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L'objet premier de ce document est de décrire et
d'évaluer les changements apportés & la structure bancaire
du Royaume-Uni, de l'Allemagne de 1l'Ouest et de 1'Australie,
depuis le milieu des années 60, et d'indiquer quelgques-unes
des legons qui se dégagent de cette expérience. L'objectif

secondaire est de fournir une aide a 1'évaluation des points

forts et des lacunes du syst&me financier canadien.

ROYAUME~-UNI

En septembre 1971, le Royaume-Uni a entrepris une
importante réforme de son systeéme de contrSle monétaire.
Celle-ci consistait en plusieurs parties reliées entre elles.
Premiérement, on a accordé moins d4'importance qu'auparavant
au crédit bancaire destiné au secteur privé, et une plus
grande importance aux grands agrégats monétaires. Deuxiémement,
les contrbles directs sur les préts bancaires ont &té &liminés.
Troisiémement, on a mis un terme aux arrangements visant le
cartel bancaire.. Ces dernigres mesures &taient destinées &
Promouvoir une-éoncurrence plus libre sur les marchés financiers,
et 3 permettre de recourir davantage aux contrSles monétaires
reliés au marché, c'est-d-dire les réserves obligatoires,
l'escompte et les opérations sur le marché ouvert. Ces
modifications ont &galement été accompagnées d'une politique

plus flexible en matiére de taux d'intérét et d'un changement



d'approche de la stratégie officielle concernant la gestion

de la dette.

A 1'heure actuelle, la Grande-Bretagne compte
principalement sur les instruments de contrSle monétaire
orientés vers le marché. Bien que les contrdles directs
n'aient pas été entiérement abandonnés, le nouveau systeme
de réglementation s'est révélé un stimulant appréciable a

la compétitivité et a l'efficacité du secteur bancaire.

ALLEMAGNE DE L'OUEST

Dans la République fédérale de 1'Allemagne de 1l'Ouest,
l'ordonnance sur les taux d'intérét fixant les taux maximaux
d'intérét débiteur et créditeur a été abrogée en 1967. A
l'heure actuelle, les seules contraintes sont celles qui sont
imposées par le marché et le coefficient cofits/revenus de

chaque banque.

Au cours des derniéres années, les banques universelles
de 1l'Allemagne se sont appliquées a faire face & une plus forte
concurrence et & de plus grandes exigences de la part des
clients. En outre, les banques allemandes ont maintenu leurs
rapports étroits avec 1'industrie, et se sont &galement
implantées & l'étranger. En conséquence, l'efficacité et
la rentabilité des banques se sont amé&liorées. Il en est de

méme de la solvabilité du syst@me bancaire allemand.




AUSTRALIE
Au cours des quelque dix derniéres années, le
systéme bancaire mixte de l'Australie a exercé son activité
dans une atmosph&re plus libérale. Cette nouvelle liberté
a conduit toutes les banques 3@ améliorer leurs produits
et 3 introduire des innovations visant a réduire les cofits. .
Méme s'il leur est interdit 4'établir des succursales directes,
quelque 100 banques étrangéres ont exercé une influence é&norme
sur la scéne bancaire australienne. D'autre part, les banques
commerciales de l'état n'offrent pas aux autres une concurrence

sérieuse.

Les banques australiennes sont trés conscientes de

u responsabilités envers la collectivité qu'elle esservent.
leurs re bilit 1 llect i 'elles desser ©

CONCLUSION
Les progrés évoqués dans ce document indiquent
clairement que la tendance & la banque multinationale géante

intégrée et universelle est irréversible et bénéfique.



ABE ST ORIEA LT

The orimary objective of this paper is to describe and evaluate
the changes that have occurred in the banklng structure of the
United Kingdom, West Germany and Australia since the mid-sixzties,
and to note some of the lessons that obtain from this experience.
The secondary purpose is to help in evaluating the strengths

and shortcomings of the Canadlan financial system.

