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T Ve may nct have secn the Banlk's vapers vefore the meebing
with the Governor on Thursday. Put there are two Treasury papers

&,  Mr Monck's minute on the roll over of the target

bs Mrs Iomax's minute on next steps Uowards monetary base
control.
2y The presentations) problem is: what do we say on these two
subjects in late November and what do we leave for the Budget?
We have to say something on both in conjunction with the Industry
Act forecast, and possibly in close prozimity to a reduction in

interest rates to help companies

P

e The substeantive problexm is that with the present forecast

for the PSBR this year end next, a natural uncerteinty about what
migh% be possidble in the Budgef, and the growth so far experienced
in the noney supply during the present target period, 2ll the
options for roliing the target forward sre difficult. And with

the possibility of having to risk a reduction in interest rates ‘
it is not tco easy to.announce moves to improve the system of
monetary contrel which in present circumstances would indicate s
nove in the opposite direction., Current worries about the exchange
rete compound these difficulties. )

4. In these circumstances major moves must await thoe Budget.

We can then rezet the annual target, and relate it to the LTS
which can itself be reassessed at the ssme time. Effective changes
in the system of moneteary control can then be nede against the
right sort of bazekground — one in which we have reformulated the
strategy and its main components$ ratier than at a time when it

is out of balauce and when the strains on interest rates are too
great to 2llow much of a rale o vhe mayirsi,
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following a principle on the sort of control

system we might wish to adopt.

¥ It should also be possible to say that changes in

 the Bank's lender of last resort faecility will need to
accompany effective chenges in the system of monetary
control, but that these will not teke place until the

-new cash ratio is in place. After that there would be
a gradual widening in the margins within vhich interest
rates moved as the authorities direct increasing atteation
towards controlling the base.

Ce This could be further bolstered if we could say more abvout
our intentions on marketing tactics snd funding. It might de
posslble to say more about:

i. National Savings. A note on the next stages in
indexed National Savings is being preparcd in HF. This
would be a popular move. It directs funding towards the
personal sector at some risk to the mortgage rates, If
it was decided to bring dowa MLR, these risks would be
greatly reduced.

ii. A restricted indexed gilt. Work on this is
practically complete. It would be another moderate step
in the direction of exercising more effective nonetary
control. It would be sold by tender and thus would
introduce a method of directly influencing the quantity
of debt sold into the gilt-edged armoury.

iii. New methods of gilt funding. The announcement of

more aggresssive tactics would help but indications are
that the Bank would still oppose this. It remains essential

if a MBC type reoinms is to be asuno
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Relely DBase rvatds vwould of - course cause the sane problens
vader MBC., The definifien of the denomfingtor might bLe

chavred - Choush it would wot be sensible to make @ major

change in the coantrol total without also rnoving away fron

S an f Burield varilable
B It is difficult to reach a firm conclusion one way or the
other. The precedcat of 1972-735 is nct eacouragiig, though a

(

similar experiment now might stand a better chance of success,
given time. Bubt this 1s clearly highly uncertain; and there must

is t more aggressive use of the R4AR would
make short-term monetary conirol worse, not better. It should be
noted that, insofar as short-term interest rates become 1ore
volatile, the need for institutional change would not be completely
avoided. Changes in ﬁhe overdraft system, for example, and
implications for building society behaviour, are the result of-

P

more flexible iaterest rates, rather than the direct result of

particular changes. in the way the authorities operate.

65 There erc cther problems with the RiAR. The status of Treasury
bills &s & reserve assel 1ls often said to inhibit the development
of’ a broader markel in short-tern debt. The prospects for chorti-
term monetary control (2lbeit of a rather cosmetic nature) would
-almost certainly ve vetter il there was a chort-term debt instru-
ment which appealed to non-banks. However, depriving Treasury
©ills of their reserve asset status may be neither necessary noxr

1

sufficient to bring %this about.

7. _The Grecn Paper has however established a clear presumpticn

™

in favour of the avolition of the RAR.

