17. Monetary Control
Consultations

15 November 1980
continued



their bills. We think that it is desirable that

discount houses should continue to fulfill their

present function because

1 it is desiratle that, as far as possible, all
commercial banks should enjoy even-handed treatment,

2. the discount market has shown itself a-peculiarly
amenable instrument in carrying out the Bank's
wishes and there is every reason tc suppose that

it will do sc in future.

In order toc allow the discount houses to play their part

properly we submit that two further steps are necessary.

(aj

With a few exceptions the houses have been permitted

to expand their resources only out of retained profits.
Over a prolonged period of high inflation and a tax
system under which nc inflation relief is given to
institutions holding net monetary assets,; their resources
have been diminishing in real terms. Commercial banks
heset by similar problems have been encouraged to
replenisn their resources by coming to the market for
fresh capital. It the discount market are in the
future to play a helpful and significant role they
should surely have the same freedom.

More diffidently we guestion why a discount house is
permitted to hold a total case of thirty times its
resources, while its permissible total undefined assets
may only amount to twenty times, admittedly cn a
different base. The underlying reason for the
distinction presumably lies in the wish of the authorities
to limit the power of th& houses tc extend credit to the
private sector. We realise that the autumn of 1980

is not an auspicious moment to make such an adjustment,
but in the long term there is conceptually no more
difficulty in accommodating a potential private sector
expansion of thirty times the houses' resources than in
making provision for a maximum of twenty times. This

is merely a matter of arithmetic. On thie other hand
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if the reason is a "prudential’ one we believe it is
i11-founded and the consegquences sometimes perverse.
Under modern conditions the main risk run by a discount

house is an interest-rate rather than a credit risk.

Conclusions

We can see no case for introducing M.B.C. The benefits are

illusory; the potentiality for harm incalculable.

we support the proposals outlined in the Green Paper and
Liguidity Paper, though we suspect in practice they would
have to be fortified by some of the guantitative controls

that the Green Paper rather cavalierly rejects.

We see the discount market as peculiarly equipped to play

a central role in the new arrangements.

Te assist in this role we have made suggestions for

ameiiorating two of the disabilities under which the discount

houses at present labour.

20th October, 1980.
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t has proved so difficult to reach any really

¥ opinion as a market on the difficult guestion
1, it has been suggested that individual houses
deas through the chairman of the L.D.M.a,

We start by analysing some of the reascns for the
supposed failure of the present system of control, because it
may well be that if these Tactors are still bresent then any system
may fail through being subjected to intolerabile pressure,

Due to the very large P.S.B.R., the bulk of the funds
avallable for investment have been sucked into the gilt-edged market
& high yield with the result that the capital market has been

i to industry and companies have been forced tc borrow diresctly
m the banks. At the same time, due to the recession, the private
sector ha: been forced to borrow in order to tarry their unsaleable

cks and to meet the high interest rate charges. On top of this
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the ending of exchange controls eriabled the banks to evade the
restrietions placed on them through the corset by an even wider
prozess of disintermediation. In view of all this, it is little
wonder that the menetary targets were exceeded,

Moreover, we now have a position where, although the
level of monetary growth is nominally well outside the target, one
has a feeling that in the real world the Squeeze is very tight
indeed and it is hard Lo see much evidence of the eéxcessive money
about, especially in our market, though of course it is evident in
the high levels of personal savings. It must surely be possible to

contd. . o
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make out a good-case for saying that the monetary pclicy is
fact mork}ng, albeit by a rather more circuitous route than
was origi naliy planned under a rigid M3 target.

In view of this, one is bound to ask if it is wise
at this juncture to experiment with a new system which might well
have a wvery adverse effect on the workings <i the money and
security markets.

Mnst experts in the field of monetary base control
s+yress thet the two main consequences Lo flow from a change towards
monetary base would be very volatile interest rates, dictated by
markst fTorces rather than by the decision of the authorities to fit
in with their economic policy, and the removal of the existing system
of lender of last resort.

It has admittedly been a criticism of the present policy
that interest rates were never allowed to rise to a point where the
demand fFor money would be choked off, though this point might well
irn fact be much higher than many peonle imagine, as there always appear
£ ¢ some people who have to borrow whatever the cost But widely
fiuctuating rates are another story and would hardly ;ead %o the
orderly seceondary market in liquid assets which would appear essential
fcr any banking system which places importance on liquidity. One
wonders also what the effect would be on industry already suffering
severely from the effects of the recession and high interest charges,
and on the gilt-edged market where confidence is so easily shaken
by the prospect of interest rate uncertainty.

Tied in with this is the question of lender of last
rescrt and, although there would still presumably have to be facilities
for evening out the daily ebb and flow of money between the government
and t vanking system and within the banking system itself either
thr open market operations or lending, there would come a time

suthori-ies felt it right to halt an increase in the banks’
money. At this stage rates could rise very sharply as people

: ed for 1Tquidifj and sold paper. Those involved in the

secondary market would Derhaps feel in these circumstances that there

were considerable dangers in relying too heavily on the overnight

market for their funds and would gencrallv pe forced toc seek longer

deposits from the banks and other institutions with some coverall loss
of liguidity to the market,
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In this connection, we welcome the greatly increased
flexibility shown recently by the Bank in their open market operations
and it surely says something for the efficiency of the discount market
that such a-major change in operation could be undertaken with the
minimum of disturbance.