UNITED KINGDOM

The U.K. launched a major reform of its monetary control system
in September 1971. It consisted of several related parts.

First, there was a de-emphasis of bank credit to the private
sector and greater welght glven to the broad monetary aggregates.
Second, direct controls on bank advances were eliminated. Third,
the bank cartel arrangements were terminated. These latter
moves were desigzned to promote freer competition in financial
markets, and pave the way for greater rellance on market.related

monetary controls, l.e. reserve requirements, discounting and




open-market operatlions. The changes were also accoapanied
by a more flexible interest rate policy and a shift in

official debt management strategy.

Britain now places prime reliance on market-.oriented monetary
control tools. While direct controls have not been entirely
abandoned, the new regulatory system has given substantlial

stimulus to competitive and efficient banking.

WESTERN GERMANY

In the Federal Republlic of West Germany, the interest rate
order, which fixed maximum debtor and creditor interest rates,
was revoked in 1967. Now the only constraints are those ilmposed

by the market and the cost/earnings ratio of each bank.

Germany's universal banks have in recent years adapted them-
selves to heavy competition and more sophlsticated customers.

In addition, German banks have maintained thelr close relation
ship with industry, and have also moved abroad. In consequence,
banking efficiency and profitability has improved. So has the

soundness of the German banking system.




AUSTRALIA

In the past decade or so the Australian mixed banking systen
has worked in a more liberal atmosphere. This new freedom
has 1led all banks to implement product improvements and cost-
reducing innovations. While barred from setting up direct
branches, some 100 forelgn banks have exerted an enormous
influence on the Australian banking scene. On the other hand,
state trading banks do not offer serious competition to the

other Australian banks.

Australian banks manifest & high degree of awareness about

their responsibility to the community as a whole.

CONCLUSION

The developments traced in this paper strongly indicate that
the trend towards'the glant universal integrated multinational

bank is irreversible and beneficlal.
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PREFACE

"Then I began to think, that it 1s very true
which 1s commonly said, that the one-half

of the world knoweth not how the other

half liveth",

Frangols Rabelals (1494.1553)
Gargantua

There 1s probably little need to stress the value of
looking upon our own economic organizations from the
outside; no device is more helpful to our understanding
of the way things are done in this country than to
consider alternative ways of doilng the same things.
Moreover, in judging the performance of an economic
institution, the comparative approach is vital, since

statements can be made only in relative teras.

During the vast decade, I have surveyed the banking
systems of nearly eilghty countries, some several times,
and in the summer of 1973 I gathered the material for
this paper which had been commissioned by the Financial
Markets Study Group of the Economic Council of Canada

as part of its research covering deposit-taklng institu-

tions.

Gilven that ”theqretlcal insight in monetary and financlal

matters depend greatly on knowledge of the institutions
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and markets which make up the financlal system" (Jack

Revell, The British Financial System, 1975), this paper

concentrates on the structure, conduct and performance

of the various flnancial markets and their participants
in the United Kingdom, Western Germany and Australia.
Since it was produced early in 1974, I have added three
appendices which have extended the coverage of this

paper up to mid-1976. Since its release is scheduled

to coincide with the discussions on the 1977 revisions

to the Bank Act, 1t is hoped that it will help interested
observers in evaluating the strengths and shortcomings

of the Canadian financial system.

Gordon F. Borehanm
Professor of Economics
University of Ottawa
August 1976




CURRENT BANKING POLICY AND PRACTICE IN THE UNITED KINGDOM,
“WEST GERMANY AND AUSTHALTR

In recent years the question of the efficlency of the
financial system has received considerable attention in several
countries, Not surprisingly, the upshot of these studies is
that a community has as much right to demand efficiency of its

financial market institutions and arrangements as from other

sectors of its economy.

