15. Monetary Control
Consultations
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Hen. Sec. -

P.L.Shepherd

j_london Discount Market Association

29 Cornhill, Lordon EC3V 3NU Telephone: 01-623 1024,

30th OQOctober, 1980

The Rt. Honourable Gordon Richardson
Governor,

Bank of England,

Threadneedle Street,

LONDON EC2R 8AH

Dear Mr. Governor,

The Members of the London Discount Market Association/;/y&/ﬁ,,{

have written the enclosed papers in responsc to your

invitation to submit contributions to the discussion on /!4’ /;é/)v'w'ww;
rmonetary control, The papers are as diverse &s are 4
the companies in the Association. However, threc ,ﬂ/l{‘ {’C"rfvw

themes recur: //L "'U'Z‘"J’“ r,,:“;
1, That the present system is being condemned /lf L‘//a,‘f/_ff
without a fair trial.

1
2. That major structural changes$ in the banking
system, at the present time, may lead to a break
down in the credit markets.

3. That the discount houses play an important role as
intermediaries between the Bank of England and
the banks and that any reduction in that role wiil
iead to an imbalance between different types of
banks to the detriment of the City of London as
2n international financial centre.

The Mermbers of the Association will be pleased te have
an opportunity to develop their ideas with oificials of the
Bank,

Yours sincerely

Chalrmeas
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Comments on the need for change in the existing system of monetary control

1. We are in sympathy with the Government's policy of seeking to reduce
inflation by reducing the rate of growth in the money supply. It is
relevant to start by pointing out some factors which may have contributed
to the recent difficulties in achieving this.

1)  the government has been a substantial and unexpectedly large net
borrower.

the political reluctance to allow interest rates to rise has preventoc
the increasing cost of money from playing its proper part in curtailin:
the money supply. This has led to frequent and various manoeuvres Lo
alleviate shortages in the hope they may turn out to be temporary.

3} the non-bank, non financial private sector has been under severe
strain and consequently private sector lending has grown through
the overdraft system.

4) the abolition of exchange controls has facilitated operations through
the Euro sterling and foreign exchange markets and complicated the
probiems of monitoring and control.

5) the extent of the bill leakage under the corset system was and is
unknown to the authorities.

6) the system of reporting to the Bank of England has obscured whether
all banks have been maintaining 123% Reserve Assets on a daily basis.

2. It is easy to use hindsight in criticising recent monetary policy. Our
motive is not to make cheap points, but to suggest that an important criterion
in judging whether the present rules should be changed is what contribution
such changes will make to dealing with the difficulties which have been
listed. We believe that the present system may have defects but that 1h91GSsP£



=

Alexanders

e DISCOUNT COMPANY LIMITED
1 St. Swithin's Lane London EC4N 8DN Telephone 01-826 5467 Telex 883126

Regisiered No. 33375 Engiend

reform m1ght be counterproductive and runs the risk of using institutions and
rules as a scapegoat when the real problems may lie with economic policy and the
detailed Operat1or of the present system.

We wish to discuss in detail two features of the present system which have
recently been gquestioned, in our view wrongly.

First there is the question of last-resort lending. We assume that this will
continue whether or not it is as excessive as in the past. It is an
essential part of the system if London is to maintain its importance as &n
international financial centre, since the very size of daily cash flows

between the Central Bank and the banking community cannot be easily accomm-
odated without it.

There is no doubt a theoretical argument that the right to such borrow*ng
should be extended to any substantial financial institution e.g. the clearing
banks. It is to some extent a historical accident that the discount houss

have the sole right here; whereas in e.g. Germany it is the banks. But the
present system is tried and tested and the skill and expertise needed for
such cperations is at present lodged in the discount market.

The discount house system represents a competitive market. The discount
market deals even-handedly with the whole financial system; any shortage
which an individual bank or industrial company or bui?ding'society may
nave day to day is cleared by the calling of loans or sale of paper at
market rates. When customers find themselves resorting to their clearing
bariks for accommodation, such accommodation takes place at terms dictated
by the clearer, not at rates determined freely in a competitive market.

More generally, the function and duty of the discount market is to operaie
an impersonal and independent market in liquidity, in full competition
with each other. Quite properly the clearers operate differently.

They are reluctant for practical reasons and reasons of customer relations
to vary Base Rate. They wish to maintain their share of the market in
money so will only reluctantly reduce assets by selling gilts or call in
loans to restore their liquidity ratios. They have different motives gnd
commercial philosophies in handling their business - which are approprizte
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+o their functions but harmful to the free and fluid operation in the
market faor short term Yiquidity.

