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o) .HR MONCK | ._ cc Chancellor

e ty{\\ Sir D Wass et
\9 Mr Ryrie /
2) FINANCIAL SECRETARY Mr Middleton
; Mrs Lomax
Mr Riley
Mr Pickford
Mr Britton

BUILDING SOCIEFIES AND M2
O

Work on the development of an M2 series is being pressed forward in consultation
with the Bank following the Chancellor's statement on 24 November.

2. One issue vwhich immediately arises is whether deposits with building X 3
societies should be included in the statistic or not. We and the Bank are agreegh 
that the answer.in principle must be "yes'. Whether one sees M2 as covering

'rétail deposits or transactions balances, or same related variant, deposits

with building societies will constitute an important component of it. It

would be strange, and difficult to defend vis a vis the banks, to leave building

. societies out altogether.

.3. In practice, however, it is important not to seem to prejudge the questlon
whether building societies should be brought within monetary controls applied

'itq_the banks. Your speech in May set out the policy that, provided societies
continued to develop on lines consistent with their evolution so far, they

::ﬁéed'not expect a changed framework of control. The development of an M2 statistic

'aihiéh included them could lead the societies (and the banks) to assume that

ipollcy had changed, and it is therefore necessary to guard against mlsunderstandlngs
“on the point.

: L, We propose, thefefore, to work towards the presentation of M2 in two versions
'e:including and excluding the relevant building society deposits. The reasons
,fhr'this will have to be explained to banks and building societies at the
appropriate stage, on the following lines:-

&) M2 statistics are intended to provide information only at this stage;
;b) No decision on their implications for monetary control has been takem i
or is likely to be reached for a considerable time; and . ._i?
c) = The two series are being developed in parallel to avoid in any way
prejudging the questidn whether building societies would be included"'a$f
within any monetary controls that might ultimately result from study of
the M2 series over time. /

A C PIRIE
17 December 1980
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INTERIM ADJUSTIENTS TO THE RESERVE ASSET RATIO REQUIREMENT

X It has been agreed that the Reserve Asset Ratio (RAR) should

be abolished as soon as permitted by the progress of consultations
with the banking system on future prudential liguidity requirements.
It does not lock as if abolition will be possible before the spring;

and in the meantime, an early recurrence of heavy pressurc on banks'

reserve ratios is foreseen. If nothing wr.e done, the result would
be heavy upward pressure cn short-term it*erest rates.

2 The major source of the proklem is that the CGBR is forecast to
improve considexrably in unadjusted terms (going into substantial
surplus in banking January), draining cash out of the banking system
and into the Excheguer, The normal response of the banks to the
situation would be to rebuild their cash holdings by xunning-down
their surplus reserve assets (for example by taking cash when their
Treasury Bills mature). But, of course, the banks' reserve assct
pesition has been extremely tight through most of 1980 and they do
not have anything like the amount of surplus reserve assets that
would be needed in the next few wmonths if they were to continue to

mect the present 12%% minimum RAR reguirement.

When the same problem appeared earlier in 1980, the Bank responded

3
firstly be conducting open-—market operations in commercial bills and

secondly be offering the banks purchase and resale facilities in
gilt-edged with over one year to maturity. Both regsponses in eficct

converted noan-reserve assets into cash (commercial bills only count

as rescerve assets up to 2% of eligible liabilities).

4 If renewed action is to be taken, we are likely to have to act on

a scale, over the next few months, roughly 50% larger than at any
time in 198C {(sce below). This would almost certainly invelve the

-

reintroducticn of purchase end resale facilities, with the attendant



publicity, together with further large-scale cpen-market operaticns
in commercial bills.?* We have therafcre explered ways in whic
the rizk of having to resort to further purchase anc resale
agreements in the next few months could be minimised without, at
the same time, prejudicing the longer-term cbjectives forx monetary
control set out in the Chanceller's Statement and the Bank's

Background Notice of 24 November.