It may be worth recalling that the primary functions of
financial institutions and markets are to provide a payments
mechanism for domestic and foreign transactions and a transfer
mechanism for the allocation of surplus funds of lenders
between competing borrowers. The efficlency with which the
financial system carries out these two tasks 1s difficult to
assess. But one broad test is the cost involved in financial
intermediation. This is usually taken to be the spread between
the rates pald by financial institutions to "surplus units" or
"ultimate lenders” and the rates paid to these intermedlaries
by "deficit units®", although in many financial institutions
there are significant costs apart from interest involved in
obtailning funds, Clearly the narrower the differential, the
greater 18 th: operational efficiency of intermediation. The
quality of credit management 1s also important, as 18 the ability
and willingness of intermediaries to adjust to the changing needs

of their customers. Another material consideration 1s the need




to provide a sufficient volume of risk funds. This requirement
18 largely met by a well organized new issues market and by
financlal institutions possessing the necessary ingenuity and
disposition to accommodate the legitimate needs of the general
community, in particular servicing specific business propositions
where the margin of security for a variety of reasons is less
than is usually called for. This demands considerable competence
and very often acceptance of a higher risk factor.

An alternative way of describing the importance of a
well-functioning financial system is to recognize that the
financial sector uses a certain part of the community's stock
of labour and capital inputs and materials; operational efficlency
18 achleved when the minimum amount of these resources 18 required
to produce the given output of financial services., Greater
efficlency 18 also obtained when the scarce loan and equity funds
mobilized by financial institutions go to their most efficlent
uses (i.e. to those projects having the highest net productivities).
In other words, an efficient finance industry provides the best
range of services at the lowest resource cost. This in turn
enables an economy to meet more of its demands for consumptilon,
leisure, capital formation and community goods.1

The financlal systems of the United Kingdom, West Germany

and Australia have changed considerably in recent years.

1

These matters are discussed in some detall by Dr., D.W.
Stammer "Causes and Effects of Changes in the Capital Market" in
Economic Papers (The Economlic Society of Australla and New Zealand),
January 1973, pp. 1-12. See also, R.R. Hirst "The Implications of
Recent Inquiries into Capital Markets in Australia and Overseas",
lbld, PP 13-230
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The volume of funds flowing through their respective financial
systems has greatly increased. New financial arrangements have
been introduced. New types of financial institutions have
formed and grown rapidly and established intermediaries have
taken on new functions. The traditional demarcation lines
between banking and finance and industry and commerce have
become blurred, There 18 a closer involvement with foreign
financial institutions and with the international financial
market. The purpose of this paper i8 to describe and analyze
these changes with a view to suggesting what Canada can learn
from the experiences of the U.K., Germany and Australia and also

what wider lessons may be derived from such a comparative study.

TEE UNITED KINGDOM

Aside from the merger between National Provincial and
Westminster Bank, and the decision by clearing banks to publish
‘true' profits and reserves in 1969, little occurred to change
the face of commercial banking in Britaln until "new arrangements
for the control of oredit" came into effect in mid-September, 1971.
But before discussing these new measures, a brief review of the
superseded system may be appropriate.

The 01d System of Credit Control

Under the preceding regulations the British banking system
was controlled by the Bank of England by liquidity requirements
supplemented by quantitative and qualitative prescriptions on

bank credit. The large deposit banks that are members of the




London Clearing House (Barolays, Lloyds, Midland, National
Westminster, eto.) and the Scottish banks (The Bank of Scotland,
The Royal Bank of Scotland and the Clydesdale Bank) were
expected not to allow the ratio of their liquid assets to gross
deposits to fall below 28 percent of Wwhich 8 percentage points
was to be represented by cash, 1.e. notes in tills and balances
at the Bank of England. The liquid assets consisted of cash,
money at call and short notice and bills of exchange, including
Treasury bills. The regulation of this liquidity was affected
through purchases and sales of Government securitles by the
Bank of England (i.e. open-market operations) and by the call for
or the repayment of Speclial Deposits by the ocentral bank.
Credit control through the observance of quantitattee
limits was provided by ceilings placed on each clearing bank's
sterling loans. The ceilings were calculated on the basis of
the loans made by each institution on a particular "making-up"
day. The qualitative ocontrols were accomplished through guide-
lines 1ssued by the Bank of England to the clearing banks
indicating the order of priority in whioh various types of loans
might be satisfied. Export credits were usually given the
highest priority followed by oredits essentlal to industrial

production, with consumer credit at the bottom of the list.

