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Following the meeting with the Chancellor I
promised to prepare a note, on the basis of

which we could carry forward the discussion
with the Bank. This is attached.

-If you are broadly content wifth it, I will

send it over to the Bank as the basis for an
early meeting.
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MONETARY CONTROL - THE NEXT STEPS

Introduction

g [ Following the public discussion of the Green Paper on
Monetary Control, Ministers decided against a move directly

to a system of monetary base control. Instead they have
initiated a number of changes to improve control which,

while falling short of monetary base control, do not close off
the option. And the Chancellor has recently confirmed that
the first priority should be to complete successfully the
implementation of the changes set in train.

2. This note therefore looks at the characteristics of the
system of monetary control as it is emerging following the
decisions taken last November and in the Budget. It considers
what steps are necessary to complete the system, what arrangements
need to be established to operate it and monitor its effects,

and what improvements can be made.

Characteristics

3. By the time the present discussions are completed, a new
system will be in place for the Bank's operations in the money
markets. It will have the follewing characteristics:

a. There will be no Reserve Asset Ratio for the purposes
of monetary control but banks have agreed not to make
major changes in their holdings of liquid assets pending
completion of talks on prudential liquidity. These interim
arrangements will be replaced in due course by individual
norms around which there will be some flexibility.,

b. Access to the discount window will be much less freely
available and then only at a rate to be varied from day to
day which would be penal in relation to those established
in the market. MLR will be abolished or suspended, soon
after the new system has been brought into being.

Ce The Bank's operations .will be conducfed mainly in
bills through the discount houses. The criteria for the

eligibility of bills will be widened and arrangements will
be established to ensure adequate supply of bills to the



discount market. Call money will continue to be an
important feature of the system.

d. The Bank will operate so as to keep very short

term interest rates - up to 7 days - within an unpublished
band. Where the authorities felt prevailing interest rates
were satisfactory, the Bank will buy sufficient paper at
prevailing rates to achieve the level of bankers' cash
consistent with those rates. This would be done by inviting
offers of paper at existing market rates and accepting what
was offered. Where an upward movement in rates was required,
the market would be left with less cash than it wanted.
Banks which were unsuccessful in obtaining cash by selling
paper would have to resort to the discount window,. ie
borrow at penal rates. If rates reached the unpublished
ceiling rate, the discount window would be operated freely
or open market operations would be undertaken freely.

e. All banks will have to keep a minimum (non-interest
bearing, non-operational) cash ratio of half a per cent
of eligible liabilities. In addition the clearers will
hold operation balances with the Bank, again non-interest
bearing. |

4. The target aggregate will continue to be £M3 on the grounds
that its closer links with fiscal policy make it a more suitable
target for a medium term strategy. However, interest rates will
not be set solely by reference to deviations of £M3 from the
target. The behaviour of the monetary and the other aggregates,
and a number of ccher factors including'inftétion, the level of
real interest rates and the exchange rate ;ill also be taken

into account. No weighting system for these other factors has
yet been constructed, though work-is in hand to make the criteria
moreé precise. "

S The new system will mean operating on fundamentals - fiscal
policy, funding instruments, and short term interest rates through

the bill market. There are no direct controls, no exchange contrag
and there will be no MILR.
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NOTES ON MONETARY CONTROL - THE NEXT STEPS

Paragraph 3(b)

Is it not important to state what is penal in relation to those
established by the market? Should we not say that funds will
be supplied at say 3%, or maybe 2%, above the market rate of
the day that the funds are borrowed? We might have to define
this even more precisely in terms of time, etc. Secondly,
should not the rate apply to all borrowers? I would be
reluctant to think that the Bank will supply funds at one rate
for one borrower and another rate for a different borrower.

But perhaps I am beling pernickety there because presumably the
Bank should operate a system where they do not discriminate

between borrowers.

Paragraph 4

I find this part of the new system the most unsatisfactory. I
don't think anyone will imagine that we are going to set interest
rates at all by reference to M3. After all we haven't done so

in the past and we are unlikely to change now. In its present
formulation this suggests a whole rag-bag of factors and we
really have not got agreement here at all. In my view it would e
pest to state unequivocally that the objective would be to have a
constrained growth of a monetary base over moving six to twelve
months periods of 5% per annum this year, and thereafter declining
to virtually zero per cent per annum in 1985. This does not

mean that in the interim period one couldn't use liquidity
considerations, exchange rates and even real interest rates to
vary the open market operations of the Bank at this short end.
But there is a considerable distinction between varying interest
rates to secure a long-run target of the growth of MO and day-to-
day operations which may take into account all the factors you
list, such as the exchange rate, the behaviour of other
variables, such as liquidity considerations in the banking
system, other interest rates, etc. 1 think in its present state
the crucial problem is to distinguish between the long-run
objectives and short-run accommodations. This doesn't appear in

the present note. It is, however, relatively simple to argue

/that, in the
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Monetary Control

