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ACCEPTING HOUSES COMMITTRE

Tolephones: O0i-481 1896

(01-431.2020) [EOMAN waLL HOUSE,
etk (ESEESSI ARSI — v 2 CRUTCHED FRIARS,
i |  LONDON, EC3N 2NJ

Car Ref. AHC!ssO,‘IC.,

7th August 198G,
The Governor, i
The Bank cf England, -
London, EC2R BAH.

E:L;Q;;~ rf:n (i;éhjeﬂ*qsv} %

Monetary lControl

You will remember that you wrote tec my Chairman on the Sth June,
1980 inviting the Accepting Houses Committee to comment on the Green Paper,
"Monetary Control" (Cmnd. 7858).

I subsequently spoke to Mr. Charles Goodhart to obtain an indication
as to the timetable within which the considered comments of the 4ccepting
Houses could be collated and communicated tc the Bank, I
Mr. Goodnart that I hoped to be able to submit the Commit
the course of this present month.

| el
I now enclose 4 copies of a paper setting out the Committee's
I think that it represents the nearest that could be expected to

a consensus on the part of the 16 Houses which could reasonably be exvected
on guch a subject.

indicated to
tee's comments in

comnrents.

The paper is at present unsignzd, Unforiun
not be back in his office until the end of 1

finishing gloss on to paper; but he d4id s
form and I do not expect it tc be material

21y my Chalrman will
¥ wish to put some

e it substantislly in its present
a2
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The Governor,
The Eank of England,
Lendon, EC2R 84K,

Fonetary Control

You have zsked for our comments on the Green Paper on monetary
control with particular reference to the gucstions outlined in paragrarh 6.4
of that paper. Before discussing these specific gucestions it may perheps be
best to outline our generzl approach tc the subject.

ihe rapid

The first point to be ma de is that we do not zitribuie 2
rate of monetary growth eperienced in this couniry in recent years primarily
to defective techniques of monstary cortroel., It Follows ihat we do not
velieve tnat improvemenis in the technicues of monstary conirol c¢an, in
isolation, be expected to resoive these problems. Filscal policy has been lz
throughout the period of high monetary growih and Tew goverrcents ave ever
eriencing high ;ates of

monelary growth. (In this conneciion it is worth
argument that, adjusted for inflaticn, the public
fiscel surplus as misleading and dangerous if used
adjusted for infletiion, govermnment was in substantiiz
Veimar inflation).

ing that we regard the
tor has bsen running a
sis for policy:

s during the

e
run large and persistent fiscal édeficits without exp
se
a

cit i".as

The prodlem in the U.XK. has teen ihat iths f fi
! funding from

consistently been of a scale vhich required very subs 1

outside the b“n?l“g system. For much of the time ihi s been obtained,
zibeit a2t the cost of substantial distortion of ihe Tinancial sysiem, but
the sczle of the deficit has been such that any minor shortiazll in funding
has had substantial monetary consequences.

4
zcal de
<
n i

These problems have been exacerbated by the growing reliance of
the public sector on the gili-edged market as 2 source of {funding. Up to
the mid sixties 2 very substantial portion of the public sectoris debi was
helé directly by the personal secior through channels such as National
Savings, so that the public sector drew fairly evenly from the institutional
and the personal savings markei, During the decade from the mid sixties to
the mid seveniies this patitern changed radically with the public secter share
of the personal savings narket falling sharply while its share of the
institutional market rose to a point a%t which other borrowers were effectively
excluded.

teontinned)eooven
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Thus a sharp rise in the public sector's borrowing regui
hzs tcen accompanied by 2 sigmificant nerrouving of iie fundin
ronelary confcoquinces of ihece tvo trends have Teen far
ihe firancial requircments ef the public sector hive

- i 2
viih debt manzzement, by the latter half of the seventiies they were commitited
to neet & deman@ing funding pregremme.. In the process the authorities have
relied 2lmost exclusively on the stock mzrket in vhich ihey were ihe only
+ffzctive borrowers., The resvlit has been ithat ithe public ssctor hias not been
2ble to accelerate the pace of its furndinzg without influencing botih the capital
account and the savings of the personzal secter.