The Background to the New Monetary Arrangements

To put the new system of oredit control into perspective,

it is necessary to review briefly the origins of the new approach.
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As long ago as 1963, Lord Cromer, then Governor of the Bank

of England, asked whether the British banks were serving the

20th century as well as they had served the needs of past
centuries. It is falrly certain that the National Board for
Prices and Incomes didn't think so, because in its Report on

Bank Charges, published in May 19672, it argued that the “inter-bank
arrangements, under which London and Scottish clearing banks
agreed among themselves both the maximum rates they would pay

on deposits and the pattern of loan and overdraft rates they
would charge to various classes of borrowers, meant that
competition between the banks did not extend to prices; and that
the long-standing cartel had led to a loss in the banks' power

to attract deposits and hence to a loss in their relative position
in the financlal system. The PIB report also pointed out that
increases in Bank rate automatically added an "endowment element®
to the banks' profit - the additional windfall that acorued to

the lending banks whenever there was an increase in Bank rate.
With loan interest rates being geared directly to Bank rate,

any increase had a corresponding effect on the rates charged to
borrowers and this more than proportionately off-set the additional
interest payable on deposit accounts (the element of customers'

current account deposits in bank assets not bearing interest).

Great Britain, National Board for Prices and Incomes,
Bank Charges, Report number 34, Cmnd. 3292 (London: Her Majesty's
Stationery Office, 1967).




Among other things, the report recommended that the inter-bank
agreements on deposit and lending rates should be abolished;
that the tight 1ink between these rates and Bank rate should be
loosened; and that all deposit-taking institutions should be
subject to liquidity ratlos requirements similar to those imposed
on the clearing banks. It also recommended that the Government
should aim at ensuring complete disclosure of profits and
reserves by clearing banks "as soon as practicable", and should
consider a system of compulsory deposit insurance.
At the time of 1ts publication the PIB report provoked

relatively little public discussion, and it was cooly received
in both official and banking circles. Indeed, one year later,
in evidence to the Monopolies Commission, individual banks
suggested that without the collective agreements on interest
rates, "they would end up paying more for the deposits they
already receive and would therefore be unable to finance industry
and commerce 8o cheaply.' The Governor of the Bank of England was
reported to have accepted these arguments" and the Treasury
representatives "went further and sald that they would wish the
present arrangements to survive because they believed that they
enabled the major part of the credit requirements of the country's
industry and commerce to be satisfied at lower rates than would
otherwlse be the case.," It also appears that "any success

achieved by the clearers in winning deposits away from institutions




in the public sector, e.g., the National Savings Bank, would

3 Thus the

hardly have been welcomed by the authorities.J
Monopolies Commission reporting in 1968, that the cartel agreement
on interest rates had such a 'soporific! effect on the banks that
it must be abolished if they were to become more competitive,
made it clear that, since the system suited the guthorities,
there was little scope for the banks to introduce the major
changes urged upon them by their critics.

As time passed, however, the authorities became increasingly
unhappy about the effects of monetary policy. In the period
1950-70 the deposits of the London clearing banks rose by
80 percent, whereas the trustee savings banks (ordinary and speclial
investment departments) increased by 179 percent, and the bullding
societies deposits by a remarkable 770 percent. During the same
period clearing bank advances grew by 256 percent and those of
the building societies by 726 percent.u It should be added that
the sterling deposits of the U.S. banks in London increased
threefold between 1965 and 1970, while clearing bank deposits
rose by one-fifth. In short, the operation of monetary pollcy
discriminated against the large deposit banks and significantly
inhibited their development. These changes, in turn, served to

undermine the framework of central bank control.

