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of the illustrative scheme thus incorporate an 8 per cent base assgstT
requirement. Inberest would be paid on this base in view of the
first consideration above.
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e price level then for speculative purposes
Ti is Ltherefore correct to include then in the centrol. On the other
nand, all foreliyn currency deposits would be excluded as a2v present,

though in any case there are lixely To be very few such accounts

%5. Qualifyiny liabilities would thus consist of all banks' sterling

b}

=
depositz of less than, say, £30,000. COne helpful consequence of thise
definition is &that the difference bvetween gualifying liabilities and
the barks! contribution to M2 would be small. This is in contrast
to the prosent situation vwhere eligible lisbilities and the banks

contridbution to &M% can move over short periods somewhat differenuli.

(d) On Wnat Accounting Basis is the Ratio to be Measured?

35. The point of a mandatory control systen is to ensure Ltnat the
hanks observe a minimum base to deposits ratio. Tvwo questions avize

in the calculstion of This ratio:-

(i) How often does it need to be calculated; and
(ii) VWnat period for the base and gualifying li=bilities is o

be used in calculating the ratio?

ar to the Tirst guesiion is as often as
the opportunities for window-dressing LY
vion d

L
a

the Darks v, Indeed, since tae

. S T .
only of Dva e anthorities ao Wnow tne vas
S G = i . _ o gaE
lays But banks currently repert vaeir

HTS . s p v P -ty . ) g | . : hw ey = i R T i
Tz pronozals of Hie 1llgtraltive g¢anens

R e R . 20 4 e
L Saloiilagloil O vha TARLIO



wasas:r 1o 1 acoomn E R sz i s
day's quolilring liabilitien; currert fecounting - bass on wake-un -
divided o gualifyiag lisbilitvies on tue saue day; lead accouwrting -
last period's Hase divided qualifying liabilitien,
Previona Jdiscnscion Las sumested the of talving the base
measpre 28 the averase over a period in erder 4o smooth out wnintended

Sluckesiong, “aration aione rales oal current accoun ting,

keaving ]

{5

& lncengiv

o disintermediation.

nust involve some such incentive bus
ylem vould be

IS
-
o
'*s
I_..-l

cly acute with lead accounting.

Given 1ts base asset position over the previous month, an individual
oW on nake-up day precisely what amount of oualifying

1lisbilitiss it had to remove from its books in order to mee: the
tio. This would be a very direct incentive to dis—

iotermediation and would certainly cause marked distor ‘tions on make-up

day. Under lagged accounving, banks would still have some vesson to

reduce their declared liabilities at any maize-up day. - Bul ‘the incentive
3 114 e J_ o i g e A ho o ] e T, 11
v O3 LS ®; €53 Arecy and nence B DOWEYT L .

40. Wnile accepting the need for bvaze averaging over a period,

rt weuld net be desirable under lagged & accounting to Lake the bdase
position as the averaze over the next full vaniking month. Banks would
g ' 1

find it profitable to hold no base in rst part of the period and

i
thel o borrow larpge amounts of base at lender cf last resort ratse

B S o S 3 e £ v - o
on meev vine requiremenit. This would creatbe

= i f L i S i1 P 1 2 BAA = g - S
BEross To avoid this, it is proposed in the illustrabive

o rsns S g B F 5 . s oarle L 2 e S
schens numerator of the required ratio defined as the minimu:
] )

¢TI tue 4 or 5 weekly sase asgsels over the relevant
DEnKING monvil,. In vais way, the vO thie banlks o borrow all
uax:idaso equirsnent a2t vhe last moment would be reduced wihile the
penelits of aversy te »etained

' -
Breach 0of

other than to

T G [
R 1 Ay =y
1 L3 Lad
. \ % i , o
L - O H | 4 g SN -
£y : E] =]
L3 wa o 5 ol
07 w55 oeTer ]




42, One posaibility is Lo have no formal penaliies but to rely on

banks! fear of Banlr of ¥npland displeasure to prevent breacics ocevarrits
Whis is the wor in whieh the existing 123 per cuit reserve asest o Ho roo
ment is aragwal nd 1Y has hween well owserved. Dub, at the same tine,
litvle peserve Aasset pressare saa hesa gpplied =since 1975 and the

Bani of In;"land ave not suce that the ratio would continve vo be
observed il conuviruous pressure ware applied. It wonld therefore seen
necesoary to nave a systen of formal financial penalitles for breazhes

in order Lo protect the base asset ratio recuirement. The exact form
would be for consultation with tihe banks but the principle of their

prohibitive nature would not.

