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Monetary Control

Spring in Threadneedle Sirest this year has seen comsubaion
blooming all over the place. The Bank of i
ity sced with documenis on coatrol of 1b
the hguidity of banks., Ax we go o press,
cash that banks are 1o be reauired to hold 2t dhe
Although these issues are imeriwined at certain pomis, this art
is concerned primarily with the tirst, and with the treatment ol i
in the Green Paper on Monetary Control (Cmind TH58).
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Phis document opens up severad fevels of offwiad dineing, petations
seeins that lh{.rl— are semic matiers about w! 1!\.‘! the authoriti ] i
sure and intend 10 take actton; some about which thev seem
almost to have made up their minds; and some on which i'w are
simply seeking opinions, In the first category, quantitative control
of bank lending is 1o remain out of favour and, as the Chancelior
of the Exchequer confirmed at the time of the Budget, the Suppic-
mentary Special Deposits Scheme or ‘corset’,
growth of banks’ interesi-bearing deposits, 15 discontineed from - ~ 0 be a ceriain amoivaiznce about the Green
June. It is proposed that banks should no (onger be reguired 1o Paper, whivn might be caught by varicaturing Its argement as
hold the 12%2 per cent minimum Reserve Asset Ratio, but the follows; i i : D cunirol the mon2iary tase, and v we
need for liquid assets for prudential reascrns s laid down in the Propose | cadiusting MR which we shail make
separate paper on liquidity. Although the relation of iquid asseis ry hase'

1o deposits will cease 10 be a minimum requirement on a day-hy- ) } L )

day basis and become a norm, fhe difference ihis makes in % SERIG T ST he wai RRlRe by
practice will depend upon how frequem‘\: it is montiored and how Pl
senerous are the tolerances allowed. While the existing Reserve
Asset Ratio is to be dropped, the ba nks wiil be required o haold
some cash in the form of banhers’ deposits a :
Engiand, and this will no ionger apply {as hitherto) 1o {he b
Clearing Bar‘ks alone. l"h‘ Bank of England will abo r
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penalising exues.

flective by conirol!

thie fact that maneiars
oeiween Threadoeedle Sirect 2nd
Whitehall; and as Nipling .aid: “bas is east and west
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never the twain shail meet’. Bul Jhe public, and the pragi
Danker peering through th cdesignated
are heond 1w he puczled I may be useiu!
g tirst the prublems wivdh
then the extent
AL0T sysiem wneh
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steriise any excess hc.dii.p :?' cash, The authonii
will continue to be to control sierling M3 cor roughly o
sterimg  deposis of UK residents phis notes and coims an
arcualation) within g pre-determined range winle talang i
account the growth of other monetary aggregates. (he obhectie
will be pursued over the medium-term through tiscal
interest rates apropriate (o & proaressive reduction of i raiy ol
growth of the money siock, and the Green Paper s mamb
concerned with hiow to "achieve a smoother path in the growth o
the money supply {rom quarier io quarter’, (6.21°

Base, ruch as owe now sevm

veenttol the base, how s

b LAY amothe absence ot dred
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wifficulties of controiling te base
A system on a monatary base

delow this first level at which the Green Paper ap ,‘a ar
firm mind, the going becomes somewhal opague
(o note that under the arrangements described aio

are frequentiy |

Toawings onoany das

ateseciors"iAnnex B, 1

i rre o e by o
ties will be dealing vith 2 sysiem » : _ e ti uay ~??« Gs ;
oase’ in the form of a cash ratio. But the clear cunciusion of the IR SEEL 5 SRR prrisas |

mught be remanhed peseen swangs afiec

Green Paper (4) is that i s difticuly §
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ihe base. This would appear (0 sagges: that in allempting in base bBucause the Exdd Vs awcoain! with the Bane
Spvod gl [THR CVL T b LR TSt T S P S taignid Thpse -

contrel rthe superstruciure of deposits, and henve EM3, he  Dogland rather than wiih the conimeraad banky There o
ey reasan wihny ity shoehd besa Perhaps the holdie o
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the bachequer’s account mighi be opened up o iendes, m line
with the Government’s philosophy of encouraging competition.
it happened (o be spread among the commercial banks, swings
athe monetary base itseil might be damped, although swings in
individual banks' cash would be larger. Short of this change, the
problem is one which attends but does not rule out a policy of
attempring to control the base: and the authorities are not without
means of offsetting the swings. such as the call and release of
Special Deposits and arrangements for the saic-and-repu
cili-edged securities which have been used recently.

sehase ot

However, even if the authorities have correctiv calvuiaied the
flows between public and private sector referred 1o ahove, and
e set the base at exactly the level they intend, it can cona

under a second source of pressure as 2 result of an upswing in th
demand for bank loans from the private sector. If the banks meet
the demand, deposits and advances both rise. For some banks
udvances rise less than deposits and bankers” deposits rise, and for
othiers the opposite happens: but for the banks cellectively the
maonetary base is initaily unchanged. But it may tend 1o expand
ds @ result of market Forces which then come into play. Whal
nappens will ditffer somewhat according to whether the cash
requirement which banks must meet 15 defined by
accounting” or ‘lead accounting’.

