5. Monetary Base Control

Monetary Control
Draft Provisions
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As Sir Douglas Wass has told the Deputly Governor we have some comments
on the two papers which reached us just before the meeting with the
Prime Minister on Friday evening. I understand you are now planning

to put these papers out on Thursdsy and that the Press will cover them
on Friday morning. The papers are, of course, to be issued by the

Bank and not by "the authorities" jointly. The Treasury is not
therefore associated with the wording, but it is important that there
should be no conflict or misunderstanding on current or future policy
matters which are important for the Government. We can see three points
on which there are or could be risks of this kind, though I do not think
any of them will be difficult to deal with. -

The first concerns the arrangements for underpinning the discount
houses in order to ensure that the Bill market is large enough for
your operations. The monetary paper does not mention the greater
variability of short term interest rates which is one of the main
characteristics of the agreed new arrangements. It is important that
in your discussions it should be made clear to the discount houses that
some increase in variability is expected and that the new arrangements
do not give them any guarantees of survival. You may remember that on
6 February, when the Chancellor agreed to consutlations going ahead, he
made this point. The record of the meeting includes the following
passage:

" ... the Chancellor indicated that he would wish to present the
changes foreshadowed in his 24 November statement as consistent
with a subsequent move to MBC, although not necessarily reauiring
this. He would be content for the Bank to undertake their
consultations on this basis; he noted that the proposals for
ensuring the effective operation of the discount market would not
excludﬁ substantially greater variability of short-term interest
rates.

I should like to be sure that you will get the force of this over to
the discount houses in your discussions.

Secondly, there is no mention in your papers of the intention to keep
very short interest rates within an unpublished band or of the aim of
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suspending the practice of having an announced IMLR. Both are
mentioned in the Budget Speech and also appeared in your background
note in November. The divergence looks strange and it would be
helpful if you could put it right. At the very least you will need
to make it clear to the press that there is no conflict with the
policy outlined in the Budget Speech.

Thirdly, there is the gquestion of the proposal in paragraph 11 of
your first paper. This is a new thought. As I understand it you
will be proposing that call money lent to gilt-edged jobbers and
Stock Exchange money brokers will be included within the 5% for
eligible liabilities mentioned in paragraph 9 of your paper, but
that there will be no special sub-requirement for these institutions.
The last point is helpful. I am not too sure about the reasoning
behind this. But, as with the discount houses, it is from our point
of view important that the new arrangements should not prevent
institutional changes from taking place if that seemed desirable
either as a result of market forces or as a result of some policy
change in our method of selling gilts. Perhaps you could reassure
us on this point.

T have one question of a different kind which arises on your liquidity
paper. Could you give us a description of the nature of the further
paper mentioned in paragraph 9 of this note and of the timetable for
bringing discussions of the detailed prudential arrangements to a
conclusion. This is a point on which Ministers have expressed concern,
because until that is done, as I understand it, the Reserve Asset Ratio
will survive as a prudential norm for some or all of the financial
institutions.

Finally, perhaps I could taXe this opportunity of recording that it
has been agreed between Eddie George and Nick Monck that the reference
to "developments in the economy more generally" in the MLR press notice
will not be given any interpretation that goes wider than the factors
relevant to short term interest rates mentioned in the Budget Speech.
In particular there should be no reference to output or employment.
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1 On 24 November 1980, the Bank published a Background Note
describing a number of improvements to be made to the exlisting
framework of monetary control. On 12 March this year more
detailed proposals on a number of the subjects covered in the
Background Note were sent to all recognised banks and licensed
deposit-takers (LDTs) in "Monetary control: next steps". The
present paper sets out the provisions resulting from discussions
that have taken place since with the various assoclations, as well

as with a number of individual institutions.

The cash ratio

2 A substantial part of the Bank's resources and income in

recent years has been provided hy the average of 1 1/2% of Eligible
Liabilities (ELs) maintained by the London clearing banks in
non-interest-bearing accounts at the Bank. This sum has also
served as a fulcrum for money market management. The Bank's

paper in March proposed that this latlter purpase should in future
be served by the volume of operational funds which the London
clearing banks would retain voluntarily at the Bank for clearing
purposes, while the Bank's resources and income should additionally
be secured primarily by a uniform requirement on all banks and LDTs
to hold non-operational, non-interest-bearing deposits with the
Bank. The provisions set out in this section have accordingly bheen
designed to provide, in aggregate, broadly the same amount of non-
interest-bearing funds initially as did the previous arrangements

with the London c¢learing banks alone.

3 This non-operational requirement will be 1/2% of an institution's
ELs and will apply to recognised banks and Lirs (and National
Girobank) having ELs which average €10 million or more in the
latest period over which the requirement is calculated, The

level of an institution's non-operational balance will be set

twice a year in relation to its average ELs in the previous six
1

monthsp ).

