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GERALD QUIN, COPE & CO. LTD.

MERITSE of the PRESENT RESERVE ASSET SYSTEM

Manageabpility

Ihe present system was created in 1971 from a desire of the
Treasury -and the Bank of England te manage the markets by
establishing the reserve asset ratio for the banking system.
The management of this system isc- ’

Direct

Simple %o operate

Uniform for all Banks (except as tc¢ the 13% cash requivement)
Obligatory for Discount Houses,

No case can be mede for change if as & vesult of such change the
contribution which the L.D.M.A. can make in the manageability of
the new system is likely to be either ignored or excluded.

The identification and definition of the instruments called
2Eerve assets" are all mavrket instruments and the price of

I
ens E

determined by the market with reference to either the
or the Clearing Bank BASE RATES, which up to May 1978
a3 the former was concerned was 1inked te thoe weekly
Trezasury Bill tendexr vrice.

-+ cazh ratiocs were to be imposed cne has <o discover what price
¥ill apply toc the above assets required at present as to 12$%:-

{#)  Treasury Biils (if they are any longer a required form
of short-term Government borrowing).
Bank Loans secured to the Discount Market.
3 Authority Bills.
Qune year Gilts,
el Eiigible Bank Bills

X 2t the L.D.M,A., because of the definition of Defined
~swets and Undefined Assets, and the obligatery multiples laid
Gown by the Bank of England, makes a continuous tWwo~way market in
Treasury, Local Authority and Bank Bills, acceptablie for re-discount
2t the Pank.
L% thisg wvaluable stabilizing method of pricing was remcved by the
imposition of monetary base, local authorities would have to deal
divect with the Banks and there would be no secondary market in
thelr paper, with 2 consequent increase in the cost of borrowing.
The advantage of the present system is that the Central Bank can,
and does, ration the amount of money borrowed by the local
auvthoriti through Bills, variable Stocks or HZonds, and the
Liscount Market provides an efficient and effective secondary
mzrxet place for Loth the purchase and sale of such stocks.
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Liperisnce

Under the control of professional managers, £18iM of disclosed

rescurces is used under the present system to support total

books of some £4,8BN, These books are comprised of many

varied instruments - Government and Local Authority Stocks,

Bonds and Bills, Certificates of Deposit, Bank and Trade Bills,

to mention the principal ones - and all need considerable

deaiing experience from the managers. The experience gained
since k971 in the marketing of these assets, the returns

submitted by Houses on mid-monthly Make-—up Days, have established

very fine technigues of money management, always .scrutinised and

monitored by the Central Bank., To implement & radical new system

would devastatingliy throw away the many years of expertise and

knowledge of a capable and skilful market, which surely would be

a massive waste of talent and expertise. Although recently
under-remunerated through the appallingly vioclent gyrations in
interest rates in the past year or two, the personnel in the
iscount Market have proved resourceful, resilient and industrious.

To demolish the present sysiem would be negative in the sense of
discarding intuitive and ingenious skills cf market oriented

capability, displaved daily through the well learned commercial
acts of profitable survival and the invalusble contribution to

an effective and efficient market making process useful in Central

Banmk menetary control techniques.

nﬁary bank collapse of the late seventies, the

a1l times shown that it is beth responsive to

for the system as controlled by the Central Bank.
¢rd is my bond" is carefully cherished and
expresslv and impiicitly the definition of the Asscciation?®s

i rd of conduct, and reflecis the absolute responsibility
carried by its members. Ncne has ccllapsed, none has failed
to honour the responsibilities placed on them by the operation
aof the Rassrve Asset System. Strains there have been; but the
axt ﬂrt and acceptance of a high degree of responsibility has been

ThTe)

success cof members?® industry and enterprise.

The most impcertant part of a Discount House's portfolioc is the
Eill of BExchange, originally the Bill on London, but now also
vmbracing fcrseign currency Bills, For centuries the link between
Citv'se money market and Banking system has been the Bill of
#xchange, which has provided an alternative source of finance for
industry - efficient and useful, uncomplicated and marketable.

