














-~ 10 - Special Deposits With
the Bank of England

refer to releases for individual banks that might be temporarily short
of liquid assets. No authoritative interpretation of the statement
is’available, but it seems reasonable to think that this may mean some-
thing,akin to the Federal Reserve arrangements for member bank borrow-
ing. & London bank excused temporarily from maintaining its prescribed
amount of special deposits would thereby be enabled to meet its "30 per
~cent plus" requirement, just as a member bank borrowing temporarily is
enabled to meet its reserve requirement; presumably the London bank,

Just like a member bank, would remain under some moral and administrative
pressure to adjust its position.

Clearly this means that attention has been given to the
problem of how to avoid excessively blunt use of the new tool, How-
ever, the potential significance of this new ad justment mechanism may be
even broader. If and when special deposits are once brought into being,
the adjustment mechanism would apparently be available for use not only
in connection with further calls for additional deposits, but also when-
ever for any reason a bank suffered drains on its liquid assets that -
threatened to put it below the "30 per cent plus" line in its next monthly
statement. 1/ Thus for the first time in many years there would exist in
London an "elastic" adjustment mechanism enabling a bank to avoid drastic
sudden adjustments in its investments and loans, but nevertheless exert-
ing continuous pressure on the bank to carry out adjustments so long as
ivs liquidity position remained impaired. At present, arrangements do
exist for relieving strains on the London banks' cash reserves, through
Bank of England loans to discount houses, These arrangements, however,
do not provide an "elastic® cushion with respect to the cash ratio
because the banks are never forced to go into debt themselves; and they
provide no cushion at all with respect to the liquid asset ratic because
banks, in fercing the discount houses to obtain cash for them from the
Bank of England; have to give up a corresponding amount of call loans.

The "30 per cent plus™ convention furnishes the indispensable
fulcrum on which any policy of credit restraint in England must depend,
whether leverage is applied through funding operations or by the new
toel of calls for special deposits. Two important questions about

1/ It is not known whether the monthly adjustments of special deposits for
changes in deposits would occur at the same time as the monthly publication
of bank statements. The words of the amnouncement do not suggest that any
monthly averaging is contemplated.
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~this convention still have to be asked, Only future experience can
 glve the answers. First, if funding policy in the future should turn
outxtowbe mre successful than short-run monetary policy required
(exerting perhaps very severe pressure on bank liquidity), would the
fiscal and long-run monetary aim of drastically reducing the floating
~debt be given up, or would the 30 per cent standard be revised downward

%o make a new minimum of say, 25 per cent (or some day even 20, or 15,

or 10 per cent), so as to avoid restraint when restraint were not desired?
Second, whether or not the supply of Treasury bills (and call loans)
available to the banks should in the future still tend to exceed 30 per
cent of their deposits, if it should be pulled down to 30 per cent or below
by Bank of England deposit requirements during a period of credit restraint
would there be some danger that the banks would begin to view the 30 per
cent convention lightly, and wish to revise it downward themselves?

Summary and conclusions

The greater flexibility in bank credit supply and the return to
broader competition between banks and other lending institutions that are
involved in suspending the ceilings on bank advances seem whelly desirable,
Something was needed to take the place of loan ceilings to exert and main-
tain restraint when restraint may be needed, and it was clearly wise net
to leave all the burden, in the short run as well as the long, on funding
policy., But continuation of funding will be necessary if eventually the
Bank of England is to get into a position to restrain credit expansion
through open-market operations affecting the banks! cash reserves, rather
than having to concern itself so greatly with the banks' short-term liquid
earning assets position. How to preserve, in the meantime, the solidity
of the essentially arbitrary 30 per cent liquid asset convention may prove
a& real problem,

The new tool of action is a blunt one, and its greatest value may
be as a weapon held in reserve. However, a mechanism for "elastic" cushion-
ing of shocks to the liquidity of individual barks is a part of the new
arrangements; this should allow the Bank of England to act forcefully in
restricting aggregate liquidity in the banking system, whether it does so
through open market operations of the "funding"variety or through calls
for special deposits.

There is no certainty that the new weapon of cails for special
deposits will ever be used. It is, however, a weapon that may have to be
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Such obgectlonsf
55-56 and concurred in

& > sals, 1f adopted at that time, mlght e3511y have led to a
 rather than an amelioration of the floatlng debt problem. Th
- of the past twelve months clearly indicates the Bank of England oncerr
about the problem of the floating debt, and suggests that the new ool o
action will not be used unwisely or . unnecessarlly.

I/ See, for example, The Ecomomist, July 12, 1958, pp. 1L1-1L3.
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