(v) Institutional Changes Conscouential on Mandatory Control

4%, It must be clearly recognised that any scneme of mandatory monesar,
base conbtrol would involve considerable upheaval amongst financial
institutions. It could be some time before the ramifications of the
_change were complete. The proposals of tie illustrative scheme would
not cause any more ingtitutional mutation than is absolutely necessary
but their introduction could certainly involve some disruption.

On the other hand, not all of the changes would be necessarily

unwelconea,

i, It is possible to identify seven main areas where monetsry base

control would imply some significant changes:-
(i) the discount market;
(ii) the gilts market;
(iii) central government finsncing arrangemnentes;
(iv) loeal authority finsncing arrangements;
(v) the lending operations of the banks:

(vi) the building societies;
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authoritics lost control of shoxt rates Ci intereat.

The eccence of the system is that the authorities gain conum
4 X PR T Sk (5 A=l - \ EY ey 5 3 " 1. S T L RRTEE
of enantitics (the base and hence the target agzrepate) but

loge Airect control of the price (short-run interest rates).

Thase vounld therefore no lonmer be available to the Ban't for

o

tie purpose of influencing expectations. Otuer metnods of

sellins $ilts would thus clearly be necessary.

At tne ssme bvine, adoption of the new system would parcially
easc the authorities' problem. Under current control
techniques, precision is required in selling gilts to tTue
non-bank private sector. While the authorities might hope t¢
control the totzl of gilt sales, they cannot tell who is
going to buy them. Base control reqguires control only of

total sales: it does not matter who buys Them.

Central Government Finance: At least three changes would

be entailed by monetary base control. First, denial of the
discount housesz of their access to borrowing from the Bank
of England meenz that they would not be prepared to cover
the weckly Trezsury Bill tender. Since, however, the
Government is slways able to borrow its residual finance
from some source at some price, the cost would be greaver

variability of terest rates, not a loss of control.

in
Secondly, base control would be expected to work bvetter i
fluctuations in the path of the CGBR can be reduced below
their current amplitude. Fluctuations already present sonme
problems for monetary control but These would be muca
accentuated under base control since the fluctuations would
feed directly onto the base, itself the key control
ingtrunent. Work is already in hand to see if this nuisance

can be reducad to smaller proportions.

0

BT - .. oy et 1 - S gy s e o 1Tl JE
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to be possinla

currently. It is nerd-to believe any toehnloues
rilis conldl ve sold with suffiecient ahori-tera ouanbitalive
gocuresy to peet The requirenent. TFor tihis reason, & Jread
roportion ol Guverament financing would have To ve caim 2.



out by means of short-term paper which could be sold more
flexibly than gilts. This could be either by way of
traditional 91-day Treasury Bills of perhaps by somewhat

louger instruments. ' Markets would have to be created for

this new flsancing, but the City should be sufficiently
adaptable to do this. In particular, it is probable that

the discount houses, displaced from their traditional functions,
would play a key role in making and widening the markets in

these new instruments

(iv) Local Authority Finance: Currently, about a third of total

local authority mariet borrowing is in the form of temporary
debt of less than one year maturity. About a gquarter is of
less than 3 months maturity. Under monetary base control,

it is difficult to see that local authorities could raise
substantial finance in this form. First, the greater
fluctuations in short rates expected from control of the base
would make this an uncertain segment of the maturity spectrun
in whica to operate. Second, the local authorities would
have to compete with the increased volume of central government
debt which would have to be sold to control the base, making
such borrowing expensive. Both factors would tend to shift
the local autaorities into longer-term borrowing or to
borrowing from tne National Investment and Loans Office,
rather than the market. Neither development would

unwelcone.

