tend to equate more to the level of cur
transactions rather than to the size of our
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balance sheet. Again, in our ireu
having regard to the nature ¢ ur bhusiness and

particularly the effect cof of

customers on our cash fliows, bably

have to hold largexr balances anks.
ted
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This would be especially so
lender of last resort faciliti
Such actions would put us at
our ccmpetitors. The
Clearers and non-Clearer
more important as the
really have any need
and there would be no
their balance sheets cuiner
and respocnsibie banking. I
lend as freely as they cot
It could be expected that
amongst the Clearers wcould be
non-Clearers as the Clearers
len¢_n3 in the inter~bank s
the marginal cost of funds
It seems unlikely however,
a constant ratio hetween the
cash and its total depocsit
could turn to alternative,
of deposit.
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One result of this system could ke the running-
down of overdraft facilities &s tie Clearing Banks
especially seek to stabiliss thelr cash flows Ly
"fixing® more loans. Thisg would bea gserious
blow tec industry, especially in today’'s economic
climate. The bank overdraft is one of 2 Company's
rmost fiexible resources enabling it, for example,
to meat and overcome tempoi vy changes in its
trading environment. If this effect did materialise
it would seem to be ccunter ©o the rsguliar
exhortations we receive to assist industrial
borrowers as much as possilbie. Businesses,
especially small businesses . would ainly suffex
under any svstem which brought with demise
of the overdraft system.
Schemes with

The difference between Cle" = *'C noun~{learers
is immediately apparent T eguire non-
Clearers to hold nc practical

need fcr it is, in their
operations in the s carrent
requirement for Cle'

{ p hlgPeT
balances than we bea:l ] e CSs8ary chas
against cur profits. b ]
ratic for Clesarers I
clesriv be unjust.
tion of business i
mediaries and the cii




the same way that has happened to some extent
in the United States.

The Bank has suggested that a mandator:
could be operated in one of three ways. rstly,
"lagged accounting" whereby the level <f depcsits
at a point in time would give a reguirement to

reguirement
s
de

hold a certain level of base assets at scme time
in the future. To make this effective in the
control of money supply this would have to be
accompanied by a progressive system <of penal rates
of interest if the Bank had to suppliy Lbase assets
to banks, or a penalty scheme (similar to the
Corset) if banks did not meet the reguiz

Such controls have not proved effect
past as banks have disintermediated fo gocd effect
and would probably do so again under simil
conditions. (this is the fundamental point

argued by the monetarists who say that the Bank
should not supply additional base assets but that
banks would have to bid-up in the market when
their liquidity was under pressure in order to

get hcld of base assets whose total is strictly
limited. Interest rates would rise giving the
banks a profit motive to undertake assets as

well as liquidity management. This, it is claimed,
could also lead to a more competitive banking
system) . Lagged accounting would be the easiest
option to manage from our pcint of view but cculd
be a severe restraint on growth and in our case
could be as restrictive as the Corset.

The second system considered is "current accounting”
operating similarly to the reserve asset ratic
where base assets at a make-up date would have to
eguate in & given ratio to the level of deposits at
the same date. We again concur with tihe Bank's
view that Clearing Banks, including curselves,
would have difficulty in accurately predicting

the requirement for base assets early enough to
have the opportunity to bid for them so, uablm
resulting in excess amounts of such assets
heid. This volume of excess base asseits wo
fluctuate and the growth of these base zsse
would, therefore, not be a reliable cuide ¢
ﬂore+a*v growth. This system would alsoc ne
penalties as in the case of lagged accounti
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be the most restrictive, althﬂujr this has
attractions to the Bank in th it would give an
advance warning of the level of the future trend

in the money stock. Under such system the banks'
deposits would be restricted to multiple of their
base assets at an earlier date. This would invclve

The third system “lead accounting” would to us
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penalties for either shortag
holdings ©f base assets. Such
reguire very accurate cash flow
order that a base could be set

order to support the level
future date. Our own experi
such accurate cash flow for“ i ;
extremely difficult, espe in an environment
where large overdraft fa0111h‘ s were enjoyed

by a small number of customers in any one sector,
and in & rapid growth situation. as with a scheme
without the cash reguirement, lead accounti

could force Clearing Banks tc curtail use uI
overdraft facilities to the Cov‘ors disadvantace
of its industrial/business =

system could also give rlse
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termediation

ox relntermedlat"ﬁn opera a ks would

try to ensure tha uepos_ ts were Lt-up 1f tney
had been DreV1oas v underestimate that lending
was diversified intc non-c ontrol as if they
had been overestimated. Such ad s would
give rise to the same problems as ed with

the corset scheme.