sl

Second, the corporate sector has effectively been excluded from the
carital market and thus driven to reply a2lmost exclusively on the barking
market for its external furding. It should be streszed that this was not a
nececsary conscquence of inflation but rather of the scale and detlermipation
of governrent funding operations. Vhere government has relztively modest )
funding requirerments, as in the U.S.4., inflation may cause a hiat
corporate bond market but it will not %ill it. The closure of the cspital

narket to courporzte borrowsrs in receni years hes added very subsilantially
to banv lozn demand, and vhere the funding of this loan demzné has conilicted
with targets for £13, sterling deposits held ty overseas residents have made

up the shortfall.

t should be evident from the above that the background to our views
on the technical iscues of ronetary-control is a firm conviction ihat the
overall fiscal stance an3 funding policy of the .public sector are of far more
decisive importance. That being =said, we would not suggest that the techniques
of monetary control are without significance for both the choice of target and
the precise control mechanism used to achieve it can have 2 significant impact.

The use of £I13 as the target monetary variable is now a well
ablished practice in this country with which the rmarkets are thoroughly
ilizr, The monetary base proposals would irvolve a radical shift away
is policy and we take the proposals in Chapter 5 of the Green Paper
ence of astrong official predilection for retzining £13 as the target
tary variable.

Our view is that reliance on a single monetary variable is inherently
‘undesirable. There are both general znd specific reasons for this. On
generzl grounds the continuous structural evolution of the financial system
males it unlikely that any single monetzry agsregate will remain an accurate
measure of monetary growth over time. On more specific grounds experience
hag shown that attempts to control a particular agzregate will tend to distort
iis relationship to ihe system as a whole, a point well illusirated by the
experience of the Supplementary Spacial Deposits Scheme. If tzrgets were to be
expressed in terms of a number of monetary aggregates such distortions would be
iess likely to occur and a better overzll measure of monetary growth would be
achieved,

(continued)......
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The Governor,
The Ban' of Tnpleo:nd ik Auast 000

It may be objected that the mai

the conduct of moneiary rolicy recuires Lhe is theinoel
to ike control of a particular ponetiary varizbdls, COEVET, cetive 1
participanic azre awere of the complexities of the firuncizl systierm andé for
inie reason watch the development of a rumber of monetary a_sTegetes:  wmarket
confidence in official policy is undéermined when ine cuthoritles ¢ comnitted
to the conirolo™a single monetary acsreogeie which is videly ¥nown i0 U

= 3 o

distorted, not least oy official contrels. “he vider publie
we consider that a broaé comnitment to the cornirel of monciary ageregates will
carry more conviction than a particular target for an ag rezatc vicse compositiom
is not understood. For these recasons we would argue that the confidernce of both
market participants and the public at large wovld be enhanced by a commitment

to the control of a rarge of apgrregates.

The choice of agcregates is cbviously a maiier for tectnical debate,
but we would argue that measures of both liguidity and credit are required.
Liquidily measures should range from mezsures of the banking system's liguidity
through nzrrow and broad definitions of ‘he roney supply to & broal measure of
1iguidity in the economy. WNeusures of credit have become of much greater
significernce in the lasi year or so with the revival in sierling's interpational
role znd the relaxztion of exchinge conirel,

[
ot
o
m

4 preference for judging policy by referenc rumper of egcregates
must imply a generzal preference for ibe use of inieresti retes rather than
reliance on specific guantitative cgntirols. + doeoe not hovever necessarily
preclude control of specific guantities as a means of infivencing the price of
money.

il

S

The monetary base propesals are radical in Two senses. First, they
involve relying on the control cf base money rather than on direct control over
a broader monetary agsTregate. CSecon3d; they involve aciing directly on the
volume of roney rather than attempting %o infiuence volune ithrough acting on
the price of money. The latier approach, in the absence of perfect information,
involves a mezsure of judgement on the part of ine authorities as to the level
of interest rates needed to achieve a particuler rate of monetary growth whereas
monelary bzse proposals are inherently non-ciscretionary.