As you know well, we have for some time suggested that
the reserve asset system was in need of a policeman and we welcome
his arrival. It is perhaps unfortunate that those outside our market
seem unaware that he will also be keeping an eye on us through strict
observance of the undefined assets multiple. The banks all too
readily believe that our market escapes such restrictions.

As far as our role in the system is concerned, one
wonders whether the majority of banks in the City would not prefer
the present method of operation through the Discount Market rather
than putting themselves at the mercy of the increasingly more powerful
barons of the Clearing Banks. However, we must be careful not to

advance our causSe unless it can be shown to be the more efficient of
the many alternatives now proposed.

In conclusion we find it hard to believe that at the
end of the day economic policy would be any better served by a
completely new system. Surely there must be a good case for
continuing with the present cne now released from the distortions
of the corset, with proper enforcement, and hopefully with a more

-compatible fiscal and economic policy from the Government.

glcerly
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KING & SHAXSON LIMITED

10 BE OR NOT 70 BE?

Our approach to the problem of Monetary Control is very
much from the standpoint that there should be no change simply
for change's sake. It has not been shown to our satisfaction
that change 1s necessary nor tnat the aiternative proposals are
preferable or even workable.

Criticism of the present system has become sirident since
2xpiosive growth in M.3 was revealed by the removal of the
corset following abolition of Exchange Control in Qctober 1979.
Further fuel has been added by recent gyrations in money market
rates and the conseguent distortion of the published aggregates.
At the same time the Bank of England has been criticized for the
extent to which it has been obliged to intervens to relieve
shortages - leading to Mrs. Thatcher's “"lLender-of-first-resort”
Jibe It is worth noting, perhaps., that the assistance has
targely been necessitated by her own Govermment's insatiable

=h

appetite for borrowing.
In our view the present system has never been permitted
to operate properly without constant interference of one sort
or anothe. It is only now that we are beginning to see a
reserve assel sgueeze, intentional or otherwise, and it seems
reasonable o expect it to have much the same effect as a "Base
Money™ soueeze. Furthermore, pelitical consicerations dictate
st rates are never ailowed to reach a level at which
td choke off borrowing. We are not advocates of

excessiuely tign or voiatile rates but helisve that it is
impsssisie to control the price and supply of money at one and
the same time. [t seems that the present incumbents of Ne's 10

and 17 Jowning Street insist on having their cake and eating it.

Within the present framework, the Discount Market has
fulfiliad its role admirably, often in exceptionally difficult
circumstances, It nas acted responsibly and co-operated with
the Bank of England, not always to its commercial benefit. Over

many years the Houses have been the prime marke:-makers in Bills

fContd. ..
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of Exchange. Not only has this provided a useful and Flexibie
source of finance for industry but alsc an effective weapon for
relieving tiquidity shortages. A good example occurred on

24th October when an exceptionally large shortage was bought
out by this means. A healthy Acceptance market is in our view
essential to the smooth running of the system.

We believe that a system which did not incorporate
lender-of-last-resort facilities would prove to be
inoperable and that there would be no limit to the level to
which short term rates could rise. Such assistance should
continue to be confined to the Discount Houses. Secured loans
Lo the Houses merely relieve a shortage of liquidity rather
tran enable them to expand their books, operating as they do
under the constraint of multipliers. Banks on the other hand
are not similarly restrained and might well use the ‘acility
¢ on-‘end in either the domestic or Eurosterling markets.

In short, we do believe that the present system would work
it given a fair chance. We understand the desperation of an
impatient Government, under pressure from many quarters, to
find an instant panacea but we fear that hasty and ill-considered.
tinkering with Competition and Credit Control will not provide
the answer. The Houses role within the structure should remain

unaitered.

London EC3V 3PD. 29th October 1980
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PAGE & GWYTHER LIMITED
MONETARY CONTROL

A variation in the rate of growth in the money supply, now measured
as Sterling ¥.3., is a consequence of change or changes in a number of
factors.

i3 Public Sector Borrowing Requirement {(P.S.B.R.)

2}  The sources from which the P.S8.B.R. is funded.

3}  Toreign Exchange movements.

43 Domesrtics Bank lending.

In turn each of these factors is influenced by official interest
rate policy.

i) Public Sector Borrowing Reguirement

The level at which the P.S.B.R is set is entirely the
sovereignty of the elected Government. We recognise that
whilst it may be desirable for the P.S.B.R. to be reduced
either absolutely or as a proportion of G.N.P. there are
socizl considerations which prevent reduction beyond a certain
peint at rime of acute recession such as we are now
experiencing. 1t is however essential that there be one
constant in the Money Supply equation and we would strongly
advocate that once the P.S.B.R. has been announced and
spending ievels fixed they be strictly adhered to.