"It is therefore proronsed, lrrespective of whether it
is decidad in due course to introduce any of the changes
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to neet The RAR, (para 3.9).
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example can be

i1

This is tiny in relation to snort run
fluctuntions in some of the counterparts
to the buase; daily swings in the CGBR for

e £500 million. Arguably,
i{ panks hold surplus cash, ths margin ol cxcess
holdiugs is more important than the size of the
requiral ratio. &mven in this case however, the
ratio is important in determining how swings in
t+he base trenslate in;o reguired changes in bank

io, for example, a £100n

at
.change in the base signals the need for a £7 billion

change in deposits or thereabouts: with an 8% ratio,

o
the vequired deposit change is only £1% billion.

For this reason cur illustrative scheme aosuwed a

ratio soiewhere in the region of the old 8% cash

ratio. This would be consistent with a base of
several billions. (These arguments are set out
more fully in the Annex).

3

the dencminator of the ratio i

3
a measure which is clearly irnade
total, chiefly becsuse of the scope for
disintermediation it offers. Moreover, while it is
a close approximation to &13, it is of course ot
identical to this cor any other measure of the money
supply. -

is not rationed, there is no real
his could change if the ratio were 1O be used more
aggressively. (The clearers agree to observe the

target on average during the month though they are

expecied to aim to achieve it each day. )

o
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42. The alternavive is to gbolish the present cash reguirement
and nol to replace it. This could foreshadow a move TO non-
mandabory MBC. The authorities could still allow short-term

interest rates to be gencrated as a by-preduct of controlling
tine mbnotoryr bosg. LThe 7isk, ohee afain, is thal marizet-deter-
mined rates would not cnsure effecctive monetary conirol — though
in this ‘case, the risk arises from an unsteble and initielly
unknown.demafoor-cash'on the part'of the banking system rather

than fron the possibility of disintermediation.

Moving to move flexible intersst rates

. - -

1%. Once the R4R were replaced by a single secondary prudential
norm, the cash ratio either &avo

lished or modified as suggested
in para 11, and possibly some new source of income found for:.the Ba
further changes would depend oa the suthoritices ope rating in sz

new way-. ent the Rank influences short-term rates by
announ dinq the rate at which it is prepared to lend to the discount

marxet and. backing
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through its opcrations in the nmoney
market. The discount market's agrecment to underwrite the weekl
Treacury bill tender, whatever ite size, enables the Bauk to
engincer a shortage of cash, given the likely ¢cale of cazcn ficvs
between the bs nhlng s*ste: and the authoritles. This shortiage
can only be relieved by the systen as a whole either borrowing

b}

from or se Tiln' assets o the Bank through the mediun of the
discount markei. This assistbance caa be given in a number of
forms; that is, the Bank can choose the type and maturity of the
assecis in which it deals. Thus the Terms on whicnh the Bank assists
the digcoun’t market cnables it To influence a rangce of snert-

. . A L et e
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g b 1] ,
gortainly have to chanpge. The dispoval musketb's gopeenent
to underwrite the weekly Treasuvry bill tender might not long

survive the chaunes to the operaticn of lender of lust resort
facilities. To the extont that the authorities atteunpt <o
control the monetary base, they will need to develop considcersble
lexihilivy in conducting opén market operations. At a I
stage, then it might be both necessary and desirabl
drop the weekly tender and adopt new arrangements for dealing

in Treasury bills probably on a daily basis.

18. Vhether and when the discount market dlisappears, as a
result of all +hese changes, is difficult to predict. There
must be a good chance that the houses will find some other
outley for their expertise. To some extent, the outcome will
depcnd on whether the Bank gives permlssion_for them to be
teken over. ' |
i

A 3

(= ¥

H
6}
0
H

- 19, As int

[
n
0

were allowed to fluctuate more =zt th
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e
short end, other changes wou become necessary or would follow
e

of iheir own accord. Tor example, as the authorities' influence
on chort rates dinminished, both in eppsarance and in reality,
.there would have to be changes in current technigues of marketing
gilt edged securities. Ilethods of influencing long rates directly,
sathar than through the medium of short rates, would have 1o be
developad. Once Treasury bilils lose their reserve asset status,

the authorities may find it easier to control the money supply
by selling Treasury bills to the ncn bank private sector. However,

there-is no guarantee that a non-bank market in Treasury bills will
evolve nasurally. Treasury bills wonld remain a natural deaiing
mediunm between the Bank and the commerclal banking system (though

not the only one); and this may give +he bonks a continuing

-

special interest in holding the:m.
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20. Othoer instiiutional changes which may occur 1n response o
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more volaille Jnilorest raies oIl easeniially at the inigviastive

of the private sector. hanges in the terms on which banks and
) Al -~
other financia® institutions lend (ep. changes L6 The overdralis
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;0 nmoxe flexible interest rates, cven short of
h