Hapeed
The Green Paper pavs a pood
deal of attention to these systems (3 10-4. 18, Anney B 10-24) and
1 worth analysimg them separateiy:

1y Lugged accounting
Under this system the banks' higher level of deposits requires
them o hold more bankers' deposits ("base assets’) at &
specified future date, say next month. Banks which fail o
obtain the requisite amount might be subject to some kind ot
penalty, perhaps in the form of a high rate of interest on @
lender-of-last-resort facility at the Bank of Bngland. In order
to avert this, individual banks will bid for funds in the
wholesale money markets, where rates of inizrest will rise. As
this happens, however, it will be tempting for non-bank
holders of Treasury bhills or gilts which mature during the
month 1o iake repayvment in cash from the Bank of England
in order to deposit with the banks. As they do o, the totad of
hankers” deposits rises, so that the buinks x.'ni‘c-""vr.-\' dredbic

o sty e cashorequuement, But the mosetin s base wil

then have espataded above thie fevel the aoiliontes

miended tor i fe nect tie mgher leved of

feposits esul

from the upsurge of the private sector’s demand Tor bank
o,
b Fead auecounting

Crwder this svstem the banks need to reduiee thet depoeits
spain next month o contorin o this monidys unchanged
evel of bankers” deposits, and again there mar be a penadiy
i they ao pot. The banks” most obvious eype b
down some of ineir secondary hguad assers e the
prarket foans (o not-banks, wineh include focal g
the largest takers but also some laree corporate Cui
The proceeds of their repayment caa be used
cither to redeem matuning Certificates of Denposit or (o re-
lend in the inter-bank markets, thus bringing ther deposiis
icaiculated net of inter-pank lending) down o the requireg
evel. Bet in order o repay the banks. local authorities and
others must atiract deposits 1o
cnstomers of the banks by offerag higher interest rates, As
(1), these rates provide a tempiation tor nou-oank haiders
of maturing, Treasury bills and gilts 10 take repayneni an
cash. Although they subsequentwy tranafer the bank deposiis
they have acquired to the accounis of the local avtherities
and others bidding for them. ihie repayment of maturing
Treasury bilis and gilts still leaves the banks with a hwgher
level of bankers' deposits than the authonies intend, and
this will suppor: a higher level of advances and deposits in
the following month.

form ol

vothie hunike

themseives rom other

In both of these cases the operation of marke: forces confers
upon the monetary base a capacity lo expand in response (o un
increase in loan demand in the private sector which the authorities
are even less well placed to foresee than they are the swings that
oceur in the public sector’s finances. The Reserve Asset Ratio has
heen criticised for the same rubbery gualities, MNevertheless the
stary need not end there. The chapter above ended with fewer
willing holders of Treasury bills and gilt-edged securities outside
e bunks, For g given Public Secior Borrowing Reguirement and
a given issue of Treasury bills by tender, 11 will now be necessary
fur the Discount Houses, i they are expected 1o cover the iender,
totake up more Treasury hills, The banks, with their cash ratio
suder pressare, are uidikely o make more funds availabie 1o the
Uswount Houses. indeed, they ::‘.ay aiready be making less, af
they have decided (under (i) above) (o adjust ; hack some
money al call with the Houses. The Houses must therefore turn to
the Bank of England and borrow from it a2t Mininum Lending
Rate. The Bank of England can then set Minimum Lending Raie
at the appropriate ievel. The appropriaie level wili be the level
which, through its influence on the Discount FHouses' tendor,
{itts the discount rate on Treasusy bills in line with the inier-“sa:rk
rates of the same term, so that there is no loneer any inducen:e
{or non-bank holders of Treasury bills to take rcpaymcm in cash.
The essential requirement is that the vields on assets which are
teadily convertible into cash, hike matueing Treasary dills, should
be kept competitive with the yields on wholesale bank deposits;
and the authorities have 1o decide the size of the Treasury bill
issue with this in mind. For this reason, it may be necessary (o
develop a wider specirum of terms for Treasury bifls {otner than
three und nine months) to maich the variety of terms available for
wholesale bank deposits. It goes without saving that Minimum
i ending Raie wiil have to be adjusted upwards in line with
wholesale money market rates and Treasury bill rates.