The scale of the prcblem

5 On present proiections and given the present RAR reguirement,

the avthorities wo.1ld have to convert some 2,000 non-reserve assetils
into cash during banking January for thz London clcarers to meet their
cash ratio reguirement and for all banks to meet their reserve asset
ratio requirement. The problem would ease in Fekruarxy but worsen

again in March and April (see tablc below).

2s at make-up day " Resexve asset creation:
Over the month Total outstanding
December 870 5

January + 2150 3020
Fehruary - 850 2170
March . + 600 2770
hpril .+ 400 3170

By April, the total - 3170 - would compare with the highest figure on

any make-up day in 1980 of 2200.

Possible responses

It is widely accepted that open-market cperations in commercial

ls and, to a much more limiited extent, foreign exchange swaps

| s . k% e e = b RFER P S S S )
Phe sooko of ghzus oup 2 oan usually be deduced by cutside
" - e A - =Y y e L . - . i o X - - -
ohservers atiter the event huc are less obvicus and are
b ) 3 - s e D 5 - - Ea
generally regarded as more n ket management.




arc ‘a 1091Ca1 response to the problem outlined above. We thus

‘convert ncia~-reserve assets into cash and the banks avoid the need

to run down their reserve assets to obtain cash. A significant
part of the problem can undoubtedly be met in this way. Official
purchases of commercial bills would be the main route, as earlier

this year,* and we are currently developing our dealing techniques

in the bill markets so as to facilitate an increase in the scale of

this business. The scope for foreign exchange swaps (selling
sterling and buying dollars, reversing the operation later) is
generally more li:tited. Unless sterling is strong on the exchanges
the managers cf the Exchange Equalisation Account would not regard

such swap operations as consistent with the mandate governing their

activities. But, to the extent that it is possible,. the levels

of cash and reserves in the banking system rise pari passu. Overall
this route - largely commercial bills - could prchably provide at
least 2000 of the assistance; this would be slightly more than double

any level achieved on a make-up day so far.

7 This route apart, two main options are available.

-

(i) Relax the present restriction wherchv only 2% out of the 1254

minimum RAR can be in the form of eligible commercial bills, fhisg

step would encourage an increase in the supply of commercial bills,
thexreby effectively turning non-reserve intoc rescrve assets. It
would not, however, of itself case the cash shortage. Assuming
that there is no discount window lending, *the banking system can
obtain cash only by allowing central Government reserve assets to
mature or by selling assets to us. In the latter case public
attention focuses only upon our purchases of private sector debt
(commercial bills) and - much more keenly — upon our purchases cf

public scctor non-reserve asscets (over one year gilts).

8 It is impossible to quantify with any accuracy how far the bankin:
- o4

system (inclvding the discount houses) would be prepared to run

down public sector reserve assets (thereby reducing our nced tc buy-i

other assets) but holdings of these asgsets are alrecady low by past

inuts of conomerci
x ol
J

:
forcian exchange




standards®. In our judgment it wculd be unwise to assume that

.would part with mois than 1,000. Even this would probably leave

holdings of Treasury Bills significantly below the lowest point

reached in recent years.

9 Conseguently, this option would still leave a large cash shortage
and thus a need for the large open—market operations in commercial
bills described in para 6. It would also fail to make the point
that would be made by option (ii) below that liquidity is there to

be run down at times of pressure, such as occurs in the tax-revenue
season. Finalliy, given the fairly shor* cime horizon within which
the supply of eligible commercial bills would have to rise, this
option might unduly restrict our ability to supply cash via open-
market cpcraticns in such bills, by increasing the number of bills

that banks would wish teo held rather than sell to us.

X0 (ii) Reduce the minimum resexve asset ratio.

Lo with option (1), this weuld help to meet the reserve asset chortage

but would not eliminate the need for large-scale open-market
n

ns in commercial bills, Unlike option (i), however, it would

usions about the ultimate role of cliginle

W

T

aveid ancicipating conc
bills in banks' liguidity and would be consistent with !
liguidity needs should in future be regarded in terms cof a norm

rather then a rigid minimum andthat primary liguidity can reasonably

be run down in the tax-paying season. A cut in the minimum reguired
ratio from 12%% to 10% - reducing the need for open-markeh operations
by perhaps 1,000 - is thercfore recommended. Any laxger cul would
not further reduce the size of the open-market operations needed,

for thie rcasons explained in paras 7-9.