(v) Banks' Lending Overations: Banks' operations in general would

undergc major changes on implementation of base coatrol.
The changes have been described at length in earlier sections
But it 1s worth drawing attention to the changes waich would

probably occur in the terms on whica they made advances to
a

the private sector. irst, banlts would need greater control
over their lending than they nave at present. They nizht

therefore reduce advances mede on overdraft arrangenents,

reglachg these by term loans or, alternatively charge
overdraft commitment fees. This would be particularly
True for existing large industrial customers where banks
already feel that overdraft facilities are provided too




choaply. Fersonal cverdralts would be less afiected
sinee thess are highly profitable foir the banks. The
main effecs would thus be the loss of some flexibility
in the provision of indusirial finance. Second, banks'
bage rates would certainly become more volatile. DSome
bankers have suggested that there might be a move to a
system close to that currently practised by the finance
houses. Base rates would then be announced anew each
week and probably related by formula to market

onditions.

Buildin; . Secieties: To a greater extent than for The local

ve
cutnorities, the greater interest rate fl

vectuations poszsible
under base coabrol would present a major prodvlem for tae
5 L1dl‘ﬁ sociebies. These institutions have engazed
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their assets approaciues 20 years.

comes from small personal savings which are unlikely to
be very interest-sensitive, nevertheless rate
fluctuaticns can cause severe variations in thair net

flows. Three possibilities are:

() that share and mortgage rates would be charged

more freguently and by greater amounts than at present,
ip order to maintain stable inflows. New borrowers
would be most affected; although they could be partially
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protected by arrangements TO X:

ix repayments in the
eriticsl mortgace period. or to limit the number of
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(v) thai societies would maintain greater liquidity
on average to insulabe mortgapge lending from greater

variation in inflows.

Cc) that sccieties wouid increasingly borrow at
longer maturity. They already issue varlable rate
term shares of up to five years' maturity. and they
could develop further this method of attracting funds
from persons. They could aiso borrow from
institutions., but probably oa fixed rate terms which
would necessitate introducing matching fixed rate

mortgages.

Development (b) would restrict the supply of mortgage funds
while societies Dbuilt up their liquidity. Development (c)
could avoid extra mortgage rationing, but it would imply
dearer mortgages at the margin. Development (a) would create
most problemg and hardship for existing mortgage holders,

because it would raise the cost of borrowing on all building
S

society deposit

(vii) Prudential Control cf the Banks: Earlier in the year the

Bank of England publishzsd a consultative document outlining
new proposals for prudential control of the banking system.
Essentially, the proposals were that banks should held certain

amounts of (primary and secondary;liquidity; and of total

’__J

iquidity cover, a fixed proportion should be in primary

iguidity. Primary liquidity consists of assets held by the

i

'._l

banks which the banking system ss a whole could aiways turn

into cash if required, because the Bank of England is

H
-
4]
Q
16)]

prepared to rediscount them. Secondary liguidity comp
assets which individual bacnks could always regard as liquid
but which the banking system as a whole could not rely on
enc a sing. Requirements for the total liguidity holding
would be determined by the size and maturity of each bank's

A T R AT, S S o S o B S ~
net lisbiliticsgnd the nature of its business.



hase control, a yrudential asystem in terns of

7 would not be possible. Currently, becauvse

of tue Bank of Bnzlend's everyday readiness to act as lender

of lant resort, asscts sgainst whica they will lend, sucn &s
v an ] of 3

asury Bills, local aushority bills or fine commercial

paper, COUNT Ao primary liquidity,as well as base assetv
Jith base control, the Bank would only act as lender of last
reasort in excentional circumstances and only the base could
couny as primery liquidity. Under a mandatory base control
system, the prescribed base assets/qualifying liabilities
ratio already determines required holdinms of base and thus
primary liquidity. There is no place for any further
prudential selationshin based on primary 1liquidity since

this would over-determine the systen.

These considerations do not mean that no prudential control
is possible. 1In particular controls in terms of

either secondary liguidity or total liquidity (ie. primary
plus secondary) would still be possible. But it does

mean that the Bank's current pro oposals would all have to

be re-—-examined.

v B de i & & m - L I g ™ 3
(vi) Potentizl fox Tranglvion TOo a Hon-Mandatory System

45. The illustrative scheme outlined in this Appendix is designed to
functiorn as a permanent mandatory scheme of control. If desired, howeve
st a later stese, the system could ve transfcrned to one of ron-mandalor
base control., It should be recognised immediately, newever, bthat just
ag impositicon of mandatory base control will necessarily involve some
Tinancial upoeaval, so the transition o & aon-nandatory system would

be Trausat vith uncertainty.