The Chancellor has asked that we should look ahead and let him have
advice about how we see the monetary control system developing over
the year ahead. He has also asked that Alan Walters should be
associated with the discussions. I wonder therefore whether we
could assemble the team which met briefly to go over these matters
just before the Budget.

We might start by having a general discussion of the attached paper.
We also have in hand a separate paper on the key question, set out

in para 4, of the determination of short term interest rates. I hope
to table this very shortly.

P E MIDDLETON
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1. Following our meeting on 28 April with Alen Walters, we % . M2
have produced the attached note which has been sent to the ﬂigbfg’f‘
Bank as the basis for discussion. Mr Walters has seen the Hfb
note. While he cannot be said to be happy with the place it&uké
attribvutes to M,, he is content to join in the discussions 0. i

LA L L

using the note as an agenda.

I | SO
2 I hope that we will now be able to make progress along the (i
road mapped out at the meeting we had on 28 April. There are “T*EZ;
two key areas: Lili;j
2 Funding. It would be very helpful_if you could arrange
to discuss with us the paper produced by the Wass group last
February. This will provide a steer for further work on
funding including the important question raised in para 19 (c)
of the attached note - the structure of the securities
market. This is separate from the question of tactics in the
gilt-edged market over the next few weeks which we hope to

discuss with the Financial Secretary.

2, 18 The Determination of Short Term Interest Rates. You

will see that para'4 promises further work on this, which

is well advanced. It is here that we shall have great
difficulty in sorting out how in practice the different

elements which we identified in the Budget should influence
interest rates. The short note, also attached, which

Alan Walters has contributed shows that he would give primacy

to the wide base targetted over a longish time horizon o6f

six months to a year. We shall rather start from the presumption
that &M3 is still the key variable modified by the information
we derive from the other sources including the narrow aggregates.
Our objective will be to formalise things sufficiently to
provide a clear presumption about when rates should change on
the assumption that more movement will be possible when we get
the bands in place.



Fe I should perhaps add that the Bank are just about on

the last stage of their consultaticns with-the banking systen.
Thiey have to see the clearers again today - the point at issue
is whether the discount houses are being put in too favourable
a position in certain circumstances, But we should be able to
make a substantive move to get the key elements of the new
system in place by June or July. So it is quite important to

make progress on the other issues set out in our note at the
same time,

~
B

F E MIDDLETON
14 May 1981
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MONETARY CONTROL - THE NEXT STEFS

Introduction

g [ Following the public discussion of the Green Paper on
lMonetary Control, lMinisters decided against a move directly

to a system of monetary base control. Instead they have
initiated a number of changes to improve control which,

while falling short of monetary base control, do not close off
the option. And the Chancellor has recently confirmed that
‘the first priority should be to complete successfully the
implementation of the changes set in train.

2 This note therefore looks at the characteristics of the
system of monetary control as it is emerging following the
decisions taken last November and in the Budget. It considers
what steps are necessary to complete the system, what arrangements
need to be established to operate it and monitor its effects,

and what improvements can be made.

Characteristics

Fa By the time the present discussions are completed, a new
system will be in place for the Bank's operations in the money
markets. It will have the following characteristics:

a. There will be no Reserve Asset Ratio for the purposes
of monetary control but banks have agreed not to make

major changes in their holdings of liquid assets pending
completion of talks.on prudential liquidity. These interim
arrangements will be replaced in due course by individual
norms around which there will be some flexibility.

b. Access to the discount window will be much less freely
available and then only at a rate to be varied from day to
day which would be penal in relation to those established
in the market. MLR will be abolished or suspended, soon
afler the new system has been brought into being.- There is

a question of how the siz of the penalty element in discount

J——

window lending should be determined.

