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Table I:

Balance Sheets

A.

Cousolidated Accouuts of "the Monetary Authorities" (ie.

relevant parts of the balance sheets of the Bank of England, the

Royal Mint and the Exchange Equalisation Account)

Assets

Ligbilities

Foreign exchange reserves
(net)

Lending to central Government
[note: changes in lending=
CGBR less all sales of public
sector debt to banks and non-
banks]

Lending to bank and non-bank
private sector (including
lending at last resort)

1. Notes and coins held by
banks and non-banks

2. Bankers balances

Commercial Banks

Assets

Liabilities

Lending to public sector: ie
bankers balances, notes and
coinsg, public sector debt.
[note: changes in lending
equal PSBR less sales of
public sector debt to non-
banks, less non-bank holdings

ol noben and coing|

Lending in £ to private

and overseas sectors

Lending in foreign currency

1. Residents' & deposits

2. Overseas &£ deposits

5. PForeign currency deposits

4, Non-deposit liabilities




Table II: The Monetary Aggregates: definitions

MONETARY BASE

Defined as some or all of the liabilities of the monetary authorities.

Widest definition

M1 - notes and coins held by banks and non-banks + bankers balances

o
with the Bank of England.

Counterparts: -
changes in H1 CGBR less sales of public sector debt to banks and non-banks
@ plus net official intervention in the foreign exchange market.

Narrow definition

M3° - bankers balances with Bank of England.

Counterparts:-
changes in M3o = CGBR less sales of P.S. debt to banks and non-banks less notes

and coins plus net official intervention in foreign exchange markets.

MONEY SUPPLY
M = notes and coins + £ sight deposits.

éfhz = M1 + 7 day time deposits of retail banks: defunct since 1972.
New definition would comprise all retail deposits eg. deposits
under £50,000. /

£M3 = M1 + private sector £ time deposits + public sector £ sight

and time deposits.
Counterparts: -
changes in £M3 = PSBR less sales of public sector debt to non-banks plus bank

lending less external finance of public and banking sectors less

non deposit liabilities.

M3 = &M3 + residents foreign current deposits.
PSL1 = Notes and coins plus £ bank deposits with original maturity under

2 years, CD's, plus money market instruments (ie. Treasury bills,
bank bills, local authority deposits, deposits with finance houses)
plus CTD's.

PSL2 = PSL1 plus savings deposits and securities (ie. shares and deposite
with building societies, deposits with TSB's, deposits with
National Savings Bank, Premium Bonds, British Savings Bonds,

National Savings Stamps and gift tokens).

M1, PSL1 and PSL2 relate to non-bank private sector holdings; public sector deposits

are excluded.



ILLUSTRATIVE SCHEME: MAIN FEATURES

TABLE IIT

Feature

Purpose

Zmﬂ@mdowﬁn Banks must hold a specified
proportion (eg. 8%) of their qualifying
liabilities in base assets.

Base assets: consist of bankers
balances at the Bank of England.

liabilities: consist of banks'

Interest: to be paid oz required
reserves at market rates.

Lagged accounting: ratic computed from
qualifying llabilities at each make up
day and base assets averaged over the
next 4 weeks.

Financial penalties: breaches of the

required ratio carry prohibitive
penalties.

Lender of last resort: Bank of England
to cease acting as day-to-day lender of
last resort. BUT it will lend to the
market without limit:=-

(i) to prevent financial crisis.
(ii) to cap excessive rises in short term
rates.

amount bLvw wh
TO ,Hmm‘. Ty m...

To ensure - changes in the base affect growth of wider
monetary aggregates.

Bankers balazces entirely under the control of the
authorities. Supply of base to banks insulated from
swings in noz-bank private sector's demand for notes and
coins.

The control total is M2 (total retail deposits),i0ot &M5, to
minimise scope for disintermediation through euro markets.

To minimise incentive for disintermediation.

To smooth out erratic fluctuations; to minimise incentive
to disintermediation.

To enforce minimum

of excess reserves (for greatér flexibility)

To allow the authorities to control the base.

