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MONEY MARKET INTERVENTION TECHNIQUES

You will know that the Governor wrote to Sir Jeremy Morse
on June 26, suggesting that the Clearing Banks might prepare
a paper on this subject which would develop the various points
made in their submission on the Green Paper on Monetary Control

This has now been done, and I have pleasure in enclosing a
paper which expands on paragraphs 12 and 13 of our original
submissior and sets out in greater detail the Clearing Banks®

Lt g

views on the problems arising under the present arrangements and

the scope seen for reform.

Rather than propose a single alternative set of rules, we
felt it would be helpful to indicate a range oi possibilities.
However, we would emphasisce our conclusion that unless fairly

fundamental changes are made to the present arrangements, we woi

not expect the problems we have identified +to be resolved.

We look forward to the opportunity of discussing our paper
with ycu and your colleagues in the near future.

WD S

A

A.L. Coleby, Esg., e
Assistant Director,

Bank of Lngland,

Threadneedle Street,

London, E.C.2.
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Money Market Intervention Techniques:
The Scepe for Reform

This note describes the technical problems that can arise under the
Bank of England's present arrangemenis for absorbing sutpluses and
relieving shortages in the sterling money markets, and considers the
scope for resolving these problems - notably by extending the Bank's
range of intervention techniques.

In considering both the problems and the possible solutions, the main
criteria employed have been the technical efficiency and stability of
the markets themselves and the effective conduct of monetary policy.
Judged by these criteria, the clearing banks would regard an ideal
system as one in which the Bank acted to ncutralise daily surpluses and
shortages without either causing short-term rates to depart from the
level desired for monetary purposes or requiring excessive holdings of
setilement balances and liquid assets by the banks. Although the Bank
needs to bear in mind institutional and other factors as well when
considering its intervention technigues, the banks hope that these are
not given undue weight.

Most of the problems identified in this note have been in evidence for &
considerable iime. However, there is little doubt that they have
increased in severity in recent months. The periodic need for sale anc
repurchase arrangements and the erratic movements in market rates on
certain make-up days are two obvious symptoms.

The present intervention arrangements involve the Bank in routing most
of its daily assistance 1o the banking system via the discount houses up
to 2.30 p.m. and refraining from dezling directly with banks. The
problems that arise under these arrangements are essentially of two
types. In the first place, the arrangements arc not conducive to the
flow of information that all markets need if they are to operate
efiiciently. In the second place - and more specifically - the
arrangements are defective for handling shortages* which are larger
than anticipated or beyond the capacity of the discount market to
accommodate. Let us start by considering ithe informational problems.

This note refers to the problems of relieving shortages, but most of the
arguments apply at least as much to the absorption of surpluses.
However, some particular problems with the absorption of surpluses are
discussec where it Is appropriate.



The present arrangements create particular informational problems
both for the Bank of England and for the banks. Because the Bank
routes all its assistance to particular institutions at particular times of
the day, it needs to know to a high degree of accuracy what the size of
each day's flows to or from the banking system will be. The banks for
their part need adequate information on which they can not only

forccast their own position but also take a view on interest rate
movements.

When deciding on the appropriate scale of its daily intervention the
Bank relies on the following:-

(i) its own information about the likely level of net flows;

(ii) information reccived from commercial banks;

(iii}  the discount market position;

(iv)  the Bank of England balances of the clearing banks at the close

of business the previous day.

The Bank's estimate of the likely flows is communicated to participants
in the discount and interbank markets early in the day. It is sometimes
revised during the day, but even so it frequently proves inaccurate:
some clearing banks find that their own estimates of the day's shortage
prove at least as good as the Bank's. It is possible that improved
arrangements for exchanging information and views between the Bank
and the market as a whole could be to the benefit of all parties.