There are two distinact quesiions abcut the nonetary base proposals
which have ito be znswered., The first is whether the e
of controlling the monetary system. The second is what ihe consequences of
their adoption woulé te for the portfelioc behaviour af be
and, by extension, for the eccrnomy as & iole,

£ non-mzndatory base system is, in princinle, creferable to 2
mandztory base system in that it does not crezte zrtificial costs for ihe
banking system and thus should not distort the sysiez ©y inducing disinter-
mediation. FEowever t:o rroblems arise in conneciion with such a system. The
rfiret is ihat it assumes that banks vill alvays I it ident to carry a
similar proporiion of base acsete in treir balz oo which may not be
true at 2l stages of the interest rate crole, iz that it implicitly

5
rnsunes ihnat base money is the only form of liguidily zvnilable to the banking
eyctem. If no discouni facility is avallable it is truc io ray ithat bese moncy

faw. .2 . ERY
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but in 1réctice chort governnent p=per
Loth tan' and non-bvank investors: V.S, z n

evan thoush the authoriiies in the Uniied Siates do nct cusiorarily stand
ready to discount them.

In a country such s Switzerland vhere ihe autherities have pursued
exirerely conservative fiscal policies over many years and ithere is
consoguently little federal government paper in the mzrket, the supply of
such prime assets is nececsarily limited co that the lanking system as a vhole
has no rezl aliernative to base money as a2 source of liguidity. In such
circumstarces the control of monetary base is probably the most efficient way
of controlling the money supply, but it is worth noting that aczinst a back-
cround of fiscal conservatism such as has characterised the Swiss economy for
many years the problems of controlling dorestically-gensraied monetary growih
are not excessive.

. The level of the public sector's primary debt and the lack of
fiscal conservatism in this country in our view precludes the irntiroduction
of non-mzndatory base system., The introduction of a mandatory base system
in this couniry wouvld have a profouns effect on the banking system. Reserve
cosis in this courtry have iypically been low, in sharp contrasi to couniries
such as the U.S. and Vesi CGeimany, and this is reflected in the structure of
our banking system.

The imposition of reserve ‘or base cosis on the U.K. domestic
banking system vould necessarily lead to a period of siructural change in the
barking system and its relationship to the brozder financial system. For a
time *he figures for monetary growth would seriously understate the trend in
the growth of liquidity and credit in the ecoromy but this irend distortion
would 2isappear as the adjustment vas completed. It can be argued that such
rrodlems would be transitional and aralogous to those associated with the
introduction of Competition and Credit Conirol. This does not in our view
justify ignoring the considerable risks involved in the transition to a

mzndatory base system.

If the transitional problems could be successfully overcome the
workings of the system would depend on which of the twe fundamental variants
of mandztory monetary base described in the Green Paper was adopted. If all
benking claims against the central bank were to be treated as base assels then
day to dzy control of base asseis would have to depend on the authorities
mzintaining an overfunded position and then using discretionary repurchezse
agrecments to inject sufficient base assets into the sysiem to achieve the
desired level. Two iscues zrise from this., The first is that of access-to
repurchase agreements. These should in cur view either be open to all
competiing banks or restricted to insiitutions such as the discount houses wno
do not compete directly with other tanks. In this connection we note with
approval the decision to open recent repurchase arreements to all listed banks.
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lagring we are agnostic., There seems to be no funee:n tal rea
any of ihese systems unworkable and no dcubt the banking systie
to deal with any of them. If we have a preference it would be
requirerent. It should be noted that our confidence that such
be manageable depends on our judgement as to banks'! likel;r por

under such a system which is set cut below,

The other principal variant of mandatory bazse zcset control set
out in ihe Creen Paper is the proposal to create Negotiable Iniitlements
(N.E.s)}. 38 the agzregate supply of these would be arbitrarily set by the
a2uthorities it cannot be doubted that such a system coulé be rmade to woerk in
the technical sense. There are howvever two rrincipsl objecilions v such a
scheme. First, the removal of pressure on the authorities to either control
or fund its deficit could well lezd to a dangerous buiid up of liguidity in
the system. Second, the revenue potential of such a system from ihe official
point of view could, if exploited, leadé to 2 very high level of disinter-
mediation.