However, ilte general reguirement exiends bevond this. If,

order 1o forestall their encashment when the banks are shoit of
base assets, Treasury bill yields are levered up in line with inter-
bank  und wholesale money  rates, the necessary  upward
movement could be reversed by o switeh into Treasury bills of
nan bank funds which would cihierwase have gone into new issues

of b edged sevu

es, hut now hind Dreasoiy hills omeae

Attraciine S Bl tos Bas o be torestalied

v the Lwovernini
rocher cuthing the price of the exishiog tap stacks Thus ihe
upward mosement of mterest rates oy ransantied further siong
the Termn structure of asseis Af thy same e, 11 the banks’ base
tates have not risen m Hee sith whelesaic mos
d-trippeng’. o ow
Jraw on thewr oserdralt facibities to deposit o the whaolesale
mathers Phis wiil add an adduional rranche 10 the ongimal
upsierpe o ean demand putiing the banks’ cash ratios under

oy rates, there inay

he o development ot “roun 1 large custoiners

repewed pressure and feading tooa terthier tendency o the

tenebary base fooeyy heyond what ti

s, as alrcady deseribed,
anthorses mtend. I ihis i< o be averied . bunks’ Dase rates muss
dabsor play therr ;)a:rs i the generalised vpward movemenis This
worle sugpest that, i & owere official pot to control the
monetary base, the authoities might wish 1o ser “z:mu base rate
set meh less By managerial decision than by 2 markei-reiated
formuda, The imphcation for the

their borrowing costs woukd

» banks' ctistomers would pe that
necornte somewhan (aithough only
somew hat) less predictable.

Wt emerges from this is that control of fhe monciary base v
in prinviple be proteciea from infringement by an u’)\urgc of
private sector loan demand which the awthorities may find o
difficull to foresee, provided that the first evidence of s
appearance in the form of upward pressure on inter bank rates i~
gquickly appreciated and  rranslated into a  generdi u-}warci
movement of rates in which decisions on the Treasury hill tende

on MI R, on the prices of existing tap stocks. and on bank ba-\c
rates all play their part. Clearly the appropriate co-ordmation of
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these wecisions adds a problemaltic dimension 10 the auihorities”
task in making control of the monctary
Furthermore there is the problem that, if the base iself i
effectively controlled, there may still be a certain looseness of
leverage between the base on the one hand and toial deposits and
lending on the other, since the penalties which may be applied to
banks failing to satisfy the cash requirement would lead 10
precautionary holdings of base assets which can be rui down if
need be. This problem should be eased, howewer, if tie
authorities retain the right to call Special Deposits. «t the same
time the problem remains of achieving the intended evel of the
base against movements in the flow of funds between pui
private sectors.

hase effective,

iic and

Problems of an indicator sysien

The serdict of “ditficalt but by no means inpoessibile’
of monetary base control has nev
against the alternatives, of which the one the Green Paper sew
inclined towards is that of an automatic adjustieni o MIR
according to the degree of overshooting {or undershoating] of tihe
£33 targei. The question which arises here, however, is whether i
would not invebve the authorities in acting very s
way they would act if they were alming explicitly
monetary base. Some passages from the Groen
alrcady been quoted in support of this view: and we have seen tha
the authorities would have to lift MLR as part of the defences
against the base becoming larger than they intended, Imagine that
the £M3 target has been overshot and this has led to an autos
increase in the Bank of England’s operative lending rate. The
overshooting may well have occurred as a result of an upsurge of
private sector loan demand or of a flow of funds from the public
sector, expanding the banks’ base assets (bankers’ deposits) in ihe
way described earlier, Consequently the overshooting of the £55
target will not have involved the banks in any shortage of buse
assets. The automatic rise in the lending rate will thus be a mere
gesture; nobody needs to borrow from the Bank of England at
that or any other rate, and the *operative” lending
actually operate as a restraint. I the rise is to becoin
somebody has to be made 1o borrow from the Bank of Eng
To that end the Bank of England will have to operate against the
monetary base, draining off bankers” deposits by
market operations. The intention will be o foree the banks o
reeadl funds from the Discount Houses, o ¢ the

fand ar s o

on o pobies

cansidercd

ertheless to be
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rate does not

mesns of e

Flogses zre

forced into borrowing {rom ihe Bank of
opciative rate. But the banks™ reaction may be te }
pidding for funds in the inter-bank markets: and s inter-bank
rates rise, the monetary base may be restored 2s o resuit of the
ancashment of Treasury bills and maturing zt!
non-bank holders attracted by the rates available un
bank deposiis. There may be no need for the banks 1o call hack
funds from the Discount Houses; they may prefer not o do o
anyway. since monev-at-call with the Houses will sl be oo
clement in primary liquidity. Thus the

monctary base may get in the way of n“.u’-\ing the Bunk ol
England’s higher opcmm: lending rate effective, just ay it may
thwart a policy of attemipting to conirol the monctary base skt

ety it

L'\.]i’t.u sevitritios b

el

expansibility of the

Nevertheless the problem can still be coped with by n.mm ol the
ame follow-through described above in connection
of controliing the base. Inter-bank rates wili