(I The Bank's operations will be conducted mainly in bills
through the discount houses. The criteria for the eligibility

-



of bills will be widened and arrangementslwill be
established to ensure adequate supply of bills to the
discount market. Call money will continue to be an
important feature of the systemn.

d. The Bank will operate so as to keep very short

term interest rates - up to 7 days - within an unpublished
band. Where the authorities felt prevailing interest rates
were satisfactory, the Bank will buy sufficient paper at
prevailing rates to achieve the level of bankers' cash
consistent with those rates. This would be done by inviting
offers of paper at existing market rates and accepting what
was offered. Where an upward movement in rates was required,
the market would be left with less cash than it wanted.
Banks which were unsuccessful in obtaining cash by selling
paper would have to resort to the discount window, ie
borrow at penal rates. If rates reached the unpublished
ceiling rate, the discount window would be operated freely
or open market operations would be undertaken freely.

e. All banks will have to keep a minimum (non-interest
bearing, non-operational) cash ratio of half a per cent
of eligible liabilities. In addition the clearers will
hold operation balances with the Bank, again non-interest
bearing.

4, The target aggregate will continue to be £M3 on the grounds

that its closer links with fiscal policy make it a more suitable
target for a medium term. strategy. However, interest rates will

not be set solely by reference to deviations of &M% from the

target. The behaviour of the monetary base and over & monthly
periods other aggregates, and a number of other factors including
inflation, the level of real interest rates and the exchange rate
will also be taken into account, No systematic way of taking account
of these other factors has yet been constructed, though a separate
/paper is in hand to elaborate these criteria.

5. The new system will mean operating on fundamentals - fiscal
policy, funding iqst;ument53 and short term interest rates through
the bill market. There are no direct controls, no exchange controls,
and there will be no MILR. )
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MONETARY CONTROL - THE NEXT STEFPS

Introduction

T Following the public discussion of the Green Paper on
Monetary Control, Ministers decided against a move directly

to a system of monetary base control. Instead they have
initiated a number of changes to improve control which,

while falling short of monetary base control, do not close off
the option. And the Chancellor has recently confirmed that
‘the first priority should be to complete successfully the
implementation of the changes set in train.

2 This note therefore looks at the characteristics of the
system of monetary control as it is emerging following the
decisions taken last November and in the Budget. It considers
what steps are necessary to complete the system, what arrangements
need to be established to operate it and monitor its effects,

and what improvements can be made.

Characteristics

Je By the time the present discussions are completed, a new
system will be in place for the Bank's operations in the money
markets. It will have the following characteristics:

a. There will be no Reserve Asset Ratio for the purposes
of monetary control but banks have agreed not to make

major changes in their holdings of liquid assets pending
completion of talks. on prudential liquidity. These interim
arrangements will be replaced in due course by individual
norms around which there will be some flexibility.

b. Access to the discount window will be much less freely
available and then only at a rate to be varied from day to
day which would be penal in relation to those established
in the market. MLR will bLe abolished or suspended, soon
aller the new system has been brought into being. There is
a question of how the siz of the ﬁenalty element in discount
window lending should be determined.

—

c. The Bank's operations will be conducted mainly in bills
through the discount houses. The c¢riteria for the eligibility



of bills will be widened and arrangements will be
established to ensure adeguate supply of bills to the
discount market. Call money will continue to be an

important feature of the system.

da The Bank will operate so as to keep very short

term interest rates - up to 7 days - within an unpublished
band. Where the authorities felt prevailing interest rates
were satisfactory, the Bank will buy sufficient paper at
prevailing rates to achieve the level of bankers' cash
consistent with those rates. This would be done by inviting
offers of paper at existing market rates and accepting what
was offered. Where an upward movement in rates was required,
the market would be left with less cash than it wanted.
Banks which were unsuccessful in obtaining cash by selling
paper would have to resort to the discount window, ie

borrow at penal rates. If rates reached the unpublished
ceiling rate, the discount window would be operated freely
or open market operations would be undertaken freely.

e. All bvanks will have to keep a minimum (non-interest
bearing, non-operational) cash ratio of half a per cent
of eligible liabilities. In addition the clearers will
hold operation balances with the Bank, again non-interest
bearing.

4, The target aggregate will continue to be £M3 on the grounds

that its closer links with fiscal policy make it a more suitable
target for a medium term. strategy. However, interest rates will

not be set solely by reference to deviations of £M3 from the

target. The behaviour of the monetary base and over © monthly
periods other aggregates, and a number of other factors including
inflation, the level of real interest rates and the exchange rate
will also be taken into account. No systematic way of taking account
of these other factors has yet been constructed, though a separate
/paper is in hand to elaborate these criteria.

5. The new system will mean operating on fundamentals - fiscal
policy, funding instruments, and short term interest rates through
the bill market. There are no direct controls, no exchange controls,
and there will be no MLR.