The clearing banks which are for good reasons less agile and monolithic
in their operations than the discount houses, cannot perform the functio:

of managing liquidity so efficiently; though they could no doubt do so
after a fashion.

We note the conclusion of the Green Paper that the reserve asset ratio
makes no useful contribution to monetary control. We believe however
that it, or something like it, is very important for the efficient
management of the liquidity of the banking system as a whole. Whatever
prudential ratios are to be observed it will be necessary for financial
institutions to hold their liquidity somewhere; and for this purpose
the discount market has, from the point of view of the authorities,
great virtues. First, a high proportion of the net liquidity of the
system as a whole is concentrated in the balance sheets of a few readily
accessible houses. This makes it far easier for the Bank to monitor amd
control the system than if liquidity were maintained through the balance
sheets of many hundreds of financial institutions. Second, the discount
houses ‘do not {on any scale) lend to other institutions from whence they
get their-deposits. There is therefore less danger than in the case of
the present interbank or Euromarkets of double-counting of liquidity or
lack of underlying assets to back deposits.

In conclusion, we believe that whilst it is essential to preserve some fors
of liquidity requirement, any radical change to the existing system shoulc
not be made without confidence that it represents an improvement; for which
the onus of proof is on the critics of the present system.

D.W. Grant
29th October 1980.



COMMENTS BY ALILEN HARVEY & ROSS ON THE RESERVE ASSET SYSTEM

Q.1

Answer 1.

-
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Answer 2.

What is the basic structure of the'UK monetary system?

The central bank (The Bank of England) operates primarily through

specialist institutions (the discount houses); these institutions

are independent of the commercial banks, being separately

bapitalised as public companies; these institutions undertake

various responsibilities as principals, e.g. the weekly under-

writing of the Treasury Bill issue and the making of two-way prices

in short-term banking assets, in return for which they are given

lender of last resort facilities by the Central bank. The discount

houses act as a buffer between the Bank of England and the clearing

banks.

What are the main advantages of this buffer system to the Central

bank?

(a}

{b}

{c)

(a)

{e)

Efficiency
The Bank of England receives the figure of net surplus or
deficit in the money market with a minimum of effort and in

time for remedial action to be planned and carried out.

Reliability
The money markets continued to function in the 1973 - 197%

banking crisis when other parts of the banking system failed.

Cheagness

The Bank of England can operate with a minimum of their own
staff by using, indirectly, the staff of the discount houses
to discover the net surplus or deficit in the market at any
cne time and to ensure that remedial action reaches the banks

which require it.
Control

The Bank can, and does, maintain control of both the size and
the quality of the discount houses' portfolios, which in turn
ensures that the best traditions of portfolic control and credit
judgement are maintained - to the benefit of all who do

business in the City's financial markets.

Communication

The Bank can make its wishes known easi&y and promptly “by
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Answer 3,_

Q.4
Answer 4.
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compunicating through the comparatively small number of
discount houses. The Bank can easily - and anonymously -
check on the market's assessment cof commercial banks and on

new trends in market practice.

What are the main advantages of this buffer system to the commercizl
banks?

{a)

{b)

{c)

Independence

Individual banks can deal anonymously through the network of
specialist middle-men, without having tc gefer their wmarket
judgements to the Central bank. The original support in the
€19 for a buffer system between the commercial banks and the
Central bank came from the commercial banks, to give them
freedom for manoceuvre in their money markey tactics. When
the Bank of England was nationalised, the commercial banks
again found it convenient, for their own independence, to hav:

a buffer system.
Efficiency
The system basically works well.

Securitz

The clearing banks can put their liquid balances to work
without risking non-repayment because they receive collateral
for their loans and know that the lender of last resort facil t:

is available to all the discount houses.

Predictability

Interest rates fluctuate within tolerably predictable limits.
Advocates of alternative systems admit that interest rats
fluctuations might be more violent than under the existing bu®f
system. As the business of the main London banks beccmes
increasingly complex, and as their customers become increasin::.
scophisticated, the banks have a vested interest in a system

which avoids extreme penalties.

What are the disadvantages of a buffer system to the Bank of Englan '

Remoteness

The Bank does not deal directly in the main money markets, which ma:

lead to a lack of expertise in market management.
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What are the disadvantages of a buffer system Lo the commercial banks?

None, so long as the buffer system can keep pace with the growth in
the banks® businesses. 1f the capital capacity of the buf fer system
is static at a time when the volume of bank business is growing,

+he banks will have to find alternative means of satisfying ligquidity

requirements.