Is the Bill on London to disappear? Will the atiraction of
discounting cash flow be destroyed? It is hard tc imagine or
rormulate a sturdy, consistent substitute under a monetary base
form of control. Bills assist exporters, importers, manufacturers,
finamne companies, in short the whcle industrial base of this
country. And the Discount Houses are the ackncwledged experts
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in assessing risk on Bills and the marketing of such valuable
instruments. Will the Bank of England cease to discount such
instruments?

Treasury

Treasury borrowing through Bills and Stock has been for many
years thé spe@ific method of Government borrowing. The Treasury
111 has been the preferred instrument of short-term cash for
the Govermment, and the issue has been underwritten by the L.D.M.A.
in exchange for last resort facilities at the Bank. Any attempt
to change this foundation stone of the present {and past) system
would be disastrous. What alternative method is likely - Bank
lending to the Government with lack of identifiable cash flow?
The present flow of money to the Treasury is carefully controlled
by the weekly issue. The L.D.M.A. plays an important part in
that control, sometimes for a negative return as to yield against
borrowed money, compensated for by investment in other higher
yielding assets. Similarly, a market is made in short-dated
Treasury Gilt issues. Is this essential contribution to the
Government?®s debt-funding programme to be discarded and thrown
avay as useless in the name of monetary base control? It would
be irrespcnsible of any Government to do so. The support to the
Gilt Market and the participation therein by the L.D.M.A. is
valuable and therefore to consider its destruction would be
irresponsible and short-sighted.

Conclusions

Tiie above analysis of the present role played by the L.D.M.A.
nas besen based on the letters of the word MERIT.

The past contribution made by the L.D.M.A. is surely toc valuable
to be conasaigned to the scrap-heap.

The proepesals to manage a new system of monetary control without
its expertise and market awareness would De short-sighted,
dangesrous and fundamentally unworkable. Far better to build on
the preszent known, understood and workable system, utilising
fully the skills and contribution of a respected, efficient and
satisfactory Association of Discount Houses. The controls can
be made more efficient, the requirements of monetary targets be
made more effective, and the restraint of inflation can be
tightened up if the present structure between Banks and Discount
Houses 1s used as the cornerstone of an improved market system.
The Association has proved its flexibility in adapting speedily
to changes of a successful nature. It finds the threat to its
existence unpalatable and unnecessary.

B, M., Savill

28th October, 1980.
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MONETARY BASE CONTROL

"Phe gquestion's Very much too wide,

And much too round and much toO hollow,
. And learned men on either side

Use arguments we cannot follow,"

Hilaire Belloce.

Submission to
The Bank of England

from

Seccombe Marshall & Campion Limited

: S8 In a pure monetary base system there is no Lender of last
Resort facility except under codified arrangements to avert a

crisis that might threaten the financial or banking system.

2. in all sophisticated money markets (e.g. London, New York,
Austraiia) the Central Bank both provides a regular | 0 IO - O
facility to the money market as well as operating in the market
on a day~by-day basis.

+n London the L.L.R., facility is exXtended on an open ended
basis against proper security to the Discount Houses in return
for their under-writing the Treasury Bill tender. In the
nite

4

States the facility {(the "open window") is available
member banks of the Federal Reserve System. The so-
"Money Market Banks" also have this facility but, since

they can bid in the open market for funds, they are expected by
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the Federsl Reserve Bank of New York only to use it very
sparingly. Transgressions can and may ineur penalties. It
ahould be noted that in the United States banks wmay only operate
"in.gtate” while here they operate nation-wide. A very
important diiference.

n London, historically, the day-by-day operations of the

o

Bank of England have been used primarily to smooih the flow of
funds into and out of the system and secondariiy tec influence

interest rates, but sometimes this differential can appear,
hiurred. é
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In New York, until October 1979, the daily operations by
the Federal Reserve Bank were used primarily to influence
interest rates and, secondarily, to smooth money flows. The
intention now is, I understand, to operate daily to influence an
"M" target aggregate while, secondarily, influencing interest
rates. From a distance this new approach has seemed to achieve
mixed results and considerable fluctuations in market interest
rates, and in practice it seems that they are stili keen to

influence theses rates,

5 In any monetary base system there will, apart from a
codified L.L.R. facility as suggested in paragraph 1., have to
be further and more immediate interventions in the money markets
by the Bank of England,

Necessarily, it will have to operate to control the "base
aaney” by-injecting into or withdrawing funds from the market.
This is implicit in the proposed system, and can probably only
be donme by active purchases and sales of Treasury Bills by the
Bank of England.