hut not necessarily as much as ihe Bank ol
.ending rate, since the open-market opurations intended o ke
this effective may have been parried by the banks acguiring vush
through the encashment of Treasury bills and maturing gilt-edged
securities held by non-banks, However, the requirement on the
Discount Houses to cover tiae tender means that they must absorh
these non-bank holdings, and this will force them into the Bank
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of Fngland and make the operative fending rate effective. indeed,
the Bank of England can force the pace by setting the Treasury
hill tender somewhat higher; this is the point of including in the
scheme for an indicator system, as i s described in the Green
PPaper (Annex B 37). i'ne provision ihat the Bank of kEngland
would simultaneously announce not only the figures for £M3 and
the adjustment to =,'\- LR triggered by them, but also the size of the
following Tremur}-‘ bill tender. This would be (o
instrument for ensuring that the Tre il_"\f bill rate tououcc: nier-
bank rates up, so that no relatvity would develop wi
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ihis purpose. Bui what change in interest rates will bring about
any given adjusiment required of £M3 is difficult encugh even for
an old pro to determine from average experience, let alone in the
middle of unforeseen movements in the economy and in the
moods of financial markets. If the formula which brings about
changes in MLR when the £M3 target is not achieved, [ails o set
interest rates at the level actually required in the prevailing
circumstances to achieve that target, the financial mariets wili be
subject io speculation and tensions which will greatly complicate
the task of achieving any of the objectives. But even if the
adjustment of MLR is the correct one, it is still liable to l:ave to be
made effective on the general level of interest rates by operating
on the monetary base. Why, then, if the authoriries need i 1ake
much the same action either way, do they not cut out ihe
intermediate objective of interest rates and aim directly at the
monetary base which underlies £M37

Part of the answer to this question is that although the monetary
base underlies £M3, the leverage ir exerts upon it 1S not
sufficiently well-known or reliable. it may become so as a result
of the authorities’ experience in operating the indicator system,
which (as pointed out above) will cause them (o influence the
monetary base and enable them 10 observe the consequences for
w3, 1t is also desirable to hasten slowly towards greater
fluctuations in interest rates, which will certainly be the
consequence of achieving a tighter control of the money supply in
a systenmt on a monetary base without @ ‘corsel” or other direct
controls. But if the intermediate objective is control ol the
monetary base itself, it postulates the acceptance of whatever
zeneral level of interest rates is required to keep the base at the
predetermined level, given the forces which can expand and
contract it. Under the indicater system, on ihe other hand, the
monetary base will have 10 be operated upon so that the indicated
adiustment of MLR is supported by the movement of the general
icvel of interest rates, but this movement will not be open-ended.
it will be limited by the nature of the formuia related 1o £M3, by
the authorities’ proposed power to override i, and by ihelr
control of MLR itself.

The need 1o accept a greater variability of interest rates is, of
course, fundamental to a commitment to tighter monetary
control under a system on a monetary base; otherwise it will not
work. But those who have to live in it, the berrowers and ihe
lenders, may be brought 1o accept it more surely if they are
sroken in more slowly., Essentially this is what the indicator
system secks 1o do; and it is (0 be welcomed as a step which will
srable the waier (o be tested, Under i1, interest raies are Hable to
move less than they might but more than they have, and this
shoutd provide the Bank of England and the controlied
institations with usetul experience of living in a world of more
variable rates. But since the authoriiies will have to operate i
wapport of an indicalor system in much the same way as ihey
would have 0 operaic to control the monetary base, a further
ciep to this latter objeciive would be mare bearable if it were
subsequently decided to take it; and it is guite likely (hat i
would be.

"-ﬁegoﬂab’e asntitlenents
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Hut it would stiil be desirable to stop short of the extreme form of
control which the Green Paper describes as ‘negotiable
sutitlernents’ {Annex B 34-5). These entitlements would in effect
he licences for the creation of credit, which all banks would have
to hold in proportion to their deposits. Since the r*—mm:-:;m
wouid be negotiable, individual banks would be able t¢ buy them
from other banks, at a price determined by (he z‘;-arkc:. which
would deveiop in them: but the total amouut issued wouid be
determined by the authorities. In the event of a generai upsurge of
joan demand, the banks as 2 whole would need more cash and
demand in the inter-bank markets would rise. As a resuli of rising
-ates of interest in the inter-bank markets, it might be that the
iotal of bankers' deposits would rise, through the mechanism

described earlier, as a resuit of swirches from matunng Treasury
biils and g!li—eugea securities into bank deposits. This wouid
provide the banks with the exira cash they required, but they
would alsc need more negotiable entitlements in proportien to the
increase in deposits. If the authorities decided not to expand the
issue of these entitlements, the bidding for them would lift their
market price above their nominal value te the peint at which it
would no longer be profitable for the banks 1o meet the increasz
in loan demand.