The issue of disintermediation is crucial to itk

e z1ysis of the
various mandatory monetary bzse systems., The issue Is rot i

ena
a s

o mple one in
that both corporate and public funding de;end in the first inslance on
encouraging a process analogous to disintermediziion (ané %otk contribute to
monetary control). If the public secicr sel;s stock to & banx depositor and
reduces its liabilities to the tanking system the money supply falls but =
similar process involving Treasury Bills although analegous in its initial

monetary effect is in practice fundamentally different in thal it is readily
reversible. However, although these examples may be cl=ar cui there are
necessarily many which occupy a less clear cut nmiddle grcund such as trans-
actions in floating rate stocks.

Under a mandatory bace asset scheme banks would nave to resolve the
conflict between the desire of their commercial customers for [lexitle
borrowing fzcilities and the avthorities' deiermination o T‘m:ﬁ the growth
of the ¥aae assets of the banking sysiem. They would do so either by carrying
excess base assets, which would be expensive, or by holding a growing proporticn
of iheir zssets in a form wvhich could be yeadily taken up ouiside the banking
system. The imporiant point to note is that profit maximisation would depend
on developing an asset structure vhich could be cheaply znd efficiently
disintermediated in tires of strong loan demand and reiniermedizted in times of

(continued).....
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eifmificarce in lerms of either liguidiiy
}teep moretary growth in the rarrow cense un

For there recarons we would Te oppored to a maudatory nomatary
tase system.

The indicator proposals cutlinaed in.Chzpiler 5 of the Green Paper
1 + would involve a
major shift from a discretionary to an automatic system of interest rate
adjustment, which it has been argued could reduce 2 bias towards delay in
interesi rate adjustment. As mentioned above we have consideratle reserva-
tions aboui any sysiem bvased on £3 znd as is outlined in the Green Paper.
Sowever, setting this guection apart, there ere & number of general points
to be mzde about auvtoratic systers even when, as proposed in the Green Paper,
there is a residual pover to over-ride the indiczted rate.

The first concerns the potential instability of inlerest rater.
The experience with market dctermined changes in LR vas not an entirely
hsppy one and protlems vere experienced during perioés of boih rising and
falling interest rates. In praciice the authorities chose to over-ride the
market freguently in ithe rast ané we see no reason to expect matters to be
different in the future.

\rether the present system of cdiscreticnery charnges in interest
rates is necessarily biased iowards monetary eass is ibn our own view debateabdle.
There will always be pressures influencing the conduct of monetary policy and
whether they are to over-ride an automatic change or ito initiate a discretionary
change the authorities must bear them. The real darger with an automatic systiem
is that the authorities may be inhibited by the system from a proper exercise
of their judgement and in conseguence lose their direct responsibility for the
outcome.

A more general point energing from these questions concerns the

significance of short term fluctuations in monetary growth. The official
view 4s embodied in both the Green Paper and the recent Budget Report would
seem to be that short term fluctuations in ronetary zrowth dc not matter in
any objective sense in that the relationship beiween money supply and money
G.N.P, is essentially a medium term relationship. Importance is nevertheless
ztiached 1o such movements on the grounds *hat they affect market confidence,
and indeed the indicator sysitem would involve an autcmatic response of interest
rates to such short term fluctuations. Our experience is that market
participants share the official view that shori term fluctuations in monetary
growth are of little fundamentzl imporiance but watch them with great attention
because they have learnt that they provide & good indicator of the authorities’
immediate intentions with respect to interest rates and funding operationms.