—3W.B. Davidson "Competition and Credit Control : A

Commercial Banker's View", Journal of the Institute of Bankers,
London, December 1971, p. 377.

uIbid. p. 379




The disadvantages of the quantitative controls were
also becoming increasingly evident and recognized. For one
thing, the bank lending ceilings were hampering competition and
innovation., As a result, the efficient banks were prevented
from growing and the less efficient were helped to maintain the
level of thelr business. Similarly, qualitative controls
distorted the pattern of lending and tended to favour the business
borrower at the expense of the personal customer,

Furthermore, these ceiling controls were ineffectlive
because they led to a falr amount of disintermedlation (i.e.
the flow of saving directly into credit market instruments rather
than through financlal intermediaries). In particular, they
encouraged the growth of a considerable inter-company capital
market in which the writ of the Bank of England's moral authority
did not carry much welght. The effectiveness of the cellings
was also seriously blunted by the rapld growth in the size and
importance of the Burodollar market. Many large firms which found
themselves unable to borrow from their banks through the normal
machinery of sterling loans and overdrafts (because the lending
bank was at or near 1its celling), found it possible to borrow
Eurodollars at favourable rates, convert these into sterling and
make the appropriate provisions, through the forward exchange
market, to repay the Eurodollar loan at maturity. It suffices
to note that recourse to this form of finance reached such dimensions
that in the Spring of 1971, the Bank of England had to ban all Eurodollar
loans of this kind 1f the indebtedness was incurred for a period

of less than five years.




5till further weaknesses in the old system of credit
control in Britain arose from the Bank of England's operations
in the market for Government securities generally known as the
gllt-edged market. The main consideration of the Government
broker (a representative of a firm of stockbrokers who acts for
the Bank of England) was to protect and ensure the marketability
of Government obligations. When gllt-edged securites were
offered in large quantities, whether by banks or other institutional
investors, the Government broker could be relied upon to buy
them, though often at prices below those prevalling before the
securities were offered. Thls preoccupation with the funding of
the National Debt, rather than with the effect on the credit base
meant that officlal operations in the gilt-edged market could
and often did, lead to changes in the supply of money and credit
that were the reverse of those required by the prevailing
economic situation.

Before leaving this description of some of the main
elements in the situation leading up to the initlation of new
techniques of honetary policy, it should be pointed out that
the large clearing banks began to compete with the other banks
even before the abandonment of the cartel agreement and the
quantity controls in the autumn of 1971. This was brought about
through the formation of special subsidiaries which were prepared

to pay market rates for fixed deposits of a certaln size.
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These subsidiaries were not subject to the rules of the cartel.
They were moreover able to engage in medlum term lending as a
counterpart to their ability to borrow money on fixed and
lengthy terms. Thus, in practice, the clearing banks were
operating a divided structure, the main taking of deposits and
relatively traditional forms of lending being done through the
parent institutions, with thelr widespread branch systems, and
the competitive taking of large deposits at higher rates for
less orthodox and more varied forms of lending being undertaken
by subsidiaries, usually operating from a single offilce.

Another impetus to competition was the decision by the
London and Scottish clearing banks in 1969 to cease to avail
themselves of the provisions of the Companies Act, on non-disclosure
of true profits and reserves. Following that resolution a new
spirit appeared to spread through the major deposit banks,
evidenced by greater attention to profitability. It may be
worth noting here that one U.K. authority has reached the
conclusion that;

"By putting profitabllity rather than size or

some notion of public service in the centre of banking

objectives, disclosure appears to have had two

contrary effects, On the one hand it has strengthened

the forces making for innovation; on the other it

seems also to have reinforced the eventual tendency
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discernible in recent years, for the banks to
exploit thelr oligopolistic position more by
taking advantage of the cellings on lending and
of the widening margin between Bank rate and
long-term industrial loan stock yields to

raise overdraft rates in relation to Bank rate."