Such a sysiem would not amount to control of the monetary base
as such, but would create a mechanism for blocking the
consequences of any variation in it in which the levers would be
wholly in the hands of the zuthorities. It has the theoreticai
neainess of a ‘final sofution’. But its operation in practice, when
{for example) loan demand showed the unexpecied sirengih it has
recently, might be attended by an unnerving scramble for
entitiements, sending fremors through the [nancial markets as
bids were laid agains. a fixed stock, and perhaps forging o

authorities’ hand. The cost of monev to banks, although liabie
under either of the possibiliries discussed earlier 10 be more
variable, might become extremely volatile; and the nsk of no
being able 1o obtain the requisite entitlements would make Ham .
more reluctant 1o sustain their fiexible overdraft facu

The system of negotiable entitiements could &lso be a source of
inereased disintermediation, for the foliowing reacon. I banks
were teguited 1o switeh some of their assets into negetiable
entitlements, wnich would presumably curry a refativeiy Jow rate
of interest, their overail margin on lending would be reduced! s
possibic that this might be offset by holding less cash in the form
of bankers’ deposits; if, for example, the cash requirement
imposed by the authorities under the system discussed earlier was
in excess of the banks’ prudential requirement and was no longer
imposed under negotiabic eniitiements. Bul if there were no such
atfset, 1 would be necessary for the banks Lo restore their overali
marain by raising their lending rates. This would icad to a wider
ditterential between the rates offered o dt.pomo.a and the rate
changed for loans, and, as under the ‘corset’, would give an
incentive for bank deposits to be borrowed and lent directl:
between large corporations and local authorities. In this way
transactions would be financed without their being reflected in
the figures of bank lending and the money supply. No such en-
couragement 10 disintermediation would arise under control of
the monetary base or under the indicator sysiem. when the banks’
borrowing and lending rates move up and down in line.

The answer to the Green Paper's questions

The Green Paper states (6.4) 1hai views would ce weivomed on:
(a) whether the difficulties with moneiary base control couid be
surmounted, and . if so, whether there would, on balance. b

an .ggjwmsﬁgc in a change to suvh 2 sysiem, and

~

ih) whether the iadicator sysiem would on balance be
advantageous.

The foregoing analysis suggests the following conclusions:

(1) since the banking system, afier the ubolition of the ‘core
and in the absence of other direct controls, will be revting on
a monetary base, the size of this base will clearly have to he
atiended to;

the  difficuliies with menetary  base contrel can be
surmounted, provided that the autherities are able 10 ensie
that the appronriate adjustment oceirs to the generud level of
iteres! rates:

[

(3} but this proviso uleo atiaches 1o the successiui operation ¢i
the indicator system, and so there is no clear choice of
advantage in changing te 2 system of monetary base control
as agains:. changing to an indicator system;

(4) ihere would, however, be advantages :n initially adopting ihe
md:caior system,

i
s
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OBSERVATIONL AND VINWS ON THE GREEN PAPER ON MONDTALY CUN'TRO]

J Schwob
H Jankowskix

==

I INTRODUCTION

The publishing of the Green Paper witnesses the authorities' concers

that short term money supply growth can be regulated in a manner consiste
with the mecting of the medium term targets for money supply growth., 1t
is argued that medium term control is alrecady exercised effectively
throvgh interest rates ind restrictions placed on the Public Sector
Borrowing Requirement (PSBR), therefore the purpese c¢f the paper is o

examine the scope for control over short term fluctuations in the rate
of growth of the money supply. On the basis of its discussion of the
main current instruments of control, limited firm proposals for change
are put forward:

- the Supplementary Special Deposits scheme or 'corset' shonld
be phased out;

- the 1257 reserve asset ratio which requires banks to hold 177
of their assets in specified l1quid form is no longer needed
for the purposcs of monetary control;

- a consultative document on alternative means of ensuring that
adequate prudential standards of liquidity are maintained was

to be issued (the paper has subsequently been published);

- the present requirement on the clearing banks to hold balsonces
of 1%% of eligible liabilities at the Bank of England should
be extended to all banks and deposit taking institutions ahove
a minumum size,

These proposals are intended both to improve the efficiency of the
financial system as well as to facilitate smoother menetary control
within the amended regulatory environment. Our impressions concerning
these proposals are given in Section II.

The Green Paper also conslders the practicality of introducing monetary
base control within the U.K. financial environment. Our impressicns
concerning the feasibility and efficiency of the various alternatives
are piven in Scction IXI.

* Mr Schwob and Mr Jankowski are Chief Economist and Economist,
respectively, of the Post Office Staff Superannuation Fund; however, the
views expressed in this paper are entirely their own.

The authors would like to express their thanks to G Barrett (Socuth

s
Yorkshire County Council), R Cogzhlan (International BDank Credit Analvst)
and R Kyprianou (British Petroleun Company Limited) for helpful comments

leading to the {ornulation of the ideas expressed in this paper.
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Section 1V summarises our general observations concerning the difficulties
inherent in attempting macro—cconomic stablisation through control of

L£M3, or monetary base within the U.XK. finanecial structure. Our suggestions
are also summarised in this scction.