Why is the reserve asset system unpopular at the moment?

{a) Because £M3 has not behaved as the Government hoped it would.

Reasons:
Lo Failure by the Government to keep the P5BR on target.
ii. Failure by the Bank to monitor the system accurately.

iii. Failure by the Bank to use effective control methods
over banks which did not maintain reserve asset requlrement

at all times.
iy Political decisions by the Government, €.9.,
A. removal of £ exchange ccntrols.

B. vyefusal to allow interest rates to rise above 17% in
the short-term, although the medium-term strategy had

created the pressure for a short-term squeezée

Cc. 1lack of co-ordination between fiscal policy and moneta
policy.
V. Structural features of the traditional UK banking systesn,
e.g.,
n. large unused overdraft facilities making precise

predictions and control gifficult

8. endowment profits from lending at high interest rater

against relatively cheap curxent and deposit accountis
¢c. allowance of bank interest charges in tax omputatione.

(b} Because banks have not maintained a halance of liquidity in
excess of their minimum reserve asset requirements - and are

sometimes below their reserve asset reguirement.

could the reserve asset system be improved upon, to bring the monetar’

statistics under tighter control?
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Yes,

{a)

(o)

{c}) -

{d)

if:

Interest rates are not pegged by political intervention when

market forces are pushing towards higher levels.
The Bank controls the system more effectively.

The Bank becomes more involved in the quoting of two-way prices
in the market.

The capacity of the discount market grows at the same pace as

growth in the banking system.
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29th October, 1980

A.L. Coleby Esq.,
Bank of England,
Threadneedle Street,
LONDON EC2R 8AH

Dear Tony,

I enclose herewith a few notes which I hope you may
find of some interest.

We have not attempted to go into any detail about how
a revised system might work on a day to day basis, there
has not been time. We have, therefore, stuck to broad
principles.

Yours sincerely,

AN

Clluresde RQAY

E.D.D. Ryder

Enc.
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INTRODUCTION

The present system of monetary control has been in existence since
Competition and Credit Control was introduced in 1972 and beiore that a
similar and arguably better system existed. There is no doubt that ip
recent months the present system has proved itself incapable of conirolling
the growth in money supply but this is probably no fault of the system itseli

but rather the seemingly impossible feats asked of it.

Revolving as it does around the money supply targets, one would
expect interest rates to rise as growth exceeds the target. However, witn
the PSBR undeniably out of control and with the unwillingness of the
Authorities to allow rates to rise, and so bring the bank lending side of the
equation back into line, one must not be surprised at its failure. This
situation has also been aggravated by the disbandment of the corset and the
resulting reintermediation which proved to be a very much larger factor

than was anticipated,

Civen that the greater part of the funding for the year has already bee
achieved, and that reintermediation has for the most part taken place, there
would seem to be no reason why the present system, with a few alterations,
should not continue for many more years. It is, after ali, highly flexible
and allows a great degree of fine-tuning. Could it be that the fine-tuning

has been wrong, thus leading to the recent anomalies, and not the basic

mechanism?

MONETARY BASE CONTROL

The arguments against a full monetary base systern have been aired -
length in numercus learned papers and it is not proposed to repeat them al’
again. It is .perhaps relevant that many of the criticisme have not been
answered and so far as is known, no day to day plan of the mechanism's
operation has yet been produced. There are one or two general pointa il
geem tc be worth stressing:-

i. A great strength of London as a financial centre is its stabil.:

and flexibility, A system which provides for mno control over the

interest rate cannot be described as either. The best call-money

market in the world could not survive under these conditions.

jo



23 As a consequence, it is likely that other markets, such as the
commodity, shipping, and even insurance markets will drift to r e
stable environments.

3 International businesses could also be ¢xpected to move abroad,
Restrictions applied to London banks would result in higher margins,

and London's profitable position as a leading centre for international
markets would disappear.

4. Much of the City's success has been due to the tradition of
entérprise, linked with sound credit-worthiness. Short-term
quantitative control would threaten the confidence in the survival of
individual institutions and the survival of particular sectors.

B Any direct attempt to restrict one aspect of money supply, such
as bank deposits, will only result in the extra growth of other types {
credit such as leasing, commercial bills and euro-sterling. It is the
total expansion of credit that fuels inflation, not one particular elemext.
6. The Discount Market's role in the present system of taking
short-term funds from banks and other institutions and converting thern
into useful longer assets, relies on the lender-of-last-resort facility.
If this were withdrawn, the effectiveness of the short-term London

Money Market would be grossly impaired.