Be that as it may, it is s8till true that competition within
the banking system and between banks and other institutions
had been growing over the 1960's, and in the process the
agreement on interest rates had been subject to increasing
strain.

This was the situation that prevailed over nearly a
quarter-century. The desirabllity of combining an effective
measure of control over credit conditlons with greater scope
for competition and innovation became increasingly apparent.
As was stated by the Chancellor of the Exchequer in his Budget
gpeech in March 1971, "..it should be possible to achieve
more flexible but still effective arrangements by operating on
the banks' resources rather than by directly gulding their
lending." Two months later, the Governor of the Bank of

England said:

Professor Harold Rose, "Competition and Credit Control:
The New Framework". The Three Banks Review, March 1972,
pp. 6-7.
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", .We must beware of believing that if we do
succeed in restraining bank lending we have
necessarily and to the same extent been
operating a restrictive credit policy. We may
by our very actions stimulate the provision of
credit through non-bank channels; we may intro-
duce distortions into the financial 8system; and
we may indeed be distorting in harmful ways the

deployment of the real resources of the country."

This last point was made even clearer when the
Governor sald:

"It i1s obvious that physical rationing of (credit)

can lead to serious misallocation of resaurces,

both in the economy and in the financial systen,

and that inhibiting competition between banks can

do much damage to the vigour and vitality of the

entire banking system."7

To conclude: the authorities presumably now aocepted the
argument that lending cellings stifled competition between the
banks and discriminated unfairly against them as a whole and also
were prepared to see greater movements of interest rates through-

out the whole banking system.

[

Speech by Governor of the Bank of England, delivered
at the International Banking Conference in Munich on May 28,
1971.

7Ibid.



e

<G =

The New System of Credit Control

On September 16, 1971, there was erected a new frame-
work for monetary policy and banking practice, the initial
design for which was presented (as a basis for discussion) in
May in the Bank of England's so-called "Green Paper” on "Competition
and Credit Control®". The main feature of the new scheme is
that the discipline of credit control through reserve ratios
1s extended to all banking institutions, including foreign,
overseas and merchant banks. In place of the previous minimum
1liquid asset ratio of 28 percent, to which the clearing banks
only were subject, all banks are to mailntain (on a day-to-day
basis) 'eligible reserve assets' equal to at least 12% percent
of thelr 'eligible liabilities'. The clearing banks also
agreed to maintain a dally level of balances with the central
bank equal to 1% percent of theilr 'eligible liabllities'.

This replaced the former 8 percent cash ratio, in which, unlike
the new arrangements, c¢ash in tills was included.

Quantitative controls were abolished and qualitative

. instructions were withdrawn. Significantly, the Bank of England
reserved the right to glve qualitative guldance on bank lending.

The clearing banks' agreement on interest rates was
abandoned. Accordingly, each bank now quotes its own deposit
rate for seven-day money and other terms. On the lending side,

each bank now quotes rates expressed in relation to a published




R, 1

'‘base rate' determined by itself individually in the light of
commercial and market considerations. Parenthetically, base
rate may be compared to the 'prime rate' used in the United
States. Two observations are worth stressing within this
context. First, with the abandonment of the inter-bank
agreement on interest rates, the direct link with Bank rate
also came to an end. In consequence, the significance of Bank
rate as a conventional reference point for other money market
rates was reduced., Or to put the same point another way, the
new system deprived the authorities of some of their former
control over interest rates, especially at the short end.
Second, the new system came into effect without some equivalent of
the U.S. Regulation Q, which limits the rates that American
banks can offer for time and savings deposits. 1Indeed, the Bank
of England went out of its way to state, in the explanatory
memo 1t issued at the inauguration of the new scheme, that
"the authorities see no need, at least in present circumstances,
to seek to limit the terms offered by the banks for deposits
to protect the position of the savings banks and building
socleties.” Even so, the Bank reserved the right to limit
the competition offered by the clearing and other deposit banks
for savings deposits.