11 THE EFFECTS OF TIilZ PROPOSED CHANGES

a) Termination of the "Corset" Arrangements

The difficulties encountered subsequent to the lifting of the

corset serve to emphasize the risks involved whenever restrictions

are imposed on the London money market. Owing to the restrictive

tax imposed on exessive interest bearing eligible liabilities, the
banks 'deflected' business through other channels not accounted for

in the monitored statistics. Since access to these alternative
channels of finance was not as free as to bank finance (under

normal conditions) the corset was not only ineffective in reducing

the total supply of credit within the economy, but also was responsible
for provoking ar inefficient allocation of credit,

The 1lifting of the corset hag left the £tM3 measure of the money

supply exceptionally sensitive to changes in interest rate differentials
between domestic inter-bank rates, Furo-sterling rates, and rates

on trade bills; this undoubtedly limits the authorities' discretion

over the use of short term interest rate changes in pursuit of

monetary control. The legacy of the corset convinces us that the

corset has no place as an instrument for short term money supply
regulation,

“b) Abolition of the 12'5%Z Reserve Asset Ratio and the Introduction
of New Prudential Liquidity Requirements

The present current accounting reserve asset ratio system, since it
is a mandatory requirement, does not directly give the individual
banks prudential liquidity reservoirs; it operates only as a blanket
tax on the banking, system as a whole, Because of the limited

ability of the banking sector to manufacture reserve assets at

market rates, the effective level of this tax is marginally wvariable,
changing according to each bank's costs of and returns to reserve
asscts. This variability is, however, exceedingly small and for
most purposes we may assume that the 12)%% requirement together with
the commercial bill ceiling, imposes a uniform tax. In view of the
differing activities of U.K. banks and the different risks assocciated
with each type of activity, it would not appear that a uniform
reserve asset tax is either efficient (if the reserves are to be
vicwed as a liquidity reservoir held against the risks of default),
or revenue maximising.

The consultative document on the measurement of liquidity hints
that the Dank is considering the welfare gain that might accrue
should a variable primarily liquidity requirement system, assessed
with reference to implicit risk, be established. While we support
the principles underlying the various suggestions in that document,
we are concerncd that the proposed regulatory enviroment could
damage the standing of the City of London as an international



financiual centre. It is clear that the proposed system's differential
treatment of inter-bank banking and retail banking would adversely
affect the competitive position of U.K. bhranches of overseas banks.

c) Extension of the Requirement to Hold Balances at the Bank
of England

The requirement on the London Clearing Banks to hold balances with

the Bank of England is not, as it now stands, an efficient 'fulcrum'
on which to influence short term interest rates through money

market operations; the requirement is too restricted within the
banking sector. While we favour the principle underlying an extension
of the central bank balances requirement across all of the banking
sector, we would hope that the forthcoming proposal addresses

itself to the difficulties of spreading the tax element, inherent

in such requirements, equitably through the banking sector.

III MONETARY BASE CONTROL

Both the mandatory and non-mandatory versions of monetary base control
and the two variants of an indicator system, as described in the appendix
to the Consultative Document, share the characteristic that the short
term rate of interest is the principal variable which adjusts to clear
the money market subject to the Bank of England's short term monetary
targets. Since above or below target growth of the monetary aggregates
generally stems ultimately from demand and supply conditions in markets
which may not be principally responsive to short term interest rates, a
heavy dependency on variations in short term interest rates to clear
markets may result in undesirable destabilizing effects,

These effects can arise either because of specific technical institutional
features of the lLondon money and capital markets, or because of institutional
arrangements connecting the financial markets with other major markets.

1) As the Consultative Document illustrates, the problems of dis~
intermediation may frequently inhibit the effectiveness of the Bank
of England's monetary policy by "immunizing' broader credit from
short term interest rate fluctuations. Furthermore, the exercise of
control over narrow aggregates can provoke more than offsetting
movements in the broader aggregates,

2) Commercial and industrial companies rely heavily on short term bank
: borrowing for stock finance, trade finance, and general operational
finance as well as for finance for expenditure of a more capital
nature. Until such time as large domestic companies become regular

borrowers via long term debt issues, the variability of the short
term rate of interest will put U.K. companies at a disadvantage
relative to foreign competitors with more stable sources of finance,

3) It may be argued that any long term capital finance acquired through
short term bank borrowing causes a misallocation of resources away
from stockbuilding, 'working' capital, and trade; therefore a
smooth and gradual shift to long term borrowing for private capitel
expenditure might produce an allocative gain. If this shift is



accamplished by permitting, or cncouraging, a groatoer viiriabitity
of short term dntorest rates, the maintenance of stable financial
conditlions for stock and trade finance (so as not to invite an

offsetting welfare loss) would require the introduction of a wide

varicty of new short temm financial instruments.