11 A number of variants of these two options are possible. Ctne
could, for example, widen the definition of reserve assets. The
most obvious possibility here would be to count gilt-edged with
between one and, say, five years to maturity as reserve assats. The

objection is that this would be a major step which, by increasing

0

the relative attrzction to banks of these gilts, would prima facie

® Refleceting the reserve asset sguecze of the last year.



go against the objective set out in the Bank's HNotice of 24 Novemberx
of encouraging broader markets -~ dinvolving both banks and non-banks
«w iy shoxrt~tern Govarmment debt, This is not the time {to consider
major initiatives of this kind in relation to a short-term "management

problem.

12 Another option would be to reduce the minimum reserve asset

ratio to 8% and narrow the definition of reserve assets to exclude

commercial bills. This would have the same net effect as cutting

the minimum required ratio to 10%, given that up to 2% of reserve
assets currently can be commercial bills. It would also have !9t
benefit of increasing the supply of commercial bills which the bank
might wish to sell to us, thereby making our open-market operxations
easier. . However, aé with the variant considered in para 11, this
would be to make a major conceptual change to the present system.
It would anticipate conclusions on issues, such as the role of
eligible commercial bills in providing ligquidity in the "post-

transition" system, that have not yet been considered fully.

Reconmaonded action

e

13 We reccmmend that a cut be made from 12%% to 10% in the minimum
reserve assetl ratio requirement on banks. This could reduce whe
scale of cuxr problem by around 1000, It is recommended that wo

seck to meet the balance of the problem (currently projected at scme
2200 at worst) by open-market operationz in commercial bills and,
where appropriate, by limited foreign exchange swaps unless and until
it becomes ~bvious that the scale of the shortage is such that furthe:
purchase and resale facilities for gilts are inevitable. It is

hoped that such facilities will not, in fact, be necessary.

14 72 should like to be able to announce the change in the RAR

requirement by 5 January. or very shoxtly afterwards*; the first

major cash shortages are expected to appear in the first full week of
January. We would strongly recommend against trying to respond Dy

open—-markelt operations alone for as long as possible and then

% Now that all banks know that they arxe liable toc spot checks to
establish that they ere observing the mininum regquirement. action
connot be left until Jjust kefore the Januvary make-up day.



announcing a cut in the minimum reguirenent only when the scope for

such operaticng had been exhausted. This would nct give the
‘impressicr of a cohcerent, fully-prepared operational approach and

would bring about some wholly unnecessary and probably damaging
movemrents in relative (and perheps in absolute) levels of interest

rates.

Anticipating public reaction

15 In adopting the above reccmmendations, we need to disabuse

outside commentatr:'s of three misconceptions.

16 The first is that a reduction in the minimum RAR represents a
weakening of the prudential strength of the banking system. In

reply, we would emphasise the pcint made in the Green Paper that the
RAR reguirement has been regardced as a meonetary control and has
limited prudential relevance. We have made it clecar from the outse:
- 0L the current round of discussions that liguidity nceds should be
spocified in terms of a norm and that svwch iliquidity is to be held

- 9 =

specifically as to enable it to be run down at times of abnormal

Li

pressure {(such a3 in the tax-roveniue ssason). The Bank's supervisors
do not regard the proposed reduction in the minimumn reserve asset
requirement as conflicting with their responsibkilities undecr the 1979

Banking Act,

17 The second misconception is that the oronos ed change foreshadows
a staged reduction in the minimum ratio, or prejudoes the nature of
liquidity norms that may finally be agreed. This is simply not the

case.