To guarantee the stability of the financial systemn.
To provide a safety valve in the case of unintended base
asset shortage.

J
i
e

To allow the financial system time to adjust.

eserve requirements, to encourage holding
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siEnoL. Lan aabhorlbiss sre taren to bo conuvent with ae

wiley ol Day Tiavilities which they believed to be
congisbest YT targeb. In January, the supply of base

Buat suppese that tue monetary rowih

inaeront in the roported Jenvery fisures is too aigh to be zcceplable.

' rometion must be to regtrict the base.

In order to tishten the base,

the aukhoritiss have 5o operzte on the following identity:

Chapga in Banrkers Central Net Official A1l Sale 3
Balances =2l e -- CGovernment + Intervention in Public Eect
Baﬂk Engzland = Borrowing the Foreign Debt (in
-y —
o o

ne Requirement Exchange Market Notes 2nd C

7R Of the three items on the right-hand side of the base identity,
entral zovernment borrowing requirement will normally be outside

the control of the monetary authorities in the short run. Moreover,

£ tne forei.n exchange market intervention will te fixed by

ate policy. The autnorities must then sell suif icient public

ebruary banking menta so that, taking account

of the CGB2 and cnanges in the foreign exchange reserves, the base 18

amall enough Lo pul the banks under pressure. Because of their Januax

cualifyinz liabilities, tae banks must hold 24,000 million and would

like to nhold £5,000 million in base. Public debt sales must then be

-

such as to reduce tne base to below £5,000 million. This would
_ -~ 3

rvepresent a discguilibriua situation for the banks, who may be expecte:
£o btaxe sSuteps L¢ try to restore their desired nase/deposeit ratio.
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ratag ST Second, Lthey could ration

credit wilthwout paising its price, mereiy turning away unon-
preferred poienitial borrowers. Third, as an alternative bto
cutric st eredit rationing, the barnxs counld make changes To
tne terms on which bhey-lent ~ for exsmple, lending on less

non-bani¥ SOUrces.
10. Not all of tnese alternatives will aid monetary control.

i

Possibilities {ii) and (iv) ma2y be said to consbitute asset managenenti

by the banks and, if followed, will lead to a reduction in monetar]
growth. Possibility (i), however, constitutes liability management.
Ultimately,-this course cannot succeed in meeting the banks' desire
to reduce tneir base asset pressure. But over any period that it is

practised by the banks collectively, it could nave perverss effects.

Since the ef ig to raise at least some deposit rates, the non-
banks may find bank depsoits enhanced in attraction and thus tend o

increase monetary growth. COn the other hand oggibility (iii)
w o} b . “

intermediation; the banks would succeed in relieving

‘.Jo
=
o
H
o
)
5
o)
i.J
i
‘—l

1
their base asseb precsure, but in a way waich would have 1ittle genpuin
L

k]
nonetary conseouence for the economy. It could =21s0 resu.

which reduced the narrow aggregates such as M2 dut whieh hsd no impsat

at all on the wider asgregates such as PSL1 or PEL2.
bl [ ]
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In pariicular, a perverdss reosponse id likely b Geeur if
Lrie e rate 1s not aliows:d o move upwards in

lTine wilh The rate on Lie bhankwe! ldiabilitiess oe 1T the banks
do net move Laesiry lending rsbes in ling wiih the rakbes hLhew

pay on their

g the point 0f view of opserxs
b 30 iecations., First, to the extent

in genersl the banks will resort o

[+
base aszet pressure., It is this course which will have least effect
on their profits: other routes are only likely toc te followed if
methods of disintermediation are either not available or at aigh cost.