We feel that this "preference' of commercial and industrial companies
for bank finance as opposed to fixed interest term finance ought to
be examined more closely, along with the liklihood of the emergence
of the necessary financial instruments, before we would bhelieve it
advisable to coerce industry into long term borrowing by making

bank finance more hazardous, The very modest

use of 'drop lock floaters' and convertibles as a source of finance
causes us to question the common view that industry is simply

vaiting for rates to decline to levels at which long temm borrowing
will become feasible., It may be that the prospects for continuing
company profitability are simply not being viewed as secure enough

to warrant taking on medium to long term financial liabilities,
Adjustments to the discriminatory tax treatment of company securities
(as compared to the treatment of gilts) might offset part of the
disincentive for company lonp term borrowing; however, {t is difficulty
to imagine that a publicised commltment to monetary targets and
evidence of volatile short term rates disrupting stock and trade
finance can succeed in quickly eéncouraging an upward revaluation of
Propects for medium term company profitability.

The indicator systems and the mechanism according to which base money is

a8 withdrawal of the lender of last resort facility) are, despite the
above similarities, quite different, The operational efficiency of
Systems of base control in which the markets set their own rates depends
on the markets' abilities to recognize their own rigidities and to adapt
their operations so as not to generate potentially harmful erratic
movements in interest rates and/or invite distorting penal costs. The
indicator system, as described in the appendix to the Green Paper,
appenrs to of for o compromliae mechand em whose operation blends the
strict adjustment of short rates following deviations in monetary growth
(a fully automatic indicator system) with a somewhat more discretionary
system of control, very similar to current practice. Within this compromise
System, the discretion which the Bank would exercise in open market
operations across a broader maturity range in an expanded Treasury Bill
market would give the Bank a wider presence in the short term money
markets. The effectiveness of this style of monetary control would
depend upon the reliability of the weekly money stock data as well as
upon the money market's ability to interpret accurately the intentions
of the Bank and to adjust other market rates accordingly.

Without accurate figures and the full market appreciation of their
significance and the intentions of the Bank following the weekly release,
the U.K. would risk inviting the same weekly misadventures experienced

in the U.S. Float can just as easily be influenced by strikes in the
Midlands as by inclement weather at O'Hare Airport, Chicago; and the
markets' uninformed reactions to an adjustment in shorter Treasury Bill
rates to offset an imbalance could, if misconstrued, result in instability,
round tripping, disintermediation, or all three,



1Y GENERAL OBSERVATIONS

The processes through which money 1s created are very complex., Since it
14 our belief that the ways in which money is created determine to o
larpe extent the resultant economic impact of the monatary pgrowlil . we
beliceve that the authorities should address themselves to the probleoms
associated with understanding and regulating the individual channels of
monetary creation.

g%

While some may argue, from the above that the authorities should not
concern themselves with monetary base or £M3 at all, but should rather
focus on regulating the principal channels of monetary creation (PSER,
debt sales, bank lending etc), we believe that a EMCZ target ought to be
specified and pursued. The value of £M3 and its visible targets lies
principally in the information content carried both by the setting of
the targets as well as through the regular release of monetary data and
the official reactions to the trends.

All the same, the excrcise of monetary control via any mechanism which
places the heaviest burden of adjustment on any one sector will, in most
real-life economies, not be efficient. The extent of the inefficiency
will depend on the externalities and rigidities lodged within the various
markets and operatihg between the inter-acting markets. Neither would

it be beneficial to juggle the burden of adjustment from one potential
source to another, perhaps frequently failing to impose an effective
burden on the 'delinquent' sector. While the response times of the
various sectors to the policy measures available to the Bank of England
are different, short term control over the monetary aggregates should

not amount to nothing more than placing the burden of adjustment inexorably
on that sector afflicted with the shortest response times.

The traditional placing of the burden of ad justment on the U.K. financial
sector has, because of the difficulties the financial sector experiences

in passing on a share of the burden to the various non-financial sectors
(principally the non-bank private sector, the public sector and the
overseas sector), inevitably resulted in the financial sector's devalopment
of techniques designad to lessen, and in some cases take financial gain
from the burden imposed by monetary control. However the authorities

may alter the mechanism of monetary control, it is likely that continuing
emphasis on short term interest rates and short term financial pressure

on the London monvy market, in pursult of this control, will stir the
ingeunuity of the financial sector and result in the emergence of yet ae
channels of disintermediation and round tripping and in recurring threa
of market instability,

o
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The indicator system described in the appendix to the Document, indicates
to us that the authorities are concerned that the burden of short term
monetary control be distributed more evenly through the financial and
non-{inancial scctors, The proposed extension of the maturity range of
Treasury Bills and the wider role of Treasury Bills within the financial
and commercial and industrial sectors would, provided the bank was
Prepared to engage in open market operations across the full maturity
spectrunm, enable the Bank to encourage a more even distribution of the
burden of monetary control. The wider, fuller appreciation of the
significance of the Rank's open market manoeuvres would assist in these
efforts,



While we believe that a broader, wider maturity range, market in Treasury
Bills would be desirable, it is difficult to imagine this coming about

s0 long as Treasury Bills command a price premium as a rescrve asset or

as a component of a primary liquidity requircument. In so far as an
expansion of the Treasury Bill market is intended to enable the authorities
to pass the burden of monetary adjustment on to more than a pin point

focus of the financial markets, the success of their efforts depends on

a wide distribution of Treasury Bills among the financial institutiomns

and within the private, personal and company sector.