Given that such estimates of the flows can never be completely
reliable, the Bank is heavily reiiant on the signals it receives from the
discount market. Yet the discount market's position is by no means a
reliable guide to the overall market position since banks also adjust
their books through the interbank market. Thus, the discount market
may be lung or short but its position may be more than offset by
opposite positions in the interbank market. (Such a situation can be
created, for example, by those non-clearing banks which do not
maintain their reserve asset ratio throughout the month but increase
their loans to the discount market for reserve asset purposes only on or
over make-up day, so that even if there is an overall market shortage
the discount market will be full of funds.) Indeed, in an attempt to
avoid misleading the Bank, some clearing banks make a practice of
calling the discount market for their full pro rata share of the
estimated overall shortage, even if they have no need to do so for the
purposes of squaring their own books. They then endeavour to lend the
excess money back to the discount market later in the day. This is
clearly an absurd situation.

1{ the clearing banks are unable to get this money back into the
discount market they will simply finish the day with a higher Bank of
England balance, lower loahs 1o the discount market, and hence 2 higher
reserve asset cost on the day. In these circumstances, high Bank of
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England balances the next day will not reflect a market surplus,
although they may well be interpreted as such by the Bank. Thus the
level of the clearers' balances can also be a misleading signal. In any
event, the level of balances gives no guide to the banks' reserve asset
position: a surplus of cash can mask a shortage of reserve assets.

The fact that the Bank's intervention can prove inadequate (or
excessive) means that the money markets frequently suffer from
periods of uncertainty before 2.30 p.m. and of confusion thereafter. If
lenders think that a shortage will not be fully relieved, they will hold
back from giving funds in the interbank market. On the other hand, if
commercial borrowers think that a shortage will be fully (or more than
fully) relieved, they will hold back from taking funds in the market
knowing that, if rates are stili high at the end of the day, they can
always fall back on their overdrait facilities with their clearing banks.
There can be equally disruptive effects if it is felt that market
surpluses will not be fully mopped up. For all those reasons interbank
rates can fluctuate widly throughout the day. These problems would be
overcome, and the market could be expected to operate considerably
more smoothly, if the banks could count on the correct amount of
intervention being forthcoming.

Changes in the Bank's intervention techniques could help overcome the
Bank's own informational problems in one or other (or both) of two
ways. First, by dealing directly with banks it would enhance the
quantity of market information it received and should thereby become
better able tc forecast each day's net flows accurately. Secondly, and
more jundamentally, if the Bank adopted a more flexible approach te
intervention, it would matter far less if its original estimate proved
inaccurate, since it would be better able to take compensatory action
during the course of the day. The amount of intervention would not be
predetermined by the Bank's estimates of each day's likely net flows,

but would be whatever amount was necessary to keep overnight interest
rates on their desired course.

This leads naturally to a consideration of the more specifically
operational problems that can arise under the present arrangements.
The characteristics of these problems largely reflect the times of day
at which they arise: there are problems that arise before 2.30 p.m.§
after 2.30 p.m. but before the close of the town clearing; and {in a
somewhat different category) after the close of the town clearing.

Sometimes it will be apparent, before 2.30 p.m., that the overall systemn
shortage is larger than the discount market's shortage. In these
circumstances, one of the few available cxpedients is for the Bank 1o
buy additional bills directly from the banks: however, Seccombes ofien
have difficulty in locating the right amount of bills of the right
maturities in the right hands. An alternative approach would be for the
Bank to provide additional assistance to the discount market, to be
passed on to the banks. But this approach is normally impractical since
it would involve the houses in exceeding their 20-times multipiier. (In
the case of surpluses, the Bank tends not to sell biils to banks via
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Seccombes until the discount houses' positions have been squared - a
Cause of some irritation to the banks.)