(1)
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4 For institutions not on the present statistical list of banks
and whose business mainly comprises the provision of fixed rate
finance for periods in excess of one year, the Bank accepts that

the introduction of the 1/2% cash ratio may present a special
transitional problem, The Bank will be prepared to consider
individual representations from such institutions for some temporary

alleviation of the requirement,

5 ELs are to be redefined to reflect the changes set out in

this paper. In future, offsets will be allowed in the calculation o

ELs in respect of:

(:1:) funds (other than cash ratio deposits or Special Deposits
placed with the Bank) lent by one institution in the newly
defined monetary sector (1) ro any other;

{id) money at call placed with money brokers and gilt-edged
jobbers in the Stock Exchange, and secured on gilt-edged
stock, Treasury bills, local authority bills and bills of
exchange.

6 ELs will be calculated in uniform fashion for all reporting
. . 2
instltutlons( ) except:
(1) members of the London Discount Market Association (LDMA),

whose ELs will be calculated as the tatal of sterling
deposits other than from institution: within the monetary
sector;

{ ii) certain banks with money trading departments, who will be
allowed to omit from their ELs secured money at call
placed by other banks with these departments, up to a
limit set by the Bank. (3)

7 It would be contrary to the objective of these ajreed arrangement
for any institution to reduce its ELs deliberately or artificially
on reporting dates. The Bank accordingly reserves the right to
make a spot check on the level of an institution's kLs on days

when it would not normally report.

(1)
(2)

See paragraph 16 below.

The present arrangements for those finance houses which have
observed a 10% reserve asset ratio since 1971 will lapse
accordingly.

(B)The banks concerned are: Algemene Bank Nederland, Banque
Belge, Charterhouse Japhet, Leopold Joseph and Samuel Montaqu.,
Hitherto, funds placed on this basis, up to a limit sebt by

the Bank, have countoed as reserve assels,



Special Deposits

8 The Special Deposits scheme remains in place and will apply to
all institutions with ELs of £10 million or more(]). As hitherto,
calls will be set as a percentage of ELs. The scheme for

{2)

Differential Special Deposits will lapse once the provisions
in the 1981 Finance Bill relating to additional exchange control

powers become law.

Eligibility

9 As set out in its March paper the Bank has judged applications,
by recognised banks wishing their acceptances to become eligible
for discount at the Bank, according to the following criteria:

(1) whether the applicant has and maintains a broadly based
and substantial! acceptance bugsiness in the United Kingdom;

(ii) whether its acceptances command the finest rates in the
market for ineligible bills;

(iii) whether, in the case of foreign-owned banks, British banks
enjoy reciprocal opportunities in the foreign owners'
domestic market.

A first list of eligible banks 1s attached.*

10 A bank may apply for eligibility at any time. An eligible
bank which wishes to renounce its eligibility is free to do so

S |

on giving notice to the Bank.

(1)

Hitherto only banks on the statistical lisk and Finance houses
observing a resecrve assel ratio have been subject to Special
Deposits.

(Z)The scheme was devised and agreed with banks in 1972 but never
used. It would have permitted the authorities to call, as
Special Deposits, different proportions of any increase from a
specified base in (i) domestic residents' and {(11) overseas
residents' sterling deposits., betails can be
Rank's Quarterly Bulletin for March 197

found in the

!
D oa

* Tt will be attached to the final version of this document.
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Undertakings by eligible banks

11 From a date to be announced, each eligible bank undertakes to

maintain secured money with members of the LDMA and secured call

money with money brokers and gilt-edged jobber5(1} - all at

market rates appropriate to the nature of the lending - such

that:

(1) the total funds so held normally average [ 1* of that
bank's ELs;

{14 the amount held in the form orf secured money with members
of the LDMA does not normally fall bhelow [ ] of ELs on
any day.

12 1In relation to the above undertaking, each eligible bank will

(1) aim to meet the daily average ratio over either six
or twelve month periods at 1t discretion, the ratio on any
particular day being calculated as a proportion of ELs at
the latest make-up day.

and

(11) to provide monthly returns of its daily figures, which the

Bank will use to assess the bank's performance relative to
its long-term commitment.

A bank will go below the minimum only in exceptional circumstances
y 3

and will be ready to explain such action to the Bank when the relevant

monthly return is made.
13

consultation with eligible banks

The Bank will be prepared to review these undertakings, in

sufficient
The Rank

to discuss particular difficulties, as they

aricd the when

LUMA,

experience has been gailned, covering abt least a year.

will also be prepared

arise, with any party to the arrangements.

{1)The Bank's concern with the adequate availability of funds

for the efticient ftunctioning of

the gilt-edyed market was

noted in "Monetary control: next steps".
money-brokers - James Capel & Co,
Ltd, Laurlie Milbank & (o, Rowe &
Sheppards & Chase (Moneybroking).

