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Dear Mr. Lawson,

Green Paper on Monetary Control

Some time ago you invited the Association to comment on the Green Paper "Monetary
Controi” (Cmnd 7858) and our Chairman, Mr. Pilch, indicated that we would be
happy to do so. -

I regret to say that it has taken longer than expected to produce suitable
comments but we understand that your discussions are not yet complete and
our paper may therefore be of some value to you.

I have pleasure in enclosing a paper detailing our observations.
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HL GREEN PAPER ON MONETARY CONTROL

Introduction

This paper comments on the principal issues raisad by the Green Paper

on Monetary Control, particularly where these have implications for the
Pension Funds. Section -1 examines the limited firm proposals for change
ut forward by the Green Paper. Section 2 considers the general problems
sociated with the use of monetary targets in order to provide a basis
Tor assessing the potential significance of the introduction of monetary
bese control. Section 3 comments on the feasibility and desirability

of The adoption of such a system.
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szction 1: The Proposed Changes

‘e firm proposals for change in the Green Paper appear to be intended

‘o improve the efficiency of the financial system. The termination of

The corset controls will help ensure that in future the official indicators
~ovide a more reliable guide to the underiying rate of monetary growth

T none of the proposed changes is likely to make a major direct

Tribution to monetary control.
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Termination of Corset Arrangements:

‘he sharp increase in the money supply in July and August was

ignificantly greater than most analysts had anticipated. It is not
ossible to isolate the precise extent to which the increase was +the

resulT of The unwinding of the distortions associated with the corset

anc 17 is difficult to see any alternative to the rebasing of the targets

in the autumn. The increases also.clearly dictated the postponsment

The widely anticipated further reductions in iMinimum Lending

: in order fo preserve the credibility of the current strategy.

ite The extent of the evasion or Tne controls it is likely That the

corseT resulted in some additional growth in the uncontroiled sector.

The termination of the-controls may result in extended competitive pressurc
n This sector as the principal banks bid for the business which the corset

Je unprofitable.
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ihe experience of the last +wo months is inevitably resuiting in dis-

iilusionment with specific controls such as the corset. However, it

wouid be inappropriate fo discard this type of approach entirely and the

recent difficulties only reinforce previous experience. Specific controis
n work well for a period and they may offer a valuable approach tfo

rT term crises. |f thay are used over a long period, however, the

aptability of the financial system means that they increasingly distort

e disiribution of deposits between institutions and the allocation of

edit whilst having a decreasing impact on the actual level of both.

Abolition of the 124% Reserve Asset Ratio and
the Introduction of New Prudential Liquidity Reguirements:

‘he main effects of this changeover will depend on the extent to which

ITers the total primary liquidity requirements of the banking system

The exfent to which it alters the relative demand for, and therefore
vigld of, different types of reserve asset. This is difficult to assess,
noT least because the difficulties which the consultative paper on liquidity
recuirements published by the Bank of England has encountered in
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discussions with the banking community may result in substantial revisions
to the proposals. [t has been suggested that the proposei requirements
are inequitable and could damage the standing of London as a financial
centre. The proposals would adversely affect the competitive position

of the UK branches of overseas banks which were previously outside the
ambit of UK confrols. They would also tend fto improve the competitive
position of the clearing banks in particular since this group has
relatively high cash requirements for their normal business and cash

is inciuded once more in the proposed new requirements.

The authorities are clearly concerned about the possible growth of
business which relies for [iquidity on assets created by inter-bank
lending rather than primary assets, both because this creates potential
instability and because of the associated weakening of monetary controls.
However, it is unclear whether the proposed requirements would result in

an overall increase in the total primary liquidity requirements of the
banking system. An increase would tend to act as a contractionary monetary
influance - in effect there would be a higher reserve asset ratio, even

if it were not called this - and the yields on reserve assefs would be
depressed as a result of the expansion in demand.

There had been some speculation that the authorities would like to see the
develcpment of a wider market for Treasury Bills and that the new

arrangements might provide an opportunity to encourage this. This now

seems unlikely since the proposed list of primary liquid assets is similar

to fthe list of reserve assets and the central role of Treasury Bills as reserve
assets is widely believed to depress their yield. However, one potentially sig-
nificant exclusion from the new list is money at call with Stock Exchanige money
brokers and gilt-edge jobbers. This may affect the terms on which they can borrow
and Thus the extent of their operations.

(c) Exftension of the Requirement to Hold Balances at the Bank of England:

This extension seems largely intended to further equalise the competitive

position of all parts of the banking system and it will clearly add fo the
possible pressure on instifutions which are outside the ambit of existing
controls. It is being resisted since the Clearing Banks require these

balances in part To cover clearing operations, whereas for the other
instiTutions they would simply amount fo a tax. The extension is unlikely
to make any direct confribution to monetary control, although in principle
it would provide 2 means of extending the impact of the Bank of England's
money market operations.