In countries such as Switzerland and Germany the market accepis large

luctuations in the rate of monetary growth guite calmly becazuse they have
learnt by experience that the authorities' own policy actions will not be
influenced by tithem.
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In cending you cur conrents ve have treated the Oreen Feger
in isclation. Howvever ihese nziters ave clocely related ic both 1
igcues raired by the paper on ihe Mearurenent of Liguidity &and ihe
jremised pazper on the Cash Requirement. TFor this reacon we have b
somevwhal less specific on certain poinis than we right have wished,
but we wculd hope to revert to them in the light of the cortinuing
éiscuscsion with the Berk on the Licuidity pazper end of ihe napey on
the Cash Rsquirsasment,

.

Yours sincerely,
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THE BRITISH OVERSEAS AND COMMONWEALTH BANKS ASSOCIATION

HON. SECRETARY &ITREASURER 10 CLEMENTS LANE,
lan P. Cameron Black : LOMBARD STREET,
{Standard Cherered Bank Limied) LONDON ECAN 7AB.

Tei: 01 - 623 7600
1llth September, 1980.

~ed 15SEP1980 @ S

The Rt. Hon. Gordon Richardson, M.B.E.,
Bank of England,

— R
Threadneedle Street, £ Spuped B ﬂ\¢._1&awﬂ B R
London, E.C.2. T e R s LC
(A \-._f(-_- Wi
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Dear Governor, : . s g

Monetary Control e I

~e

R A L T "

In my previous letter to you on the subject of ther~ "+ . -
green paper, Monetary Control, I advised you that our working
party would look again at the paper to see whether they could
make any useful comments,

I attach two commentaries that have been submitted. s
Both writers emphasise that what they have written reflects
their personal views.

I hope that they are of assitance to you.

Yours sincerely,

@ =

Hon. Secretary.

Enclosures.



MONETARY CONTROL

The Government has resolved to reduce the growth in money
supply in order to achieve a permanent reduction in inflation in the
United Kingdom. In order to do 80, it has considered ways in which
it could acquire control over the money supply in the medium term,
whilst at the same time minimising short term fluctuations in money
growth within the overall trend. The money aggregate £M3 has
been chosen as the appropriate measurement of growth.

The Green Paper, which is a joint consultation paper by
H. M. Treasury and the Bank of England, considers the following
alternatives:-

a) Monetary Bése Control

b) Indicator Systems

A. MONETARY BASE CONTROL

A known proportion of a banks' deposits to be kept in base money
whether voluntarily or mandatory. In this case, the Authorities have the
option to control the base and thereby bank balance sheets, as growth is
restricted to a multiplier of the base, or use movements in the base to
trigger changes in interest rates. Whether there is a mandatory
requirement for base assets or not, this scheme would require a fundamental
change in the fabric of the London financial markets. To be effective,
the Bank of England would have to cease open market operations as they
are known today to become truly a lender of last resort in times of crisis
rather than a lender of first resort, as it has sometimes been described.
The Authorities seem to have stepped back from making such changes and
the status quo has been preserved. With such a constraint, the efficient
application of Monetary Base Control would be limited. Certainly its
adoption would require bankers with vast experience and expertise within
the existing market framework to acquire new skills and there would
undoubtedly be a difficult transitional period during implementation.

The Paper clearly rejects Monetary Base Controls for the
following reasons:-

a) "Significant institutional effects réaulting in a less flexible



money market."

b) Lead time measuring success and therefore uncertainty
of benefit. '

¢) "Known costs and uncertain benefits. "

d) Interest rate changes generated might not produce a smooth
short term monetary growth.

The "pros and cons' of Monetary Base Control do not seem to have-
been fully discussed in the Paper and perhaps a closer look at attempts
in other countries might be appropriate, e.g. Switzerland and the USA.
However, without a willingness to change the present market structure,
such discussion is somewhat academic.

B, THE INDICATOR SYSTEMS

This scheme seems more attractive to the Authorities and avoids
the need to control the base. The Authorities would simply react to
movements in the base against the desired level of growth, which would
trigger changes in short term interest rates. It is suggested that
changes in interest rates could alternatively be linked to changes in
£M3 as indicated from weekly returns to the Bank of England by banks.

The trigger mechanism would be automatic, except that the
_Authorities would maintain the discretion to override the trigger points.