18 The third misconception is that our actions both in cutting the
minimum ratio and conducting large open-market purchases of commercial
bills increase £M3, It is true that if we did nothing in the

coming nonths then interest rates would move sharply higher and, after

a period of adjustment, recorded £M3 probably wculd ultimately be
lower than othecrwise. In the process; however, there might wecll have

been temporary unwa distoridons Lo £M3 cvased by rouand-tripping, if

money market rates rose faster than banks' base rates.

Bank of England’

) A
12 Decenber 1280
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THE BARKS' RESITVE ASSETS RATIO

At the Prime Minister's meeting on 18 November, it was agreed that
the reserve assets retio (RAR) could not be abolished untii new
prudential guidelines had been estsblish.-l. and that this could

nct be done before the Budget. However, it was also agreed that

it would be desirable to comsider an interin change to avoid, if

or special Rank assostance to the market in the
981, when the central governmen: surpius

will drain cash ocut of the systen.

The Chnncellor and the Governor have concluded that such a change

could indeed be made. A reduction in the ratio from 12 A% to 10% of
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operations in gilts. The reduction would be Justified on the ground
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ture prudential guidelines. The Chancellc
andG the Governor therefore propose to annmource the reduction early
in Janvsry, vhen the central goverument goes into surplus.

The scsle of the probler is 2s follows. On present projections, the

Gevernuent surpius is likely Lo btake the cumulative cash shortage in %the
marzet fromrzarly £900 millicn a2t the end of banking Decenber to about
£2.2 billicr Yy the end of baaking April. (The

shortege could b grmaller 17 the Sovernment's first



guarter surpluc falls short of the forecast.) The Bank must meet

v converting other assets into cash,unless snort
term interest rates are to rise in a way entirely inconsistent with

the reducticn in MiRr and unhelpful to monetary control

]

(because the increzse in market interest rates would simply
encourage round-tripping).
the first guarter

Tre additionsl cash shortage in/will be of roughly the same order

tude as in the revenue quarter last year; but the problem
of alleviating it will bve more difficult for two reasons. First,
there are no special deposits to release, as there were in the
first quarter of 198l. Second, we start 1981, unlike 1980, with
the Bank already providing nearly &900 million of assistance,
mainly through purchasss ¢of com *erc&al.bills. Nonetheless, the
problem should be manegeabls provided the RaR is reduced.

Ll L. of

Q
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]

A reduction from 123% to 1CH# will release about L1
reserves to be converted into cash. The Benk will aim t¢ provide
the remeining &2 billion or so by buying in commercial bills and,
to g lessar extent, swapping the banks' foreign currency holdings

into steriinem. This should de pessible  without recourse to

The Chancellor and the Covernor are satisfied that this 1s the
est that can be dene in the circumstsnces. To mduce the RAR
below 1C% would nobt nelpn, because it would not rsduce the need for

the Bank to buy in commercial bills: the banking system cannot be

4. A s v + E 34 i e = 4 +

expectod o run down it heldines of reszrve assels other than
. e z. il g, L : = e B4

commercial bills (in other words, its public sector assets) LY



-

. be veleased by reducing the

[

more than the &1 bLllion which woul
RAR to 10%. Nor would it help to sllow more private scclor assels
to count as reserves, for the same reason. Nor would it help to
bring in gilts over one year (the present boundary), because this
would make them more attractive to banks, and sc could conflict

with the objective of broedening the market in céntral government

debt of this maturity.

If the Prime F/nioher is content, the Bank of England will announce

the reduction in the RAR on oxr about 5 January.
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INTERIM ADJUSTMENTS TO THE RESERVE ASSET RATIO REQUIREMNT

The Financial Secretary has seen the paper by the Bank of England,
which was under cover of Mr Monck's minute of 19 December. Since
he has some doubts with the recommended course of action he has

suggested that it will require great care in presentation.

However, the Financial Secretary does find the suggested course of
action acceptable as a stop-gap measure until the RAR successor scheme
is ready and has concluded that we should press on with the RAR

successor scheme with all due haste.

W% WesdaZ—

R G WESTWATER
22 December 1980