THE RESERVE ASSET SYSTEM

The present system has evolved, with a few alterations along the way,
over the last 50 years or so and this in itself is one of its greatest strengthu.
London has buiit itself a reputation as the finest and most flexible short-term
money market in the world and the fact that there are more foreign banks in
the City of London than in any other financial centre, is not unconnected., Is
it right for a Government to jeopardise the reputation of London as a monetacy
centre and the presence of numerous foreign banks and the extent of valuable
invisible exports that the City produces, just to test a new mechanism that is
of doubtful worth and which has been tried and found wanting in the USA? We
suggest that it is not, and that the present system can be adjusted to advanta ge

without the institutional upheaval that Monetary Base implies.

Apart from the most comrnon argument against Monetary Base Control,
namely that of unalleviated money shortages coinciding with large-scale cash
withdrawals, thus causing a banking crisis, there are several other objections
to the present system which perhaps stand out more to operators in the market

than to theoreticians and politicians outside it. One of the major problems is
i\



“that of the concept of a bank's liquidity being reprcsented to the extent of 12%
oi the eligible liabilities in reserve assets. This bas Lecorme ocut of date and
impracticable. To the simple-minded, liquid assets should be available {or
use in a situation where funds are needed at short nctice. The present syste
does not allow this. A bank not only has to go into the market to borrow the
funds that it has on-lent, but also an extra 12i% tc buy the reserve assets -
maintain the ratic. Thus a marked difference between the two markets (iatcw
bank and reserve asset) emerges. Lately this has been exacerbated on mak=

up days by window-dressing for monthly returns,

A version of prudential liquidity ratios, as discussad in the White
Paper (March 1_980} would help to solve this dilemmma. It would allow Leuliks
to hold a wider portiolic of liquid paper and thus encourage them to stay

within the limits for more than one day in every month.

The second adjustment that should be made is to the cost and
availability of official help. Whilst, for a Discocunt House it is obvious that
so long as the intervention is done through the LDMA, then the cheaper the

better, it is not necessarily to the good of the market as a whole.

The Discount Market has been the major vehicle for official help for
upwards of 100 years and as a result some might argue that it is time for
a change. However, we defend our role in this with the utmost vigour. Th-
only other sector that could act as agent between the authorities and the

market on a day to day basis are the Clearing Banks and they would be

wholly unsuitable for the following reasons:-

i. They have not been trained in this aepect of market operaticas
and thus could not be relied upon to be better than the Discount Mark:
2. Clearing Banks are in a highly commercial and competitive
arez and they could not therefore be impartial. Discount Houses hav=
oothing o gain but much to lose if they are not seen to be impartizi,
3; Foreign Banks would be most unwilling to have to deal with the
Clearers who are, after all, direct competitors, The foreign banks,
thereiore, would be unwilling to disclose their positions to the Cleari:.
Banks. By dealing with the authorities through the Discount Market the
retzin anconymity.

4, The Clearing Banks have shown themselves to be unable or
unwilling to restrict round-tripping.

5. The Clearing Banks are already the most powerful group within
the money market. They would, therefore, be likely to wield this
power, which may not be in the interest of the market. The‘Discount

Market, on the other hand, are used to doing what i wanted of thern.
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6. To centralise open market operations on the Clearing Banks may

seem a very neat and tidy idea, but would it not be playing into the

hands of any future Government who might wish to nationalise the

Clearing Bank system.

Going back to the cost and availability of the day to day intervention, a

fundamental problem seems to be that it is difficult and sometimes impossible

for the Bank to inject cash into the inter-bank market, thus causing these
rates to rocket while reserve assets ratesfall. As a result, round-tripping

starts and the bank's lending figures become distorted. With the growth in

the commercial banks' balance sheets and with the Discount Houses oiften 'full'
on their 20 times multiplier, it becomes difficult for the Houses to pass on the
official help.
section of their books, the situation would be made easier. In order to

discourage both sectors of the market from relying too much on the official

help always being available, its cost and nature should be varied from time to

time so that on occasions it would be penal.

CONCLUSION

In our opinion the present system is the most satiefactory in the

overall interest of the Authorities and the City of London and it can be made

to work provided that:-

fes

Window-dressing is stopped.
2. Round-tripping is stopped.

&y The Bank of England is treated as the lender of last resort,

If loans to the inter-bank sector were to gualify under the 30 time¢
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