The discount houses, dlscount brokers and the money
trading departments of certain non-clearing banks agreed to

maintain at least 50 percent of thelr borrowed funds in certain
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categories of public sector debt. These include Treasury bills
and Government securities with not more than five years to
maturity. The long-standing practice of tendering for
Treasury bills at a common,agreed price was abandoned. Each
discount house now tenders individually. There 18 still an
undertaking by the Bank of England to confine lender-of-last-
resort facilities to the discount houses, so that they will
continue, as thelr slde of the bargain with the authorities, to
cover each week the amount of Treasury bills on offer.

Installment credit finance houses, except for those
with 'eligible liabilitles' of less than 5 million pounds, are
now subject to a minimum reserve asset ratio of 10 percent.
Eligible 1liabllities exclude deposits having an original maturity
of over two years and any amounts borrowed from the banks (an
exclusion analogous with inter-bank lending). Reserve assets to
be held by the finance houses are identical with those required
by the banks,

All banks and finance houses may be compelled to lodge
Special Deposits at the Bank of England. These are not eligible
reserve assets and will carry interest at the Treasury bill rate.
The proportion of eligible liabilitlies that may be required to be
placed in Special Deposits will be uniform for all banking
institutions and finance houses; but the Bank of England

reserves the right to impose different rates in respect of
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resident and non-resident deposits. In this way the Bank will
be able, if it so wishes, to influence the movement of
international funds.

What 18 more significant is that the Bank of England
modified the extent of 1its operations in the gilt-edged market.

Sometime before the publication of Competition and Credit

Control, "the conclusion had been reached that the Bank's
operations in the gilt-edged market should pay more regard to
their quantitative effects on the monetary aggregates and less
regard to the behaviour of 1interest rates".7 In application of
this conclusion, the Bank of England announced in May, 1971
that it would no longer provide ‘outright support' for
gilt-edged stocks having a maturity of over one year. 1In future
the authorities would "not normally be prepared to facllitate
movements out of gilt-edged by the banks, even if their sales
should cause the market to weaken quite sharply". Expressed

in another way, the Bank reserved the right to.make outright
purchases of Government stock with more than a year to run at
its discretlon and initlative. This meant that holders of
gllt-edged stock, including the banks could no longer depend

on their unconditional saleabllity at prices close to those

current in the market.

7Speech by the Chief Cashier of the Bank of England,
J.B. Page, to the Instlitute of Bankers, London, November 10,

1971.
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A final point should be made here, The foregoing
changes represent a radical alteration in the operatlon of
monetary policy in the United Kingdom, and more specifically in
the methods of control of British financial institutions., Yet
1t is also true that these sweeping reforms have not been
the subject of a single clause of legislation. Parliament
barely discussed them. They have all been fixed up as a
gentlemen's agreement in private conclaves in the City of London,
the heart of the U.K.'s financial dealings. Truly a remarkable
example of the traditional informality which characterlizes

credit control in Britaln. But more of this later.

Further Measures

One year after the Bank of England had announced and
put into effect its new policy in the gilt-edged market, the

market encountered massive selllng,8

and the yields on short-
dated bonds rose by over 2% percent in five weeks. This prompted
the Bank of England to make facilitles avallable to the banking
system for the temporary sale and repurchase of short-dated
gilt-edged stocks; under these arrangements the Bank bought

358 million pounds of stock on June 30th which was resold to

the banks on July 1l4th. Such an innovation was adapted from

regular Federal Reserve System practice in the United States

8

Relevant to this was the sterling crisis of June 1972
which occasioned a cash shortage heavily concentrated on the
clearing banks,
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and introduced because it was considered to afford the market
only exceptional and temporary rellief. Even 8o, the Bank's
intervention in the market cast some doubt on its readiness

to permit movements in rates sufficient to allow market forces to
operate,

In August 1972, the Governor of the Bank of England wrote
to the banks and asked them to make credlt less readily avallable
to property companies and for flnanclal transactions not
associated with the malntenance and expansion of industry.