4

Becond, in the longer term and if disintermediation is not possible,

-

asset management will take place arnd monetary growth will be reduced,
This will P so bLecause, for the banks as a whole, liability managenent
will not relieve the base asset press

as bidding for liabilities becounes increasingly expensive relative T0O

the reates ottainzble on earning assets. Dut

<:+
a3
|_l
"i
F—‘
o |
b
i-J
i)
cr
oy
n
o
@]
-
ot
bE
2

liability nanagement may well occur and lead to perverse response

X
in monetary growbth There are two reasons for this. Disturbin:

ssset portfolics is likely to be an expensive business for the banks.
Contraction of private sector lending mary lead to long-term leoss of

1

t
good will amongst the banks' customers, while sales of public sector
assets may force realisation of capital losses as

interest rates are
time, at times when base asset pressure

in general are likely to be nignh., It is in
banks' profits are also likely to be unusualily

vrment inecome tha hmonugs receive on thelr low

irterast current seceounts. Particularly if the bhase prasenre i
supecied ©0 be snort-lived, 01 ‘&

A As . 3 aavrd o e
mAay Droviac A eVt nnvane

sHorv=-bern proflios are
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A L sutho ien B wetlon fo ractrict Hhe bage, the i
cackor debt will have Pisen, Provided $heoey heve nob been

pansh et G i aints istion, bhe bangs wvill nave had to beglr
tn sell assate $o relicve the baze asset prassure resulting from the
subhoritien' acticrs. This will have bended to raise public debt rate:
Farther as well as reduce banl lending. AlL of these effecis will
reduce monetary srows and by the vime of the make-up day in th

iy L 1 A ] k-

ehruary banking meonth, the banks' base asset requirements for the
March bankinsz month will aave become easier. These processes will
continue until the banizs are ouce again holding tneir preferred excess

holdings of base asseis.

A

14, Effectively, the base control has allowed the authorities to
control the money stock directly via the (nearly) fixed ratio between
the base and the money stock. In the process, the interest rates
necessary to control have been generated automatically. The more
base asset pressure the authorities cause, ihe zreater will be the

M

interest rate changes zenerated and the greater the incentives for the

banks to reduce their liabilities.

15. But at the same time, it may not be possible for the authorities
to control tne ievel of the base with exactitude. Unanticipated siaorc-
run movements in the (GBR, for example, could lead to greater base

A=

acset pressure than the authorities intended. Moreover, it is likely

0

.

that as the base is restricted to levels close to the reguired minimum.

amall changes in  vase pressure would lead to large swings in interest

rates. for this reasvn, it is desirable thav
into the system. Point () of the scheme thus provides for some high
level of interest rates at which the Bank of England should lend base
to prevent further rises. VWny this facility
would assume Lhe exact form proposed in the illustrative schene is

.

(iii) The Transition to the Illustrative Schenme

15, Under monetary base control, the authorities zinm te conirol
quantities 2nd allow the interest rates to be debermined by the mariet.
This is a very differeat world from thaet of tae present monebsry contvrnt
syvstem wnere the anbhorities essentially operate on shori-run interest
natea in order Lo influznce monetary oguantities. Leither Lthe autaori
Ael Ghe ;i 2 yeriends oF LRig fov snyirantent and § & i

ey ] noriod of goue 3nratic 13l Sl gontrgllers

gnyealled d wmine now to gperats 1o it. It is thersiors

desin T v ould be a period 07 Uz Abdor fogd $he ofist
o b v I's e B P T PRl iy z12 ] B e o S s U 14 & i
:_ -
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that it would ao longer lend on denmand bubt onily when interast ratoes
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nad rissn by 2 ceasidersble exgent frow their originrsl levels. This
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extent wonld wnot be announced, bub the eliect would ba that the mario:

would have a chance to cl2ar at rates over that range, witaout vae

suthorities intervening. On the other hand, should base pressure e

such as to raise rates above the Bank's intervention peint, then the

1
nat rate, automatically relieving the tase asse’

Bank would iend at

o et

pressure and preventing further rises in rates.

-
i

ne

i o 4 3t} R R s P Gywtampat pates wonld
Jank's inbtervention point and the i1nitia of interest r= WO

Lesian

18. As bhe second stage in the transition, the margin
al 2§

@
n
ot

n
be pregressively widened. In the first sta he range over whlch
¥

the market would
porrew from the Bank freguently

often be relisved. As the range wid

more freely, lender of last resort
often znd base asset pressure thus
Ultimately, the intervention point
rates thelt the Bank would rareliy lend to the markeb. Normsliy it wald &

g oY Lthe banks had created
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