Section 2: Monetary Targets and Fluctuations in the Rate of Monetary Growth

The Green Paper is primarily concerned with the scope for the confrol of short-
term fluctuations in the rate of growth of the money supply. It is argued

that medium term control is already exercised effectively through interest
rates and the restriction of the Public Sector Borrowing Requirement.

Since there is no evidence that month to month fluctuations in the rate of
monetary growth are directly reflected in future rates of inflation, the
desirability of eradicating these fluctuations rests on the view that they
may undermine confidence in the government's ability to meet ‘its medium-
term Targets and thus adversely affect inflationary expectations.

The value of the type of rolling monetary targets used in the UK in
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recent years is of course disputed. The targets basically preclud an
active counter-cyclical demand management policy and, indeed, the tendency
of the PSBR to rise during recessions means that a rigid monetary policy
may require pro-cyclical fiscal measures at some times. The advocates

of published targets tend to emphasise their impact on the inflationary
expectations of wage bargainérs. In effect, a restrictive monetary policy
will have a less deflationary impact on the real economy the more rapidiy
inflationary expectations are reduced. Although it may be premature to
judge the effects of current policies, there appears 1o be [ittie evidence
so faer that the announcement of the targets has significantly influenced
bargaining attitudes. The announcement of Targets may alsoc affect the

problems of funding a given PSBR although their effect will be complex. If
The targets favourably influence +the inflationary expectations of
institutional investors, they are likely to be more willing to acquire

long term gilts. Conversely, however, the targets may contribute to
short-term funding crises by visibly limiting the authorities' freedom
of manoeuvre which may in turn contribute to instability .in the gil+t
purchasing policies of the institutions.

The Green Paper argues for the continued use of £IM3 as +he main target
variable, although the wel{-documented problems of this and other single
measures are fo some extent recognised. Any definition of money is to
some extent arbitrary in that it involves establishing a cut-off point
along an effectively continuous spectrum of liquid assets. Further,
traditional measures take no account of the availability of under-utilised
overcraft facilities and creditcards which may influence expenditure
decisions in much the same way as bank deposits. The abolition of exchange
controls creates particular problems for the £M3 measure. Additionally,
the selection of any single measure as the target variable creates a
danger that the policies adopted to secure the target may mean that the
indicator ceases to be an accurate guide to overall monetary growth - the
problems revealed by the termination of the corset are only an extreme
example of this.

Although the rapid apparent monetary growth in recent months has obviously
undermined confidence .in the restrictiveness of current monetary

policies, there is clearly an opportunity fo restore this within the timescals
which woulc be required fo introduce the more radical forms of monetary
base control. The evidence of monetary stabllity over an extended

period would substantially reduce the risk of shorf-term fluctuations
undermining confidence in the targets and therefore the need for radica!
changes would be less clear. In view of this and the other uncertainties
noted above, even if the use of monetary targets is accepted to be an
effective and efficient policy, it appears that major changes ought fo be
contemplated only if the benefits go considerably beyond the smoothing

of short-term fluctuations and/or the associated costs and risks are
minimal. I+ is argued below that these risks are significant and that
aifernative stabilisation measures offer a superior sciution.

Section 3: Monetary Base Control

Monetary base control has had a number of advocates in city and academic
circles for some time. The Green Paper considers two broad approaches: -



- the centfral bank could seek to control +he quantity of base money
in existence (cash, balances with the central bank, etc.) and
Thus the fotal growth in the money supply.

- The bank could use divergences of the base figure from target to frigger
corrective interest rate changes.

The first approach depends on the banks holding a predictable proportion
of their assets in base money through custom, prudence or legislative
requirements. The second approach requires that changes in interest
rates have a stable, predictable impact on the rate of monetary growth.

The Green Paper contains little real discussion of the fundamental

merits and demerits of the first approach. It concentrates on +the

formidable operational difficulties associated with a variety of possible
schemes and invites submissions on-ways in which these problems could be
surmounted. The approach of the paper suggests there is little prospect

of the introduction of such a scheme. The complexity of the issues involved
is illustrated by the delay in the submission of responses and the conflicting
views which have been expressed.