Inlly fledped MBO, cabh Ye expocted To work better if 1

sector adapts 1ts behaviour (eg by ensuring that 211 short rates
are allowed to fluctuate, not just some, by modifying overdrarli
arrangenents, by bullding up precautionary holdinpgsof excess

reserves). I1f the authorities exe deliberately coy sbecut the
changes they are trying to bring about, either as a matter of
policy, or out of indecision and lack of resolution, noretary

control may be made more not less difficult than it is at present.

11



nesorvy gunet pabio Gnd Teplgce iU by & prudential

nornm feor secorgarzy iiguidity.
Adant the 1} of cash ratio: extend to all banks and LDTs
‘ ¢ increase 1ts size, to at least 5
: pay ioterest on bankers' balaunces
¢ corsider financial peraliies for
non~compliance.
Find a new source of income for the Bank (if possibie)

rates within a2 band

-

(1) money market operations would be consistent with
pernitting a band arcund the rate the authorities

think is consistent with the more tary targets;

(ii) open market operations would aim to leave the

e

market with a2 small surplus once Ixcheguer surplus/

1

-

deficit had been offset (instead of as. now, aining
to leave the market shori);

(iii) lender of last resort facilities would be proviced
at increasingly penal raltes - at first only slightly
N sbove geacral level of market rates, dut the gap

would graduzlly be widened;

.

(iv) the Bank mignt alse iatervene directly in the inter-
e
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1. The Anugy on illustrative HBC schemg anpued that thrce

-

iy Lo the desipn of the cash racio:

interest needed to be paid ou required

L
base asset holdings, buv not excess heldings,

[
[og}
e

internediation;

in order bto minimise d

Ci

(ii) that the ratio had to be sufficiently low for
the base to be controlled by feasible open

market operations; but

generating sirong misleading signals to the
.-market.

There is no dispute as fo the first two of these p01“?s uv
the third has raised guestions which are partviculerly relevant
tc the presentv paner.
2. Arpuments in favouxr of a high ratic turn on making the
required level cof the base large in relation to unanticipated
swings in the CGBR. In practice these night be as large as
£m500 in a day taouqh it would average out to less over the
courss- of a monih. I we assume stylised cualifying ligbilities
of &m50,C00, with a dese ratio of 8% as envisaged in the
illustrative scneme, the reguired base would be &m4,000. Wit

' + e Y i i .
tase asset ratio ¢f 1476, the same as the present gosh Tatio, the
equired Vase would oe only £m?50. Unanticipav swings would
obVlously have o much gresier vreportionate effect on the Totsl

base in the second case than the first.



Qualifying Lisbilitics (Qls) 50. 0090
Reguired Duse 7250
Desired Ruase 14750
J’\C“L'U\ll A2¢1 .»C’ ,] b ] 250
Incorrect signal 4o Market: reduee Qls To
B Clearly in both cases, the effect of
tO reduce the base by 1% of Qls beloy the
position. But the baaks do not know that

unintntd d

In 83

by o (=1 in the

> 0 B T

a/s

4% case the

some 28. 57% (= 1% x 1/0.035). ©he moral
foruerd. The lower the regquired base ass
will be Lleﬁm@ ification invo incorrect =
movements in the base. Raising the regui

this efiéct.
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rncorrect signal given
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(i.e. 23%

25714 .

the Ixchequer swing is
banks' desired
the base shortage was

te thenm is different.

se tanks are signalled to reduce their ligbilitie

signalled reduction is
of the story is

o S

€T ravlio, ithe greater
arket signals of accldent
red ratio will

reduce
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straight~
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