- base control relies upo the vasc asset ravio tThe
hants woild vant to aold voluntarily for their ovnm commercial reasonsd,
+o0 act azs the fulcrum for nonetary control. Basicallr, the problen

seration of the scneme no one -

ety R = T, P 123 T K. ;

inelaviing e banlis - the ratio would be. Current
o L e s dm o Taad ready nrovizion of leander of last

pasort finance means the hanzs have no real need for base as all.
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ANNEX 2

MONETARY CONTROL IN THE UNITED STATES

"he American experience with monetary control offers a number of interesting
analogies for the United Kingdom. The Americans have long imposed mandatory
reserve ratios on banks, and have recently increased the emphasis which

they put on movements of reserves as a guide to the movements of their

target aggregates. Unlike the Swiss, they have never had public targets

for bank reserves, on the monetary base, as such, but the authorities use movemen'-

in reserves as an internal determinant of their open market operations.

2. This annex outlines: -

1 The regulatory background in the United States;

1l. The Americans' experiment with reserve targeting between 1972

and 1976;

iii. The targeting procedures introduced in October 1979;

ive The record since then;

ve. The value of reserves as an indicator over the 1970s as a

whole; and

vi. Some examples of the distortions introduced by mandatory reserve

requirements.

Finally, it offers some tentative conclusions on the implications for the UK.

Backggound

3., Banks in the United States are required to cbserve reserve ratios
which differ from those in the UK in two main respects. Firstly, different
ratios apply to deposits of different size and maturity. More importantly,

) holdings
reserves are defined only as bankers' balances and till money :/of assets



such as Treasury bills do not count towards the required ratios.

4. For the principal US banks, bankers' balances mean balances with
their district Federal Reserve Banks. These balances earn no interest.
Banks with excess reserves lend to banks with deficient reserves through
an inter-bank market in '"federal funds" - that is, in bankers' balances
with the district Feds. The interest rate on federal funds is a key

short-term rate.

2. The discount rate at which banks may borrow from the Fed is administered,
like MIR, and is not closely tied to the federal funds rate. Use of the
discount window is rationed less by price than by stinginess : it offers only

short-term credit, and often has strings attached.

6. Throughout the 1970s, the Fed has described itself as pursuing more of

a money supply than an interest rate policy. It has defined its objectives
in terms of targets for a number of monetary aggregates, and this has
remained unchanged through several variations in tactical control techniques,
and several redefinitions of the aggregates. The Fed has used the growth

of reserves and the federal funds rate as early indicators of changes

in the aggregates. It has also relied on these indicators to determine

its open market operations from week to week. The practical question has
been whether the growth of reserves or the change in the federal funds rate
provides the better indicator of monetary conditions, and the better determinant
of open market interventions. The Fed would be the first to admit that
neither is reliable. The changes there have been in operating tactics

have essentially been changes in the weights put on the two in the directions

given to the Fed's open market manager.

Reserve targeting between 1972 and 1976

7+ The manager was first given targets for the growth of bank reserves,

as an experiment, in early 1972. The Fed's Open Market Committee specified

a tolerance range for a two month period. I1f growth exceeded the top of

the range, the manager was to reduce the provision of reserves, which tended to
push up the Fed funds rate or to force banks to make more use of the discount

window. The manager was also asked to keep the Fed funds rate within a



certain range. If the objectives for reserves and for interest
rates proved incompatible, he was to return to the Committee for

further instructionse.

8. Difficulties soon became apparent. The lag between open market
action to regulate reserves and the effect on bank deposits was measured
in months - beyond the horizon of the tolerance ranges. Moreover, the
relationship between reserves and the main monetary aggregates proved
extremely hard to predict. Movements in reserves were difficult to
interpret, even as approximate indicators. Reserve targets were dropped

in 1976.

Reserve targeting since Uctober %1979

9. They were reintroduced (in slightly different technical form) as

part of the package of monetary measures on 6 October 1979. The Fed
announced that it would place "greater emphasis in day-to-day operations
on the supply of bank reserves and less emphasis on confining short-term
fluctuations in the federal funds rate''. The change has consistently
been presented as one of emphasis, but not, this time, as an experiment.
Targets for the main monetary aggregates are again translated into weekly
targets for reserves, and open market operations then aim to add or drain

reserves as necessarye.