On October 13th, the method of setting Bank rate was
changed. On this date the Bank of England announced that it
was abandoning its practice of fixing the rate from timg to time
and that henceforth its minimum lending rate would be set each
Friday at one-half of 1 percent above the average tender rate on
Treasury bills, rounded to the nearest one-quarter of 1 percent
above, Concerning the change, the Bank explained that with the
introduction of the new arrangements for the control of credit,
the significance of Bank rate as a conventional reference point
for other interest rates was reduced. But the function of Bank
rate as a market instrument remained, being the minimum at
which the Bank would normally lend to the discount market. The
increased [lexibllity of interest rates envisaged by the
authoritlies, however, required a last resort lending rate which

could respond flexibly to changing conditions in the money market,
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Wwithout movements in 1t being interpreted ss signalling major

shifts in monetary policy. From these conelderations 1t

emerges that the basic argument supporting the 'floating' Bank

rate system was the contribution it would make to the more r
efficient functioning of the money market., The Bank also

noted that a change in Bank rate independent of the new method

of calculating it was not excluded if this was required to

signify a shift in official policy. In such a case, the

operation of the automatic formula for setting the rate would be
susvended until market forces moved into 1line.

In November the Bank announced a call for Speclal Deposits
from banks and finance houses observing reserve ratios, equivalent
to 1 percent of their total 1liabilities. Another call for 2
percent was announced in December, A further call was made
in July 1973, bringing the total to 4 percent of the eligible
liabilities of the banks. In this connection, it should be
mentioned that a central bank scheme for *'differential calls' for
Speclal Deposits was agreed with the banks and finance houses in
November 1972.9

In anticipation of British entry into the European Economic

Community on January 1, 1973, the Bank of England announced in g

? For detalls see "Competition and Credit Control:
further developments”, March 1973, Quarterly Bulletin, p. 52-55.
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November 1972 some important modifications of its attitude
towards banking mergers and participations. Most notably,
it made 1t clear that it would no longer object in principle to
clearing banks acquiring holdings of more than 25 percent
in accepting houses (i.e. merchant banks which are members
of the Accepting Houses Committee) and that it would be prepared
to treat other E.E.C. banks in the same way as other British
banks, so that the way was open for consideration to be given
to proposals for E.E.C. banks to acquire holdings exceeding
15 percent in accepting houses and other merchant banks, and
in British overseas banks.lo It 1s also highly significant that
the Governor of the Bank of England, speaking in Scotland two
months later, sald that "clearing bank amalgamations south of the
border have gone as far as would be permitted for as far ahead
as one can see".11

In July 1973, technical but highly significant and
important changes were made: in the credit control rules applied
to the discount market. As noted earlier, the members of the
discount market observed a 50 percent public sector lending ratlo.
The ratio was now replaced by a 1limit of twenty times their capltal

and reserves on thelr holdings of certaln assets - mainly private

- ——

loFor full text, see December 1972, Quarterly Bullétin,

p. 452,

11}
Speech by the Governor of the Bank of England, given
before the Institute of Bankers in Scotland on January 22, 1973.




sector debt. According to the Bank of England, the public
sector lending ratio tended to complicate it's task of
securing adequate influence over credit extended by the discount
market, and produced distortions in short-term money markets.1
In August a ceiling was put on the rate of interest
that can be pald on bank deposlits of 10,000 pounds and under.
The objective was to protect the position of the building
socletlies and savings banks.
Such as they are, the foregoing developments suggest
that a partial retreat from the spirit, if not the letter

of Competition and Credit Control has occurred. Let us now

. e e e e o e

assess the impact of the new approach to monetary policy during

its first thirty months.

The Impact of the New System
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