Without intervention by the Bank of England, interest rates
will be "wild" -~ so wild that many market practitioners may be
unable to exist. All power could well rest in the hands of the
ig wmoney operators, the Clearing Banks, eventually for they
will become the real lenders of last resort to the banking system.
If it became {00 costly some institutions would have to cease
trading, some overseas banks might leave London, secondary
marxets counld disappear, and London might cease to be an inter-

inancial centre, In the final event there might be
the perfect cpportunity for bank nationalisation.

i

interest rates become as volatile as some predict, Govern-
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nding through the gilt market must become enormously
expensive as investors seek returns that give some protection.

it will De extremely difficult for the Government to fund

by Treasury Bills. With very volatile intcrest rates they will
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highiy speculative paper and, as such, often unwanted
except at a proteciive rate to the purchaser.

&
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In the lisght of the above it 1is probable that, unless the
Authorities are prepared to see interesi rates even more volatile
than they have been recently in the interbank market, there will
have to be some form of intervention 1o smcoth money flows into
and sut of the sysiem.

Additionally, if the Bank is reducing “hase', there will

nave to be some form of v"instant” L.L.H. uniess some bank is

going to be left without any base at the end of the day.

Boih of these may, however, well be in conflict with the

original intention.

§ There are lour possible ways that an "instant” L.L.R.

4
facility can be provided and, quite separately, smoothing
sperations can be carried out:

{a) an "open window" for all banks,

() an "open window” for domestic banks,

{e} an "open window" for the Clearing Banis,

{d) through the Discount Houses.

4 combination could conceivably be used but it would lead
to great complications.
B in /1) and (c) above those with no L.L.R. "open window"
voritity will feel as disadvantaged against those with the

facility as some banks at present appear to feel about the

Discount Market, and there could be considerable compliications

3 For L.L.R. purposes {a) and (b) would be cumbersome and
costly in man-power.
s Proposition {cj is conceivably workable. However, Clearing

G
Banks are nationwide institutions and, as such, are immensely
e

United States banks! domestic operations are



restricted to one State.) Historically they have always
liked to maintain their distance from the central bank.
There would alsoc be great political pressure against such
favour being shown to such a powerful group of institutioms.

3. For smoothing operations propositions (a) and (b} would be

cumbersome and complicated.

o Again, proposition {c) is conceivably workable. However,

the Clearing Banks are responsible for huge movements cf money
v through the banking system. They purchase and sell

s in the market in the most profitable way they can, At

ent they are required to maintain a Reserve Asset ratio of

24% and they stay as close to this figure as they can since

they claim that Reserve Assets cost them money.

The guestion must be asked that whether, 1f they had
access to the "open window", they would be prepared to deal at
all times with the central bank, making a market in short-dated

4

paper which, as they claim about Reserve Assets, could cost them

banks maintain minimum Reserve Assets and true
liguidity "because it is costly”, are they any more likely to
make a proper paper market which might be costly to them?

10, Proposition {d) works remarkably smoothly and has dome so

for at ieast sixty years, vears which have seen immense altera-
+ions in the banking system and in market conditions.

I'ne Discount Houses are the secondary market in short
paper, They have an expertise in handling such paper that is
anrivaliled, They underwrite the Treasury Bill tender in
return for the L.L.R. facility. Because of their close rela-
tionship with the Bank of England they are co-operative and
ensilv disciplined. They are immensely flexible and adaptable
and resct to inncvations in market techniques with the minimum
of YTuss, Comp&tition and Credit Control was a major innova-
tion and the Houses, not unpainfully, adjusted to it. The

first purchase and resale agreement in bills by the Bank of-

i

Yngland with the Discount Market in 1975 was set up by discussion
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one afternoon between the Bank's broker and senior men in each
House and was carried out with great smoothness next day. on
the 24th of October 1980 another new technique was introduced
by the Bank when 1t bought bank bills from the Houses on a

"hid" basis - the Bank asking Houses to offer these bills and

to make offer prices. The Bank then selected those offers
and prices which suited it. A very large quantity of bills
was bought by the Bank in two tranches on that day. - This

innovation was explained to the senior men of each House at a

meeting at 11.45 a.m., and was operating smoothly one hour later.