10. The Fed funds rate is allowed to fluctuate freely within a wide band.
This was initially set at four percentage points, then widened, and then

narrowed again. At its maximum, in March, it reached seven percentage

points. Only if the Fed funds rate comes up against the limit of the

band does the open market manager have to ask for supplementary instructions.

Moreover, the interest rate constraint applies only to a week's average :

on individual days, rates may go beyond the band. The current policy thus

allows more strain to be borne by interest rates than was the case between

1972 and 1976, when the permitted variation in the Fed funds rate was only

1-13%.



11. The Fed has been at pains to acknowledge that the link between
reserves and the target monetary aggregates is '"complicated and variable",
changing "with shifts in the currency and deposit mix, with changes in
bank demands for excess reserves and borrowing, and with timing problems
related to lagged reserve accounting'. Indeed, the Fed's evidence to
the Treasury and Civil Servic%m%gggiftee, from which these quotations
are taken, thakes it clear that / assumptions have to be made to
derive the reserve target. FEach is a matter of judgement, and subject
_ practice, the reserve targel has been only the most
to a large margin of error. In/short term of intermediate objectives, adjusted

almost on a weekly basis in the light of outturns for the monetary aggregates.

The Fed's record since October 1979

12. Since OUctober, the growth of the monetary aggregates has not, on
average, been too far out of line with the Fed's intentions. But the picture

has been very confused for at least three reasons.

13. First, the Americans have four different monetary targets - for M1A,
M1B, M2and M3. At different times over the past year, they have been
hitting one or two but missing the others - and it is never easy to know
what weight to attach to which target.

4. Second, their use of reserve targeting has been clouded by the imposition
and then the removal of supplementary credit controls. The package which
introduced reserve targeting in October was supplemented by another to impose
direct credit controls in March. Only then did interest rates go to their
peaks - the prime business loan rate hitting 20% in April. By coincidence,
this was also when the recession began to take effect, causing the demand

for money and credit to fall, and interest rates to come down rapidly. Credit

controls were withdrawn in July.

15. Third, monetary policy in American, as here, has been beset with vast
numbers of uncertainties. Quite apart from the real shocks to the system,

the institutional structure has been changing rapidly. There has, for example,
been a fasl expansion of interest-bearing chequing accounts in banks and
savings and loans, an explosion and then a contraction of "money market funds"

outside the established financial intermediaries, and a growth of innumerable

e



other devices to get round Regulation Q (which limited the interest rate
which banks and savings and loans could pay on savings accounts). The
monetary aggregates have had to be redefined more than once on this account.
The public's preferences seem also to have been extraordinarily volatile,
with the demand for transactions balances falling more sharply in mid-year
than previous relationships would have suggested. (This may have been partly
the result of credit controls, as people ran down their cash balances

instead of using credit). The outlook is now so uncertain that the Fed

has been reluctant to roll forward its quantitative targets into 1981, and

has only done so under considerable pressure from Congress.

16. It would be wrong to blame all these uncertainties on the Fed's

change in operating techniques. But whatever its other merits may have been,
it is clear that the increased emphasis on reserve targeting has by no

means yielded a smooth path for the target monetary aggregates, The
attached table shows that M1A and M1B actually fell in the second quarter

of the year. That has been sharply reversed in the third quarter, in

which M1A has been expanding at about twice the upper target rate of

6% a year.

17« Moreover, the month-to=month changes have been still more volatile.

The table also shows that, at the "annual rate" in which American statistics
are usually given, the growth of M1A has bounced around from -17.7% in

April to +11.4% in June. The estimate for August is +18%. M1B varied
between -14.1% in April and +14.9% in June. Nor is the relation between the
monetary aggregates (lines 5-9) and the various measures of reserves

(lines 1-4) immediately apparent to the naked eye.

18. The swings in the monetary aggregates have not come about because
interest rates have been sticky. On the contrary, the bottom lines of the
table show that, even in terms of monthly averages, the Fed funds rate

has varied between 9% and over 1?%% in the space of only four months. At
the moment, it is again climbing sharply, and the President and his Treasur

Secretary are publicly criticising the Fed on that account.