Indicator Systems

Indicator Svstems have been used in the recent
past when Minimum Lending Rate was tied to the

weekly Treasury Bill Rate \aLWEGugh there is no
mention cof this in the . sSuch a system was
obviously found to be facteory as the formula
was often over-ridden ntually discentinued.
The problem could have been in some ¢ due to

the fact that it was tied tc a 3 month rate whereas
it was used to determine the interest rate for
lending which was usually cvernight only.

The envisaged Indicator Svstem would have pre-set
level cf rate changes geared spec

movements in a monetary indi

an "operative rate" for lend

Market the following qcu<,
would be based on Minimum
minus any change t“'coe:;'
indicator., | The Bank may I
Rate itself if the operati
diverged from Minimum Lending Rate by an overall
pre-set limit, end 3% has beer sucgested. The

system would be couplad with a m:
requirement but lender of last res
would be available. i it
the ability to over-r:

o
=
v
ta]

It is possible that undexr
would see the indicator
and would, for exanmple.
longer term debt. {(e.g.
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rise and would refrain from making loans at less
than the prospective rate. Such action would in
ltself cause rates to rise, giving rate differentials

until the administered rate were alsc changed.
One possible advantage is that rate trends might
be less difficult to forecast provideé that the
Authority over-ride is not used too ofter

i S O -8

o

It is generally agreed that whichever of these
fcllowed interest rates would be more volatile. This
more frequent base rate changes which might be adminis
difficult and/cr expensive.
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With regard to the future of the overdrait sys

tem and in
problems of cash flow forecasting we see particular difficulties
which are exacerbated by our own development and expansion at
the present time. We would prefer toc be free to use ocur cwn

managerial judgement over as many areas of our o;era ions as
possible whilst acknowledging the requirement for prudential ratios.
At the present stage of our deveiopment we would not be in favour
of measures that had a guantitive control on cur operations

(as some systems of monetary base control would) for the purposes
of monetary control requirements for the banking system as a whole.
The indicator System would not affect us in the same way as the
possible monetary base control systems and could be supported
perhaps on the basis that if we have to have something then that
would be the better prospect invelving less radical change from

the present. Although a mandatory base reguirement cculd ke

part of such a system, if spread throughout all banks this may

be less restrictive than the present requirements for Clearing
Banks. 1In this respect we would have preferred to have seen the
detailed discussion paper referred to in paragraph 6,3(iv)

before making more detailed comments.

We conclude that both of the new proposed monetary control
systems in the Green Paper are somewhat flawed, and in ocur view
a further fruitful area of enquiry is the present system of
funding government borrowing through sales of gilt edged securities.

At
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There has been an increasing dissatisfaction with the
presant byatem of issuing gilt edged securities, which, it is
claimed, results in exaggerated movements in interest rates,

ncrwabed interest payments on the national debt and an uneven
growth of money supply, with control impaired.

The underiying cause of the failure of the present system
o our mind has been a mismatch between policy goals pursued
by the Governmenc and the authorities; that is that fiscal and
monetary policy have not been sufficiently harmenised. However,
specific reforms of the market can, we belleve, oo & lomg way
to allaying the symptoms, if not the cause of the problem. Whilst
some changes in the technicues of selling gilt edged stocks have

T
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been implemented during the last Ffew years, notably &
of the partial tender system, we would nevertheless sup
conclusion of the Committee te review the functioning o©
Financial Institutions.* that these innovaticns navs nof

ConTinued/ v.e s vecesan

* Final Report Cmnd 7937 paragraph 63¢



far enough. The Committee recommended that, in consultation
with the institutions, the authorities should give consideration
to devising means of funding part of the PSBR by issuing long
dated stocks through an underwritten tender. We believe this

is a constructive and, on the surface at least, appealing
proposal, which merits the full attention of the financia
community and the authorities.
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