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I atlsech a note by IMr Britton which sets out what are our
conclusions on the monetary control consultations. I have
sent a copy to IMr Fforde. I have no great hopes of receiving
a piece from him though I have asked for it.

2. The note is not intended to be a presentation which one
would make to the public but to be a list of points round which
that presentation would be constructed.

B The Bank papers represent a minor change to the status gquo.
It is difficult to see how they could be presented as other

than a justification of the Green Paper diagnosis. They basically
represent the status quo without the reserve asset ratio and

with more flexible central bank operations. It is not even clesar
that there would be more flexitility in short term interest rate
movements. Certainly the gilts paper indicates there would be

no change in debt marketing techniques - with the exception of

the restricted indexed gilt which on the Bank's analysis we cannot
announce for fear of damaging the existing gilt market, and
nationalised industry borrowing which we are not yet in a position
to say anything about. No-one will regard this as a fundamental
change in the system of monetary control designed to bring about
more attention to quantity rather than price. The Bank's proposals
on the cash ratio,still based on eligible liabilities are in

fact a proposal to defer any move to monetary base control outside
the period of this Parliament.

4, Reflecting on yesterday's discussion there is one point which
I particularly want to make. We have prepared in the Treasury

a serious piece of work setting out the issues involved in moving to
a fundamentally different system of monetary control. Mrs Lomax'



1. =, L% L I..
s - j "ru_xj‘l] T LHls SRR ue
J
~ i . o 4 17
r. I am not prep i1 1
3 3. vy a i ' ]
3 e Lo 2 winne - &
Al
= IR T A . L e . By A e -
trhat 1¢ has bezn done by the 5

1ssues which we have set

=
)
4]
[

preferably at your meeting.

é It is not true to suggest that we have not thought about

he denominator of the mandatory base system which we have suggestesd.
It has been discussed with the Bank and Mr Fforde should have been
aware of this. TYou will see from Mrs Lomax's minute of 5 November
that a good deal of work has been done on an M2 series. We are in
no worse a position on this than the Bank were when they cooked up
eligible liabilities as the basis for the corset. And as we are
proposing a further stage of consultation in the cash ratio document
I do not see that there is any reason why we should allow the
argunents for an M2 denominator to be brushed on one side.

6. I am becoming as a result worried about how all this will
be presented at the end of November. So far the 1ist looks some-
thing like this:

8. weé announce a virtual suspension of the target

b, some toughish measures amounting to a small increase in
public expenditure '

¢. the Industry Act forecast with, by implication, a large
borrowing requirement for next year

d. very little on the tax side except possibly NIC, and
some small amount from the North Sea

e. the possibility of some reduction in interest rates.

fa Given this unpromising outlook I think it is quite important
to make a fairly forthcoming announcement about our intentions
on monetary control even if we cannot move at allsquickly.

‘@b\

P E MIDDLETON
7 November 1980
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ciated with the SSD scheme. A4 systenm witn no mandatory
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requirement could not be used to control any of the wider
c
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nonevary asggregates ex Pt, perhaps, in tne long run.

The indicator system outlined in tne Green Paper depends on
the existence of g relationship between the target aggregate
and the level of interest rates which is stable and well-
understood. For the wider aggregates, at least, this condition
is not fulfilled, Tney appear to respond as much to relative
interest rates, and expected yields, as to the overall level

of the interest rats structure.

Control of £i% must, therefore, depend mainly on fiscal policy
and debt sales. Month-by-month control by these means is not
possible - but neither is it iécessary. The commitment to

the medium-ternm strategy set out in the Budget Statement stands.
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more active part in the determination of short_-

To minimise this problem, we propose that the cash requirement
against wholesale deposits will be eliminated. The Bank will

be issuing a consultation docunent in which the considerations
governing the definition of retail deposits, the size of ratio
required and the interest (if any) to be paid on bankers' balances
are set out in full. The existence of a cash ratio in this fornm
would make it possible for the authorities at a later stage to
influence the growth of retail deposits by controlling the rate

of growth

of the mmetay base. If =2 non-mandatory system of monetary base
control was preferred, the cash ratio would be abolished.