Further problems are posed by the existence of the minimum reserve
assets ratio (RAR), since when restoring the missing cash to the system
through the discount market, the Bank does not thereby relieve a
shortage of reserve assets. Abolition of the RAR will help, but
problems would persist if banks remained subject to an unduly inflexible
primary liquidity requirement - a point developed in the latter part of
this note. Moreover, even if all 4 billion of the banks' call money was
theoretically available to meet large outilows, the results of frequent
and heavy calls might prove painful to the houses. (This touches on the
more general subject of shortages which are too large for the discount
market to accommodate. Whatever system of normal intervention js
adopted, the need to deal with abnormal circumstances will always be
at least a potential problem. Some of the considerations which the
banks feel should be borne in mind here are listed at the end of this
note, in paragraph 31.)

All the operational problems considered in the preceding two
paragraphs may be expected to identify themselves before Z.30.
Sometimes, however, the scale of official intervention proves to have
been inadequate shortly afterwards. The problem here is the lack of
any straightforward means of making good such a shortage. Because
individual banks and discount houses will do aii they can to square their
own books before the town clearing cut-off, overnight rates can move
wildly after 2.30 p.m. One effect of sharp movements in overnight
rates is to encourage commercial borrowers to increase their clearing
bank overdrafts. When this occurs after 2.30 it has the effect of
placing the entire responsibility for resolving the unrelieved shortage on
the clearers' sheulders. Similarly, if an unexpected surplus materialises
and overnight rates fajl sharply, commercial borrowers will not increase
their overdrafts as expected. In such cases clearing banks which have
raised deposits at high rates earlier in the day wili find themselves
laying the money off at a loss.

There remains the question of how to accommodate shortages which
come 1o light only in the town clearing itself. At present the result of
such shortages is that the clearing banks fail to reach their target Bank
of England balances. More flexible arrangements for dealing with such
shortages after they came to light would permit a reduction in the
banks' target balances needed for settlement purposes, and should be -
seriously considered.

Operational problems have been considered so far mainly in terms of
their direct effect on market efficiency. However, they also have
wider policy implications, notably for the conduct of monetary policy.
I the Bank is to exercise effective monetary control, it must be able to
predict accurately the effect of its intervention on the interest rate
structurc and thence on the monetary aggregaies. The present
arrangements cause divergencies in interest rates between the discount
and parallel markets which can seriously impede the transmission of the
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authorities' interest rate policy to the wider market. The problem is
currently exacerbated by the RAR, which undoubtedly leads to yield
distertions - notably as between treasury bill rate and other market
rates, Once again, the problem will only be eased if the RAR is
replaced by a sufficiently fiexible liquidity requirement.

Yet even if the Bank adopted an exiremely {flexible approach io
liquidity, interest rate divergencies are almost bound to arise as long as
intervention is concentrated on a single category of assets, the supply
of which cannot adjust with sufficient speed to the demand.
Divergencies are particularly likely to arise as long as the Bank uses its
intervention in the bill market not only to relieve shortages but also to
influence term interest rates. There are those who would argue that it
should concentrate on influencing day-to-day rates, leaving other rates
to market expectations. But if it does wish to influence the term
structure of rate directly, it would surely benefit from the ability to
intervenc in a wider range of markets and instruments than it allows
itsclf 1o at present. The Bank's lack of direct control over short-term
interbank rates could be a particular weakness in the event of a forcign
exchange crisis, since the abolition of exchange controls has greatly
weakened its ability to influence the exchange rates by intervening in
the eurosterling market: any such intervention would now tend ic be

neutralised by arbitrage between the offshore and domestic interbank
markets.

Finally, by restricting its direct intervention to the discount market,
the Bank may be limiting the amount of market information which it
receives about the circumstances of individual banks. If it were dealing
directly and regularly on the interbank market, it might obtain valuable
indications of developing problems, to supplement the information it
receives by more formal supervisory processes.

Possible Solutions

It will be clear from the preceding section that the banks believe that
most of the problems they have identified are capable of resolution by a
combination of two approaches. One is the avcidance of an unduly
inflexible liquidity requirement once the RAR is abolished. The other is
a willingness by the Bank to extend its range of market intervention
techniques. The remainder of this note considers these two approaches
in turn. First, however, a gencral point should be. made which is
relevant to cach of them.