Operation of the New System

6. There are a number of questions raised by the new system:

2. what are the advantages of the changes and to what
extent will they materialise?

be what degree of control can it be expected to deliver?
. Coe what further developments can be made?

&y Advantages of the New System

7 One of the advantages claimed for the new system is that
it will allow market forces to play a greater role in the
determination of the structure of short term interest rates.
Nevertheless, the new system is: clearly one in which the
authorities retain discretionary control over the general level
of interest rates. While it is true that in its money market
operations the Bank has arranged matters so that it responds to
bids, the setting of the band will still be the prerogative of
the authorities exercised on a discretionary basis in much the
same way as if an MIR system were being operated. The behaviour
of the target aggregate, whatever it is, will continue to Dbe

an important determinant, though it will not be the only one,

in setting the band and hence in decisions to provide or withdraw
fcash from thqﬂgxgggﬂ;F*One point which needs to be clarified is
whether the system can mop up liquidity as effectively as provide

8. Another possible advantage of the new system is that it
reduces the so called "bias for delay". There may be some

element of this since the position of the band will be considered
at regular monthly meetings but regular consideration of the

level of interest rates could equally well be achieved using IMLR.
Implied in this is a willingness to let rates rise promptly as
well as fall., It is also claimed that the new system may
"depoliticise" interest rates since there would no longer be

the drama of infrequent administered MLR changes. It is sometimes

fblaimed that the system in the US, where the FOMC gives instructic

on the interest rate bands to the manager, has succeeded in reduci
the political sensitivity of interest rates. However, it is not
clear that this would be achieved here where Ministers are more
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directly responsible for monetary policy. If Ministers are
to succeed in distancing themselves from rising interest rates,
they will be able to take less credit for reductions.

Fe There are two properties- of the new system which are
claimed to have advantages. First, there will be more
uncertainty about the terms on which vanks can obtain cash

and secondly, the cash ratio will take the form of a minimum,
with the balances formally required to be held at the Bank of
England being non-operational. As a result of these changes the
banks, particularly the clearers, are likely to hold "excess"
reserves for the first time. Under the old, averaging, system
holdings of cash above the required level were tolerated as

they in effect "bought" the right to go below the required level
at a later date. Under the new system, any "excess" holdings
will have an opportunity cost and the banks will therefore

have a strong incentive to keep such holdings to a minimum.

10. It is claimed that this will"force banks to pay more attentiocr
to asset management eg to shift from base related to market
related pricing of overdrafts. If this occurred, it would be
advantageous in reducing round-tripping. Whether it would
restrain the trend of bank lending must be doubtful.

11. A further advantage claimed for the new system is that |
it will be possible to learn scmething about the properties of

‘a/monetary base system from the banks' cash holdings. above the

minimum. While it ik true that some element of voluntary'or
excess balances will appear for the first time, this argument
cannot be pushed too far. !Money at call with the discount
houses, ie an asset only slightly inferior to cash, will still
be a feature of the new system and the banks will operate in
the knowledge that at the upper limit of the range they can get
unlimited credit.

12. The new system can reasonably be said to be an improvement
over the present system even if it does not achieve all the
advantages claimed for it. First, it should permit short term
interest rates to be adjusted more requently and promptly even
if it does not fully remove the bias for delay or ccmpletely
depoliticise interest rate movements. Secondly, by imposing a

- -



cost on banks' holdings of cash above the minirmum, it should
encourage helpful changes in banks' behaviour. Finally,
there is now a more realistic view of the time horizon within
which it is appropriate to control monetary growth. It 1s
unlikely, though that the new system will provide complete
information on nowﬁk monetary base system might workj; this

' will always remain to some extent a leap in the dark.

?b. Degree of Control k”“”“““‘“%

13, It is necessary to establish how close a degree of monetary

control it makes sense to &im for. As a minimum, the Government
is likely to want some assurance that it can come within, or

at least not miss by much, the target ranges for &I15 set year

by year. There is also merit in trying to ensure a reasonably
smooth path for £M3 during the course of the year in order to
prevent destablisation of market expectations. 3But there would
be little point in achieving a smooth path for the monetary
aggregates month by month if this were at the cost of injecting
instability at some other point in financial markets. Removal
of potential distortions such as round-tripping would, however,
be advantageous. A further factor pointing to a longish time
horizon for achieving the £M3 targets is the relative importance
as an instrument of control of fiscal policy, whose effects work
rather slowly.