Weekly figures would undoubtedly place a greater burden on banks
than the existing monthly returns. A pilot study has already been
collected from a sample of banks, but unfortunately this was not
particularly satisfactory, as it did not show the same trend as the
monthly figures for the market as a whole. Possibly this was due to
reintermediation between the "Corset’ make up days.

The advantage of this scheme as seen by the Bank of England
is that the market structure need not be altered in any way and so
radical change is unnecessary. Although the Paper suggests that the
Authorities would have to justify discretionary changes in interest rates,
the fact they they are able to means that they will remain under political
pressure when appropriate action seems politically unpalatable.

Fas
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When looking at Monetary Base Control or the Indicalor System,
there appears to be a concentration on short term interest rates as &
treatment to the symptoms of an excessive supply of money. Arguments
that the Authorities should concentrate more on the actual supply of money
rather than attempt to treat the effect are not answered in the Paper
and greater discussion on this point seems necessary.

In addition to the above schemes for monetary control,
the paper announces the intention of imposing a cash requirement
on all Recognised Banks and Licensed Deposit Takers, in addition
to the London Clearing Banks. This is not covered in great depth
by the Paper, because it is meant to be covered by a follow up
paper, which is now well overdue, possibly being held back whilst
market conditions are so illiquid. Whilst it may seem more
equitable to spread the responsibility for providing cash to the
Bank of England, to support its open market operations, it is likely
to be more costly to non-Clearers and therefore more onerous.
One cannot camment more fully on this aspect until the details of
the cash requirement have been published for discussion.

-
Ll

.



MONETARY CONTROL

The opportunity to comment on the joint Treasury-Bank of England
Green Paper on monetary control is weleome, both because of its importance
for economic policy and because, combined with the Bank of England's
proposed liguidity requirements, it is likely to be a major determinant
of the shape of the financial éystan over the next decade.

Two General Points

Two general points can be made. The Green Paper concentrates on
problems of short-term monetary control. Short-term fluctuations in acney
supply growth do not in themselves pose a threat to anti-inflationary
policy, andétﬁere is- a danger that effcrts to control monetary growth -
and particularly the grow:th of the wider monetary aggregates which react
more slswly to poliey chanjes - on too short a time-scale would be counter-
productiﬁe. In parficular, the proposal to alter interest rates in line
with weekly movements in sterling M3 appears inappropriate. -

Secondly, it is clear from the Green Paper that the authorities wish
to retain a large measure of control over interest rates, eithei by
discretion or according to a predetermined rule. Effective short term
control of the money suppiy probably requires a greater willingness to

aiiow the level of interest rates to be decided by the markets.

Proposals for monetary base contrxol

The practical objections . raised to a system of monetary base with 2
mandatory relationship between base and deposits (Sections 4.10-4.16 2and
Appendix B) are convincing. The use of a more informal system of monétary
base control, combined with targets for sterling M3, should not, however,

be ruled out.

The advantages of monetary base control are that the monetary base
is under the direct. and immediate control of the authorities and that it is less

open to distortions than are wider monetary aggregates. Control of the



moneti -y base (provided that there is not a mandatory ratio between
base and deposits) would permit short term fluctuations in the wider
monetary aggregates while providing some assurance that they ;re only
temporary. .

Monetary base control would require a willingness by the authoritiaes
to accept short term fluctuations in 4nterest rates, and the Bank of
England's lender of the last resort facility would have to be available only
in the last resort. It is reascnable to expect that interest rate fluctuations
would be reduced as the market becomes used to the new system and operators
learn to iron out fluctuations which they perceive to be temporary. Aany
change to a system of monetary base control would involve a difficult
transitional pgriad requiring continued support from the authorities.

Indicator systems

The intention gf an indicator system, whether related to the base
or to Sterling M3, is presumably to depoliticise interest rates changes.
. We suspect that the frequent opportunities for the use of the official
override that could be expected with a system based on weekly figures would
make interest-rates charges more, rathar than less, sensitive politically.
As the Green Paper notes, the scale of response to deviations from the
monetary target would be arbitrary; there is thus little reason to believe
that the system would be an effective means of short-term monetary control.
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