In cach case, there is 2 wide spectrum of possibie reforms, ranging from
the minor to the radical. The banks strongly believe that the {urther
the Bank is willing to move aleng the spectrum, the more Jikely it will
be to resolve the problems that have been identified. However, as
mentioned at the start of this note, the banks are well aware that the
Bank needs to bear in mind institutional and other considerations as
well. Tt is not for the banks to attempt to resolve the policy conflicts
that may arise, and it is for that reason that no attempt has been made
1o recommend a speciiic set of reforms.
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This note has identified two problems which arise because of the banks'
need to observe the RAR: on the onc hand, unintended reserve asset
shortages can be created; on the other hand, divergencies can arise
between reserve asset rates and other short-term rates. The more the
Bank seeks to apply a rigid primary liquidity requirement, the less
likelihood there is that these problems wiil disappear with the abolition
of the RAR.

The basic guestion of whether the Bank should seek to apply liquidity
'norms' in generai, and primary liquidity requirements in particular, is
not a matter for this paper. What is relevant, though, is the degree of
flexibility with which any 'morms' would be applied. At one extreme,
the banks might be expccted to adhere to their norm in all but
exceptional circumstances. If the supply of primary assets were not
much greater than the demand enforced by such a requirement, the
situation would be barely more satisfactory than at present. Greater
flexibility would be irnparted if the banks -were able to maintain their
norm on average over a period of time. But this could involve a
requirement - which would be entirely unreasonable in the context of
prudential control - that a bank hold excess liquidity at the end of a
period fo compensate for inadequate holdings earlier on. Moreover, the
more rigidly such an averaged requirement were applied the more
problems would arise at the end of the averaging period.

As a general rule, unless there is enough flexibility to give individual
banks a measure of discretion over their holdings of primary assets
interest rate divergencies between primary and other assets will
continue, and so will the problems for monetary policy considered in
paragraphs 17 and 18.

It shouid be siressed that the connection between liquidity and
interventicn is a two-way one. Not only does the nature of the liquidity
requirement influence the eiffectiveness of different forms of
intervention; more fundamentally, the forms of intervention are a
major determinant of the banks' functional requirement to hold liquidity
in the {first place. As a gencral rule, the more {lexible the Bank's
approach te intervention is, the less will be the banks' functional necd
to hold the assets in which the Bank currently intervenes. As stated at
the outset of this note, the banks regard an cssential attribute of a
sound intervention system as one that does not require excessive
holdings of settlement balances and liquid assets on their part.

Having considered the benefits that should result from replacing the
RAR with a suf{iciently flexible liquidity rcquirement, we can now turn
to consider the scope for operational reforins in the Bank's intervention
techniques. There are five main options which the banks would like to
see considered. Starting with the least radicz!, they are as follows:

(1) Direct assistance by the Bank to the banks between 12.00 and
2.30 if it is apparent that conventionzl assistance (i.e. via the
discount market or through the purchzse of bills from banks) wili
prove inadequate.

6
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(ii) Readier direct assistance in the period after 2.30 (but before the

town ciearing cut-off) to help banks square their books and mee:
their target balances.

(ili)  Assistance after the settlement of the town clearing if it then
transpires that the net shortage has exceeded expectations.

(iv)  Assistance early in the .day to help relieve part of the
anticipated shertage directly (even if the problem referred to in
(i) does not apply).

{v) Active participation by the Bank on the interbank market and
other money markets throughout the day.

The term 'assistance' subsumes both lending to banks and the purchase
of assets from banks. Each of the above options could be further
subdivided to.reflect such factors as the frequency with which the Bank
would be prepared 1o employ them, the terms (penal or otherwise) that
it would seek to impose and the banks with which it would be prepared
to deal. The less irequently it was prepared to intervene, the more
penal its terms and the more limited its range of counterparties, the
less likely it would be to resolve the problems identified in this note.