Cazenove &
Pitman Moneyvhiroking and
Secured call money with

There are six recognisec
Co, Hoare Govett

these firms has hitherto counted as a reserve assel., The
amount of such money which these firms can take will continue to
be limited by the Bank.

* The figure in this sub-paragraph will be calculated to produce
an aggregate amount of around £3 bhitlion and is expected to be

around 5% of ELs as presently deiined, or perhaps 6% on the new

definition.
two-thirds ot

The figure in
. iYL

that 1 S i N s L

sub-paraaraph

(i1) will be approximate



Prudential considerations

14 The Bank has received the

fat}

ssurances mentioned in the Chancellor's
Budget Speech, and in its pape

ry

of 12 March "The liquidity of
banks", that those institutions to whom the reserve asset ratio has
applied will discuss with the Bank in advance, in the course of the
normal process of prudential supervision by the Bank, changes in
their policies for the management of their liquidity and its
composition. Discussions on developments in supervision are
continuing and a separate paper on liquidity will be issued by the
Bank when appropriate.

Statistical changes

15 The present banking sector, as defined for the purposes of
calculating the monetary aggregates, currently contains those
institutions included in the statistical list of banks and the
list of discount market institutions. These lists were drawn up
prior to the Banking Act and are no longer appropriate to current
circumstances. They exclude a number of recognised banks, many
LDTs, and also the trustee savings banks(l} (who are evolving
towards banking status and who will become subject to cash
ratio and Special Deposit requirements when they cease to be

exempt from the Banking Act).

16 A new monetary sector will thevefore be defined, to include

L B

(i} all recognised banks and LD7Ts;
(ii) National Girobank;
(1ii) banks in the Channel Tslands and the Isle of Man, so

long as they are subject to broadly parallel arrangements
for a cash ratio.,

(iv) the trustee savings banks (TSBRs);
(v) the Banking Department of the Bank.

17 Although the population of the monetary sector will he considerabl
larger than that of the "statistical list®, the statictical effect
will be comparatively modest since the present business of

many of the new contributors is relatively small, [n total, the

.

(])The Central Trustee Savinags Bank (CTSB) is a recounised bank.



initial once-for-all adjustment to the stock of the main monetary
aggregate, £M3, will probably be of the order of €8 billion (13%),
of which the TSBs account for around €6 billion (9 1/2%).

18 Recognised banks and LDTs having either eligible liabilities
totalling £10 million or more, or a balance sheet of €100 million
or more, will be asked to supply the full range of statistics
(comprising both the monthly and other returns); other recognised

banks and LDTs will be asked to report only at end-calendar quarters.

The timetable for change and the transitional arrangements

19 The essential features of the new arrangements can be brought
rapidly into effect. This section sets out the sequence of

developments.

20 The Bank will shortly specify an operative date when:
(1) the Reserve Asset Ratio will be abolished;

(ii) banks whose acceptances are eligible for discount at the
Bank will begin to observe the reqguirements set out in
paragraph 11 ahbove;

{ 1i3) the agreement with the London clearing banks, whereby
they keep an average of 1 1/2% of their ELs at the Bank,
will lapse;

(iv) the Bank will receive the first deposits under the cash
ratio requirement.

21 On this operative date, the first cash deposits will be placed
by institutions on the present statistical list of banks and by
members of the LDMA; the statistics necessary to inclu@e other
institutions are not yet available. These initial deposits will
relate to the average of institutions'ELs over the latest six-month
period available, ELs belng calculated as at present, except that
offsets will be allowed in respect of all lending to the discount
market and all secured money at call placed with money-brokers and
gilt-edged jobbers and money-trading banks.f1) These initial
deposits will remain unchanged until sufficient figures using the

new definition of ELs are available {(see paragraph 22 helow).

1 ; . . : . . _
( )The Bank can calculate these offgets from statistics already

provided .,



Thereafter, these deposits will be adjusted every six months. The

undertakings by eligible banks will commence on the operative date,
on the same definition of ELs and in respect of their latest

available ELs figures.

22 As soon as possible thereafter, currently reporting institutions
will be asked to produce figures for one reporting date both on the
basis used hitherto and on the basis of the enlarged list of
institutions comprising the new monetary sector. At the same

time, those seventy or so institutions which are not currently on

the statistical list of banks and which are above the proposed
cut-off points for full statistical reporting will join the reporting
network (and will be asked to place cash deposits with the BRank
shortly thereafter).

23 Monetary aggregates will be calculated on both bases for this
one reporting date; thereafter statistics will only be collected

on the basis of the new monetary sector.

24 The remaining institutions not currently reporting and below
the cut-off points set ocut in paragraph 18 will be brought into the
reporting network only when the current review of banking statistics

has been completed.