% The reserve assets ratio will be abolished/modified with effect
fron / _/. It is hoped that the' consultations on
liguidity norms will soon be brought to a conclusion.
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The proposal put forward by Middleton as the point d'arrivée
yesterday was the following:

(a) that €M3 should remain as the (primary) monetary target;

(b) that short-term interest rates would be produced by an MBC
system which operated through a mandatory cash ratio of
5-10% (on which a market rate of interest would be paid) of
retail deposits; and

(c) that any divergence between the £M3 that resulted from -the
PSBR and short-term interest rates determined as under (b)
and the target for £M3 should be offset by debt sales.

This proposal has been developed by Treasury economists under

Britton - with technical assistance, on a personal basis, from

some junior Bank economists. There has been no official

consultation with the Bank.

'

In the Bank's'judgment the proposal is simply not practicable as
it stands because there is no known or realistically imaginable
technique for debt sales that could be relied upon to reconcile
any given PSBR énd whatever 1e§el of short-term interest rates
happened to emerge under (b) with the targeted &M3 (ie, (c) above
is puré Fantasy): Whatever else emerged from the MBC debate the

one ¢h}ng that was clear was that MBC was not compatible with a
EM3 target. -



A more reasonabie proposal would be to abandon £M3 as the target

variable and move to a new retail deposit (M2) target, ie, to adopt

(b) above in isolation. The main objections to this more

comprehensible proposal are:

(a) Conceptual /

(1)

(11}

We know nothing about the proposed aggregate: we have no
previous figures for it; have no idea how it responds to
interest rates; or how it relates to. nominal income. 1t
would be years before we could assess whether or not it had
in practice any significance as a control variable - whatever
the theoretical case may be. If we were to decide to move tu
a narrower target aggregate there would be much to be said
for M1, of which we do at least have some data and experience

Like M1, it suffers from not being capable of analysis in
terms of its credit counterparts. There are different views
about the importance of this. A subtle temptation is the
thought that by concentrating on a narrow aggregate we could
escape the problems of the PSBR or debt management or bank
lending, etc. In fact this would not be so: policy
failures in these areas would simply be reflected in

pressure on short-term interest rates and to contain such

pressures we would be driven back to acting on the credit
counterparts.

(b) Practical

(1)

(ii)

il
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We do not know whether M2.is feasible either as a statistical
concept or as an operational quantity. The purely arbitrary
suggestion is that it should include balances of less than
£50,000. We would need to establish whether there were
collection problems for the banks. Problems of multiple
accounts or of fluctuating balances immediately spring to
mind; and one wonders how the figure would be adjusted over

time, eg, to take account of inflation, etc. Nor is it
difficult to devise possible forms of evasion, eg, by
compensating loans. It is for the statistics side of the

Bank to advise on the feasibility in this area - there has
been no official consultation: the statisticians' preliminar
reservations, which are set out in the attached note and whic
have been expressed informally to Treasury officials, are
simply brushed aside.

A 5-10% cash ratio - even if interest-bearing - would be a
serious distortion of the banks' preferred asset structures.
It would involve a substantial earnings penalty unless the
interest paid was equal to the return which banks could

J otherwise earn, ie, LIBOR plus. The earnings penalty would
~» have a number of implications:



i\y\W‘

¥

L

»

A

(iii)

(iv)

(a) It would be an incentive to the banks to reduce their
direct reliance on M2 deposits leaving these to be
collected by building societies and money market funds,
etc. to be amalgamated and redeposited outside the M2
definition; ‘.

(b) It would be an incentive .to offshore bankiég with the
likelihood that branch bid deposits and other large
retail deposits would be booked overseas;

(c) It would give a positive incentive to liability
management through the wholesale market, so that the
impact of any increase in credit demand would be reflecte
in short-term interest rates very directly with serious
implications for the stability of the system.

A 5-10% cash ratio would also mean that banks would wish to
hold minimal other liquid assets. This would have severe
consequences for the flexibility of the domestic money market
and would limit the Bank's capacity to deal in such other
liquid assets. (It would not be possible for the Bank to

deal directly itself in the interbank market for the reasons

discussed in the Bank's paper for yesterday's meeting with tt
Chancellor.) %ﬂhu

As with a non-mandatory system we should have no knowledge fc
years about the banks' demand for reserves (in this case for
excess reserves) and so would have no basis on which to condt

our monetary base operations without inducing entirely randon
interest rate fluctuations.