Option (i) would help to deal with shortages for which the only currently
available expedient is the purchase of bills from banks by Seccombes:
as explained in paragraph 13, this arrangement does not always work
satisiactorily. Option (ii) would deal with shortages which come to
light only after 2.30; as such, it could have a quite fundamental effect
on market conditions. Since the market would be confident that any
such shortages would be satisfactorily accommodated, the result should
be nct only an end to erratic movements in rates in the period afier
2.30 but also greater stability beforehand. Option (iii) would have the
rather different benefit of permitting a significant reduction in th
level of settlement balances held at the Bank by the clearing banks and
would ensure that there were no costs to the banking system arisin
fro.n the Bank's inability to forecast daily flows accurately. This is
subject which could perhaps be pursucd in detail after publication of th
Bank's proposals for a cash ratio.

oL o0
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However, none of these options would fully overcome the problerns
Created by the existence of the interbank and discount markets
operating side by side, such as rate divergencies. Only options (iv) and
(v) wouid strike dircctly at these problems. Under (iv) the Bark would
aim io relicve some, rost or all of the day's anticipated shortage by
lending directly to banks. Option (v) would go a stage further, implying
an open-ended willingness on the Bank's part to engage in lransactions
with banks on the inter-bank rnatkct through the day, in pursuit of it

cbjective of orderly markets and control over short-term rates. The
Bank could confine its role to respending to bids and offers from th
market; or it could take the initiative itself (in which case it might

]
wish to employ brokers).

(¥

~J
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A precedent for such an apprcach exists in the foreign exchange
market, where the Bank has dealt directly with banks for years. Of
course, the two markets are different in several important respects -
notably in the nced to impose individual bank dealing limits when
operating in the interbank market. But the Bank's mode of operaticns
on the foreign exchange market could at least provide a possible model
for its participation on the interbank market. (Furthermore, now that
the abolition of exchange control has eifectively linked the two
markets, it is somewhat anomalous that the Bank chooses to deal
continuously in the one but not the other.)

It is impossible to discuss in detail how such a system might operate

without specifying ail the rules of the game. Among the questions that
would arise are:

what limits the Bank would set on its dealings with individual
banks, and whether it would seek security;

how far it would deal with banks directly rather than via brokers

- and in either case what sort of dealing department it would
need;

how {far it should deal overnight and how far for other
maturities;

how far it could cr should seek to impose its views on the term
structure of intcrest rates;

what the relationship would be between the interbank and
treasury bill markets;

what role there would be in such a system for the discount
houses.

Having considered briefly the five main options for reform in
interven.ion iechniques, it only remains to consider the problem of how
io resolve exceptionally large shortages. Whatever reforms were
introduced, there would still necd 1o be 2 general understanding of how
funds might be provided to the banking systern under abnormal
circumstances, even though (by definition) no precise rules could be laid
down in advance. In such abnormal circumstances, the banks would
hope that three criteria could be borne in mind. First any arrangements
should be capable of speedy and flexible implementation, so as to
prevent disruptive market conditions from developing. Secondly, the
arrangements should not have burdensome conditions attached to them.
Thirdly, the assets that the Bank was prepared to finance in exceptional
circumstances should be assets that the banks would tend to hold in
adequate quantitics in ihe normal course of business: in other words
the banks should rot be jorced to distort their portfolios in order to
hold enough asccts oi & kind likely to be acceptable to the Bank.
However, the banks would hope that the need for exceptional
arrangements would be greatly reduced if the Bank's range of normal

o



Intervention t~chiniques were adequately extended. It would also heip
i the authoritics paid more attention to smoothing day to day revenue
and expenditure over the financial year. This would reduce market

siortages experienced, ior example, in the corporation tax period.
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