The first approach would necessitate the removal of |ender of last

resort facilities and would also presumably require a revision of the
arrangements for the Treasury Bill tender. Interest rates would be left -
fo take The whole burden of adjustment to shocks to the monetary system.
Rates would inevitably fluctuate sharply because the variables which

would need fo adjust are relatively insensitive to short-term rates - this
is amply illustrated by the current buoyancy of bank lending to the
corporate sector despite record interest rates. The resultant increase

in uncertainty in the financial markets would be detrimental to investiors
and would create difficulties for those companies which rely on short-term
borrowing for their working capital requirements. This type of system
would require considerable time to plan and introduce and there would

be a particular risk of disruption and uncertainty over the transition period.

The second type of system appears to be receiving more sympathetic

official consideration. The Green Paper argues that it would be preferable
to base adjustments to the official lending rate on movements in £M3

itself rather than on movements in the monetary base. The rate would be
adjusted according fo a predetermined scale on the basis of the divergences
of M3 from farget indicated by the money supply figures of the previous
period(s). Lender of l[ast resort facilities would be retained and open
market operations would be used to ensure that the adjustments in the
lending rate had a general influence on short-term rates. The system

would require the rapid production of reliable weekly money supply figures
and the Green Paper recognises that this may create problems.

The system would again entail frequent substantial adjustments in short-term
interest rates. [t would however have the possible attraction of reducing
the political profile of official rate adjustments. In view of the
insensitivity of bank lending to interest rates, the impact on the money
supply of these adjustments depends largely on their effect on the demand
for gilfs. Since this demand depends on the expected future changes

in rates as well as their current level,the relationship is not [ikely



To be stabie I. It is therefore unlikely that any mechznistic system
of adjustments will permit precise "tuning'.
The interest rate adjustments under this Type of system will offen reflect

the impact of possibly erratic influences on the previous period's

money supply figures rather than the underiying market trend or expected
future money market flows. There is therefore a marked difference from
the situation in the early 1S70s when MLR was allowed fo follow market
rates. Although the authorities envisage a2 provision for the overriding
of the autamatic adjustment formula, the vaiue of the system depends on
this only being used infrequentiy.

I+ is difficult to gauge the extent of the impact on the gilt market,

although this will obviously be damped particularly for jonger dated
sfocks. It is possible that the more frequent and automatic variation
of the official lending rate will weaken its impact on expectations
since it will provide less of a guide fo underiying monetary conditions

and the authorities longer-term intentions. The system may assist in
smooThing the irregularity of gilt sales which follows when a consensus

of expectations amongst buyers emerges about future inferest rate changes
because of a view that inevitable official action is being delayed. Thess
irregularities are an important source of fluctuations in the money
supply. Against this, to the extent that the new system of lending

rates does affect gilts, it will tend to introduce greater day to day
uncertainty into the market and reduce the extent to which asset prices
will discount expected trends in official rates.

I+ is difficult to draw any general conclusions about ths impact of either
type of system on the availability of different types of debt instrument,
although this is obviously a key issue for pension funds. |+ appears

that any changeover would primarily affect short term assets but the

actual effect would differ dependent on the precise operational form of

ihe system. For example, the indicator system discussed in the Append ix

to the Green Paper envisages an extension of thematurity range of Treasury
Bills but this is not necessarily inherent in other approaches.

[T appears that both of the approaches put forward by the Green Paper

would involve substantial costs. The fluctuations in interest rates
associated with the second approach might be less serious but +his would be
largely because rates would not necessarily adjust to the market clearing
levels consistent with the monetary targets. The benefits of smoothing
short-term { luctuations inthe rate of monetary growth would be very |imited
and could be obtained more readily through other approaches.

The first alternative which is not considered by the Green Paper is.
greater attention to the smoothing of fluctuations in the PSBR itself.
The pattern of the PSBR +this year, although rather atypical, is only a

I Recent experience indicates that the dnpact of internest nates on
bank Lending may even be perverse at some Limes, with high rates
Leading Zo an increase in shont-term borrowing as companies are
unmillling to view medium and Long-Zerm debt when rates are high.



more skewed form of the distribution in previous ysars. A more regular
monthly borrowing pattern could be obtained through measures to smooth

the pattern of tax receipts, including Petroleum Revenue Tax, and this would
reduce the strains on the financial marke+s. The second alternative

Is more direct measures to smooth the sales of gilts. A number of possible
approaches were put forward by the Bank of England last year and the

Wiison Committee recommended the introduction of arrangements for an
underwritten tender.

ECO/GB/VC
15 October 1980
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TELEPHONE 01-800 8141

ner hand, interest rates uaav*ﬁ-uiariy short
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prese or with system A; Danxs will be forced 1o
hotd reserves, 1eading to higher costs of intermediation;
and ther may wall be & diminution in overdraft and other
flexibie short term credit facilities provided to industry.
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approacn is tnat The Bank of Tnglang couid
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sor determining required changes in MLR but With
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