The activities of the long term financial institutions are significant

in the determination of monetary growth and no re-structuring of the
mechanisms of monetary control would be sound unless the activities of
these institutions were taken into account. The major funds are
distinguished by the characteristic that they pursue long term objectives
but, owing to their presence in the financial markets, have a very short
reaction time to changes in interest rates, particularly longer rates.
While it is tempting to argue that the Bank ought not to take advantage of
the institutions' susceptibility to changes in long rates in the practice
of monetary control and that the Bank ought instead to fortify the
effectiveness of changes in short rates so that longer rates would not
need to fluctuate so wildly, this would be an unsound argument. The

long term financial institutions, like all members of the U.K. economy
have a responsbility to share a just burden in respect of monetary
control, but because of their particular circumstances, it 1s difficult

to imagine how the funds ought to shoulder their share of the responsibility.

The superannuation funds strive to protect the. real retirenment benefits

of private individuals; those carrently employed as well as those currently
drawing pensions. It would therefore seem inappropriate to apply a tax

Lo these funds to encouraze behaviour vhich would assist the Bank in
monctary countrol. The tax would ultimately be paid by private individuals,
and mosiL of these private individuals will clearly not have been contributing
to excessive monetary growth.

The current mechanisms for long term funding of government expenditure

are possibly not efficient given the various rigidities and inter—connections
among the markets. Rises in rates during periods of funding difficulties
give rise to increases in the debt burden of the public sector, continuing
closure of the long term corporate fixed interest market and, since
frequently the cquity market responds to falling gilt prices making

rights issues awkward, higher bank lending. So long as the institutions

are asked to contribute their share of the burden of monetary adjustment

in the current enviromment, externalities will continue to be a problem.

Furthermore, the frequently suggested regulation whereby the funds would

be required to maintain a constant flow of funds to government debt

issues provides no benefit. Not only is this a tax, which risks making
cmployees from one sector (including those retired) 'pay' for the monetary
misdemeanours of other economic agents, but it would have very tittle

impact on stabilizing longer term yields. The fluctuations of longer

rates are responsive to the public's appreciation of the authorities’
difficulties in arranging funding at the margin; a mandatory flow requirement
on the institutions would not ease the situation at the margin where,
anxieties develop.



The recent debate over the advisability of introducing index linked
governuent securities bas touched on many issues of interest to tre UK
superannuation funds. While it may be possible that the general
appreciation that:-

a

with the appearance of the new issues the authorities could more
easily break a funding "log jam" and avoid the customary ''Duke of
York" tactics;

the new gilts would remove the presumed incentive to purpetuate
inflation and replace it with evidence of the authorities’ firm,
financial, commitment to reducing inflation;

mipht encourage preater stability in long term yields, there are several

"eroy arcas'

a

'in the debate which cause us to be more cautiocus.

Even with the presumed increased stability in long term yields
there is no guarantee that the gencral level of yields will decl
Indeed Lt way be argued that current yield leveis are lower than
would be counsidered necessary (given the inflation outleook) were it
not for the prospects of large capital gains following the traditional
wide price movements expected of the gilts market. The adjustment

to lower volatility could result in an upward shift in nominal

fixed interest yields, which could be furthered by shifts in demand
away from fixed interest securities.

fne.

The impact of the issue of index linked government securities would

be felt in the private equity and capital markets. Private companies
could find thrmsel'res up against even more onerous long term borrowing
costs than exist now. The market’s responsiveness to fixed interest
issues might be subdued owing to the introduction of the inflation
proofed gilts alternative, and the ratings of any possible index
linked company securities being lower than on comparable fixed

interest issues (because few companies prosper during a UK inflation),

would require a greater real return to be marketable. This situation
might be slightly eased were the discriminatory tax treatment of
company debenture securities to be corrected.

However, were companies to embark on borrowing through the issue of
index linked securities, the impact on "real" company gearing could b
very substantial and could prove to be unsettling to the equity marke
Previously, the declining real debt servicing burden experienced by
companies during periods of accelerating inflation served to decreass
the equity gearing ratio and helped to sustain smooth market condition
for equities. A heavy reliance on index linked company securities
could deflate this risk cushion and introduce greater uncertainty inta
the equity market, with result that the equity market could become a
more expensive source of company finance.
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