At the very least these, and no doubt other questions, would need t

be thoroughly considered by those that would be responsible for

operating the system before the Bank could possibly endorse any

kind of commitment to going in this direction. There is no

conceivable way in which we can agree to adopt a mandatory M2 syste

(still less with a £M3 target) in the course of the next week or sc

if at

§

all.
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Jizbilities lay below or above the cut-off point, '

2 It should be stated at the outset that, although the banks
currently break down deposits by sector, by currency, by maturity

: B 2 o o .l : 5
and by payment of 1nterest,() distinguishing depcsits by size would

be a totally new concept for them. It follows that there are no

statistics presently available for the purpose.

n
Wis

First, would the concept of an aggregate determineg by a cut-o:

i g
L i

Fh

point in termns of size be statistically sensible e? Secondly, what

f:

problems would be involved in obtaining the necessary ficereg?

These are discussed further in the paragraphs that fcllow.

4 The concept of distinguishing deposits by size would seem likely
to give rise to erratic movements 1nto and out of :he target
aggregate, to a greater extent than is the case with £M3. Apart

from CDs, bank deposits are not, in general, discrete inctruments

-rather, they form a continuous range with no natural break-points.

It would be impossible to avoid accounts frequently moving frem one
siae ¢f the cut-off point to the other, perhaps a result of quite
small transactions. Moreover, since companies' accounts would also
be included, there would be frequent large movements at times of tax
Or wage payments. An account with a deposit of £100,000 one day
might go down to £5,000 or be overdrawn the next. It could not

necessarily be assumed that on average such sw1ngs'would cancel out.

(1) Clearly this assimwtion anly heolds good up to a point.

(z) Not necessarily all at the sane time or cn the same form.
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estimated,. Ficreover, unless the cut-off point were indexed in sone

way or other, depocgits would get drawn into it automatically as a
result of inflation (sce below). On balance, it is likely that an
aggregate of this type would be subject tc considerable erratic
fluctuations, hard to interpret and could not be scasonally adjusted

for at least three vears.

5 The matter of data provision also bristles with difficulties.
It would be an exceedingly onerous addition to the present statistic

(1)

requirements_ at a time when the banks are also about to be asked
for a wide range of additional information, especially for superviso
and international reporting purposes. Not only_would it require
time and effort on the banks' part to set up the necessary repoxting
system, but it would also be burdensome to operate, in that the
balance on each account on each reporting day wduld have to be
inspected to see whether it came above or below the cut-off point.
This would be complicated if the cut-off point were regularly revice
on account of indexing. For banks which are fully computerised,
this should nbt be an impossible pfoblem, although it would take tim:
to carry out the neceésary programming.(z) For banks without a fuil:
.. computerised system, of which there are still quite a few, it would
be a nightmare.

6 The Bank have no powers to require banks to provide figures for
this sort of purpose, and their provision would therefore have to be
negotiated. Since the reporting requirements would seem likely to
be onerous, the banks are unlikely to be enthusiastic for the
introduction of a scheme of this kingd, whatever their views about
its merits or otherwise in theory. Even if their whole-hearted
co-operation could be assured, it seems unlikely that any scheme of
this kind could be brought into operation at all gquickly. Without
discusSing it with the banks,we cannot be precise about timing, but

experience suggests that it could not become operational in less thar

(1) The abolition of the present ELs and reserve ratic system would not be likely

~ to bring much offsetting benefits. ) X

(2) The amount of work involved here is difficult to estimate, and would depend
on the degree of flexibility in existing camuter svarems -




- . . = a2 S
A Yyoan Y REE ¥ il PR
7 TE is coneluded

s o BT N il 0, D b R

S el e 35 S A o

Wos sl s ooy e S

S@il L1y T Lroct

volatile and conscegue!
point here is that,
related to the counterpsarts on
balance sheets. A scheme of
considerable reporting burden

be introduced at all quickly.

= £ oEbaE ENER
SiCcoe OL Cne RDEnxs

1d also impocse a very

and could not possibly

&