14. With various instruments of direct control having been
removed, a key instrument available to the authorities within

the target period, will be movements in short term interest
rates. The experience of 1980 indicates the limits of this

in controlling £I15, particularly if other forces are working
against it eg the position of the company sector, or if other
.factors eg the strength of the exchangég E%hlolt its use.

EOur view on the sensitivity of £M3 to interest rate changes

iis in a state of flux, more recent work indicating rather stronge:
ieffects than previously estimated. _

15. However, much depends on the relativity of long and short
rates for the wider aggregates. A rise in short rates with
‘long rates fixed would have only small or even perverse effects
on monetary growth but a rise in long rates with short rates
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#ixed or a rise in both together would have a strong effect.
But the scope for manipulating the yield curve is very much

an open question. Is it possible through the introduction

of new funding techniques to determine long rates indspendently
or would a policy of aggressive funding at the long-end,
through its impact on money markets, drag short rates up with
it?

16. Tt will however be necessary to decide when to move the
interest rate bands and whether, eventually, bto widen them.

A particular question is the role which past movements in

the narrow aggregates - M1, non—interest-bearing M1 and the moneta
base - should have in determining movements of the bands. It
is possible that movements in these aggregates over a shorter
period (eg & months) than would be appropriate for &£M3 could
play an increasingly important role in the determination of
short term interest rates.

Ce Next Steps

17. A number of loose ends need to be tied in order to put
the new system fully into place:

de Completion of the negotiations with the banks, the
discount market and other financial .institutions and
issue of a document setting out the agreed arrangements.

b. Decisions are needed on when to launch the interest
rate band, and'on its width.

&i The Bank have suggested that even with an interest
band there might still be some residual role for an MIR.
They have been asked to set out their thinking on this -
Mr Monck's letter of 10 April to Mr George.

& A timetable needs to be set for the removal of the
reserve asset ratio first as a minimum requirement and
secondly in its transitional role as prudential norm.

This is linked with the pace of discussions on prudential
norms for individual banks or classes of banks. Can we
Tbe sure that prudential guidelines on liquidity will not
‘[create awkward problems for monetary control of the kind

" bcreated by the RAR?

Items (a) and (b) should be completed by June.
< B



d.

Operating and Monitoring the Few System

185,

In order to operate the new system and to monitor its

effectiveness further work is needed in a number of areas:

=

ae Wwe need to complete work in hand on clarifying the
criteria for settling interest rates and the weights To
be attached to different indicators and aggregates,
including the monetary base, in different circumstances.
Is the width of the band solely to accommodate noise or
does it make sense to try and aim at a particular area of
the band?

be. In order to come to a view about the effectiveness
of the new system it is necessary to set out in advance
the changes it is supposed to bring about. What changes
might one expect to observe in the structure of interest
rates, how might the market respond to the knowledge that
we are prepared to see short rates move within a band
albeit a narrow one, what changes in bank cash holdings
and in overdraft facilities can be expected? IMr Monck's
letter also asked the Bank to prepare a note on this.

Further Developments

19.

The new system is not intended to be an unchanging one,

and further improvements are needed to strengthen the ability

of monetary instruments to correct divergences from the target
if the fiscal decisions turn out to be misjudged. A series

of changes and adaptations are therefore to be expected. The
main areas in which further developments need to be investigated

are:

- What would be the consequences of widening the
interest rate band? How much interest rate variability
could the discount houses tolerate? What would be the
consequences of a contraction in their operations?

b. The Bank's preference for operating through the
discount houses in the bill market stems from their feeling
that operations in the interbank market would degenerate
into negotiation with the clearers - the "giant counterparti
This they claim would be inconsistent with allowing a greate:



role for market forces. We need to examine in greater
depth the consequences of operating in the interbank
market. Could part of the Bank's operations be conducted

there?

e The work on fuading needs to be resumed. The paper
produced by Sir Douglas Wass' group last February has

not yet been discussed with Treasury Ministers. A number
of steps have been taken eg the National Savings initiative,
the launch of the indexed gilt (a paper discussing the
terms, frequency and method of sale of future issues is
being prepared). We need to consider whether there are
any further steps which can be taken either by way of new
instruments or by new techniques. In particular, a study
is needed on the implications of the various structural
changes which are already taking place in the securities
market.

Conclusion

20. The new system is an improvement but it will need development
in order to strengthen the control of monetary aggregates

which can be achieved by monetary instruments. We therefore
propose to pursue with the Bank the steps needed to install,
operate, monitor and develop it as propdsed in paraé.18-20.

We shall report to Ministers on progress and issues for decisions.