2) The Sources from which the P.S.B.R. is funded

The definition of Sterling M.3. makes it imperative that
1igh & proportion of the P.S.B.R. as possible is funded from

as big

aon~banking domestic sources. The Gevernment is thus in compe-
ti¢ion with the Banking system and other deposit taking insti~
rutions and must innovate in the type of debt offered. &

modest step has been made in this direction by the extension of
the issue of Index-linked Naticnal Savings Bomnds; which at least
czrry the implication that inflation will eventually be brought
under control as against the issue of high coupon long-dated
Gilt~edged stock which indicates the opposite.

Additionally thought must be given as to whether it is
desirable to continue to allow foreign investment in Government
debt both on the grounds that it contributesnothing to the
control of M.3. and that it creates a potential "hot money "
probiem for the future.

i
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some attempt should be made to "smooth out”
funding throughout the fiscal year, a remark which applies
equally to tax flows into the Exchequer, tc avoid distortions
in the plot of Sterling M.3.

g )
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Foreign Exchange Movement

Despite the suspension of Exchange Control, the combination

of high domestic U.K. interest rates and the new status of sterling
ag a “Petro-currency” has caused a new inflow of foreign funds. To
bluntthe upward pressure on the exchange rate the authorities have
largely accommodated this demand for sterling thereby increasing the
money supply. It is therefore strongly suggested that some form of
inward Exchange Contrel, such as the Swiss Government have employed
in the past, be now introduced.

Ancther effect of the lifting of Exchange Control has been the
growth of the Euro-Sterling Market. Very little seems to be known
about thiz market and even less as to what impact it has on domestic
meney supply. A study of this subject is urgently required,

Somestic Bank Lendiq&

The whole of the foregoing is intended to demonstrate that any
methed by which Bank lending is controlled cannot be decided in
igolation. Indeed there is a strong argument that effort be directed
towards the elimination of external Pressures on the system rather
than tevards the design of a new system to accommodate those pressures.

Judgement appears to have been passed that because distortions have
occurred in the growth of Sterling M.3., or rather the manner in
which it is recorded the existing system has failed. This we would
refute.

The present system has its origins in "Competition and Credit
Control” the basic objectives of which are implicit in the title.
If we may quote from the introductory address by the then Governor
to the International Banking Conference on 28th May, 1971. "Basically
what we have in mind is a system under which the allocation of credit
is primarily determined by its cost."

The main mechanisms of control envisaged were:-

o
s

Central Bank control of the Reserve Asset base either by
variation of the volume of Treasury Bill issue or Discount
House ratios,

2}  "Ouslitative" guidance on Bank lending.

©;  Altergions to the level of Special Deposits to adjust
banking liguidity.

43 Mere frequent changes in Bank Rate. To guote again from
the Governor's address "indeed we envisage using Bank Rate
more flexibly than in the past.”
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In practice, however, this system has not been allowed to
function properly. On each occasion that interest rates have
threatened to rise above a level that the Government of the day
has decided as '"politically acceptable,” there has been direct
intervention to hold interest rates down. For example it is
arguable that interest rates should have been allowed to rise
early this year beyond a level identifiable with an M.L.R. of
17%Z, as market forces then indicated. Although there would
have been a sharp shock to the financial system the resulting
fall in the rate of monetary growth might well have enabled
interest rates to have been brought down to a lower level than
that which now prevails,

Similarly no real attempt has been made to curb the growth
of Bank lending through control of the reserve asset base.
Instead the "corset" was introduced and the reserve asset base
allowed to grow to accommodate official bank lending. There
would, of course, have been no objection to this approach had
the "Corset" been effective; unfortunately it was not.

To repeat, Competition and Credit Control has not failed;
it has just not been properly implemented. Notwithstanding
this conclusion we would not resist change, if such change were
for the better. Majority opinion amongst advocates of Monetary
Base Control appears to favour a system based upon deposits with
the Central Bank. The dangers inherent in such a system were
pointed to by the Bank of England's Economic Intelligence Depart-
ment in the Quarterly Bulletin of June 1979. To their conclusions
we would add the comment that it seems the height of folly to
adopt & system which relies even more heavily on interest rate
disciplines when as already demonstrated such disciplines will
never be fully implemented. We thus believe that Monetary Base
Control would not be an improvement but a retrograde step.

Finally it is our opinion that the plethora of economic

theory now available has obscured the main point at issue., If
it is deemed advisable to concentrate upon the growth of Bank
lending, as the major variable of Sterling M.3., why not apply
direct controls? Quantitative restraint, embracing Acceptance
Credic, is simple and effective. This approach, perhaps modified
to some extent by the proposals contained in the Bank of England's
publication "The Measurement of Liquidity" might well prove to
be the answer and avoid the radical institutional changes

* otherwise proposed.

PAGE & GWYTHER LIMITED

29th October 1980