19. In short, the American experience since last October has been
Characterized by quite remarkable volatility in both the price and

the quantity of money. This isillu?trate%n charts 1and 2. It would

be wrong to conclude that reserve targeting has caused this bumpiness -
but it has certainly not been able to prevent it. The American record

at meeting money supply targets averaged over time may, at present, be
slightly better than the British one. But their record at meeting targets
smoothly, or even predictably, month by month has certainly been no

better than ours. Nor are the Americans better able than we are to

interpret the statistics with any confidence.

The value of reserves as an indicator

20+ Taking a slightly longer perspective, chart % illustrates the point
that the movement of reserves has not, in any case, been a terribly reliable
guide to the movement of the target monetary aggregates. Chart 4 suggests
that it has been an indicator, of sorts, of the change in the price level -

but no better an indicator than, say, the movement of M1.

Mandatory requirements as a distortion

21. In a similar perspective, the mandatory basis of the Americans' control
has helped to bring about the sorts of financial distortion which we

think a mandatory system of monetary base control would produce in this
country. Because the authorities have imposed requirements which the banks
would not observe of their own accord, the banks have had a continuing
incentive to get round them; because the required reserves have not borne
interest, that incentive has been intensified; and because the requirements
have applied more to banks than to other financial institutions, other

inslitulions: have been helped to compete buciness awany lrom the banku.

2<.  Une way in which the banks have responded has been to push business
offshore. The Carribbean branches of US barks have liabilities of over
$ 20 billion to US residents, and their business is often run directly
from New York. (820 billion is equivalent to about 6% of M1, 1-2% of

M2). DBanks have alsc been adept at moving funds to and from their overseas

o



branches as a way of reducing the average liabilities against which

they have to hold reserves. Indeed the "weekend eurodollar game'

has become a huge merry-go-round. In mid-1979, weekend avoidance
transactions totalled 20 billion each Friday, and seven banks were

using them to such an extent that they were reducing their net deposits
subject to reserve requirements by over 20%. These eurodollar transactions
have drawn the Fed into a long and complicated series of regulatory moves,
trying to balance a number of different objectives. They have also

led the Fed to include certain eurodollar deposits in M2 and the wider

monetary aggregates.

2%. A second form of response has been the substantial growth in the
commercial paper market, which has been broadly comparable in effect
to the UK Bill leak. Again, the Fed has felt it necessary to intervene

by asking companies to report transactions in this market.

24k. A third has been the boom in intermediaries which were not subject
to the existing reserve requirements : money market funds have been the
most conspicuous example. Money market funds have both given people easy
access to money market interest rates for their savings, and enabled them
to write cheques on those savings. Congress has now decided that reserve
requirements should be applied equally to all deposits which have essentiall
the same characteristics, regardless of the institutions in which they are
held. The requirements will therefore apply to savings and loans as well
as to banks, and also to newer kinds of intermediaries such as the money
market funds. The imposition of mandatory requirements has thus had to be

backed up by successive extensions of those requirements.

Conclusions

''o :um up, the use of reserve targeting as an internal guide to the Fed's
open market operations has not solved the problem of smoothing the growth
of the money supply, or making it more predictable. Nor has it put clear
rules in place of discretion, if only because the many assumptions needed
to derive the weekly reserve targets are all a matter of judgement. The
existing control techniques have had to be supplemented temporarily by

credit controls, and permanently by an extension of reserve requirements.



In principle, reserve targeting has had the advantage that it has given
more scope for short rates to be determined in the Fed funds market;
and the authorities were lucky earlier this year in seeing the recession
bring rates down rapidly from their 204 peak. But rates are now rising
again, and the Fed has by no means been able to distance itself from

this result, which is a matter of hot political contention.

26. Finally, in considering this from a UK perspective, it must be

remembered not only that there is nothing quite like the Fed funds market here,
but also that the gyrations there have been in interest rates have not

had the same effects on mortgagors in the United States as they would have

had in this country. When rates rose sharply in the spring, the supply

of mortgages dried up, and savings and loans were put under considerable
strain. But existing borrowers were protected (in the main) because

American mortgages have traditionally been at fixed rates. In this country,
variable rate mortgages are of course the norm, and something like a

quarter of all households hold them.
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