That both these innovations were so guickiy and easily
adopted illustrates the close co-operation between the Discount
Market and the Bank. It also reflects the knowledge of the
Discount Houses of the New York market where similar techniques
have heer used by ithe Federal Reserve Bank of New York for many

years in conducting its open-market operations.

14. If the Autnorities wish tc adopt a new system of monetary
sontrel and, at the same time, retaln control of short-term
interest rates then they must seriously consider ihe benefits,
i? any, t0 be obtained by altering the present system violently,

say by adopting propositions (a), (b} or (¢} in paragraph 4.

above.

4s I have already said, the present system works remarkably
smoothly and well, has been tested over the years and 1s very
adaptablie. The system has been under strain in recent months
but those strains have been caused by the considerable sales of
gilt-edged stock by the Government which put severe pressure on
1iguidity and secondly, on bank reporting days, by the pressures
sn Reserve Assets, pressures which have caused the Bank of
Engiand to issue a letter reminding banks that Reserve Assets

e a dev~to-day requirement and are not a cne~day a month



The present system is evolutionary, and pPerhaps a more
restricted and penal L.L.R., operated as at present, could
Overcome some o0f the recent problems and answer some of the
recent criticism, but any move in this direction should be
taken slowly and cautiously thus avoiding sudden disruption
in the market as portfolios are adjusted.
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B - L Q_:_..__;T/‘_____,.-:__-'-.‘_H ,

D. G. Campion
30th October 1980
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MESIBTERLD DFFICE

The role of the Discount Market in the conduct cf monetary peliicy a:d

some comments on its usefulness in general.

1. I+ is assumed that the Reserve Asset Ratioc system is

coming to an end and that its proposed sSuccessor,

Liguidity Adeguacy, is under examination.

2 Historically the Discount Market has alwavs guickly

re

ki
b

ieccted the monetary policy of the Bank and through

its contacls with the whole banking system has made

that policy and any variations widely known.

3. To date the Discount Market has been able to cope with
whe increasing movement of bpalances between the banking
system and the Bank.

4. The Discount Market has provided a permanent and
continuing outlet for bank acceptances in particular from
the Accepting Houses.

5. “+ems 2 and 4 have contributed to the popularity of
Iondon as an international banking centre and to the
increase in cmployment and invisible earnings that this
entalils.

G The Discount Market has shown its adaptability under
changing conditions and in continuing tc act as



Page 2

i

intermediary between the banking system and the Bank.
It has, however, always been totally dependent on the
lender of last resort facility at the Bank. Without
that facility the Market's resources would inevitably

be inadeguate to perform this role.

There is no reason to believe that the Discount Market
cannoct continue to act as the agent for monetary policy
or to continue as the buffer for the day tc day flows

of money between the banking system and the Bank. The
flexibility of the market, assuming the present levels of
interventicn by the Bank, appears to be adequate to
accommcdate these day to day flows. The Market's ability
to absorb larger or more abrupt flows resulting from a
more rigid basis of control is open to doubt given the
existing outlets for and suppliers of the Market's

traditional investments.

No method of conducting monetary policy can be perfect.
Whatever system is chosen it must be adapted from time -

2o time in the light of circumstance. A violent change~

is likeliy to have unforseeable and undesirable consequences

on the whole system and on the entire financial community.

7]

wiser Lo build on the good foundations that already

Fad
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exist whilst replacing only those bricks that are worn out.
For example a system which caused the end of overdrafts
and their replacement by loans would initially bring about

& sharp rise in the money supply.
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In general terms, the contrecl of money by a system
which acts on the price of the total stock of money
shpuld provide a more orderly market than a system in
which deposits are subject toc base conitrol and in which

only marginal balances are subject to market rate.
This paper has been kept deliberately short. Supporting
evidence and minor points have been omitted. ANy reguest

for an enlargement on some or all of it would be welcomed.

J.F.E.S.
27, X80



