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In March, the discount houses accepted Manchester's one-year bonds with
great enthusiasm, since these bonds provided them with an investment having a
maturity to fill the gap between the 3-month Treasury bill and the shortest-dated
available government bond--18 months in February 196hi. Furthermore, the one-year

~ bonds provided the discount houses with a jobbing opportunity, as the bonds were

attractive to institutional investors and even to industrial companies,

The one~year bonds also proved to be a relatively inexpensive means of
finance becaise of the current strong market demand for these securities. The
one~year bonds issued in early July had a coupon of 5 per cent at a time when
the deposit rate on 36l day money was 5-1/2 per cent and an interest charge on
one-year mortgages of* 5-3/Li per cent.

The monetary authorities, however, viewed these one-year bonds as an
attempt to contravene the controls on temporary borrowing, and they were quick to
display their displeasure. The Treasury, in a circular to local authorities, stated
that " . . it would be a matter of concern to the Goverrment if the imposition of
control on local authority borrowing for less than twelve months were tg be accompa=-
nied by a sharp rise in borrowing for a fractionally longer period." l;/

There was also concern that a large, uncontrolled issue of these bonds
marketed through the discount houses might be used as collateral for discount
market borrowing at call from the commercial banks and thus expand the commercial
banks' credit base--possibly at a future time when the Bank of England might be
attempting to restrict bank liquidity.

Therefore; immediately after the early Manchester issues, the Bank of
England decided not to accept one-year local authority bonds as collateral for
advances to the discount houses. The Bank also requested that the discount
market restrict its total holdings of one-year local authority bonds to £100
million., Later, this ceiling was lowered to a range of £30 million to £40 million.
The London clearing banks were told in turn that ". . . it would not be welcome 17/
if the banks accepted large amounts of these new bonds as call money collateral.' =L

For their part, the discount houses expressed concern that there be a
spread of maturities on the marketo. This desire meant that the aTgynt of one=year
bond issues hat can be placed at any one time would be limited., 28

Nevertheless, the Bank of England has been given complete control over
the issue of one-year local authority bonds. In early July, the Control of Borrow-
ing Order of 1958 was amended so that all local authority bond issues (not merely
those in excess of £1 million) will require Bank approval as to their amount and

167 Quoted in The Economist, April L, 196k, p.65
17/ The Times (London), May 15, 196L p. 19
18/ The Financial Times, June 27, 196k, p. 9
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heir timing. For the first proposed local authority issues under the Local
Authorities (Financial Provisions) Act of 1963, the Bank required that one-year
bonds ‘be issued along with bonds of a longer maturity. 19/

There have also been reports that the British monetary authorities
sought to direct one-year issues from the discount market to the bond market.,
According to these reports, the Stock Exchange Council was asked to lower
the cost of issuing one-year bonds so that Government bond dealers will be able
to compete e’fectively with the discount houses for placing these issues. However, in
July £4.5 million of yearlings were placed in the discount market along with
£5.0 million in the government bond market. It appears likely that one-year
bonds will continue to be placed directly with the discount markets as well as
being offerecd on the stock exchange.

Local authority mortgages-Since April 176L, there has been a slackening
of long-term mortgage borrowing as Treasury funds became available once again
through the FWLB. However; two relatively short-term mortgage instruments have
become important since April. One is a 2-to0=3 year mortgage which, can be re-
paid after ore year, upon the demand of either the borrower or the lender on one
month's notice, However, these loans are normally expected to run until maturity.
A second type of issue is repayable on one month's notice after a term of eleven
months; these loans are expected to terminate within two years,

. Concluding Observations

The local authorities have demonstrated their ability to raise substantial
medium- and long-term funds in their own name on financial markets. Local
authority bond issues in 1962 and 1963 have been successful; more money was raised
in these channels in these two years than in the previous seven years combined.,

The limited bond sales prior to 1962 has been attributed primarily to barriers

imposed by the monetary authorities, and not to difficulties inherent in local

authority bonds per se; local authority bonds were held back so that they would
not spoil the market for the issue of bonds by the Treasury itself.

As a result of these bond sales, the local authority mortgages market
has attracted into the public sector local funds which might have otherwise been
utilized elsewhere, The value of local authority mortgages outstanding almost
trebled between March 31, 1955 and March 31, 1962,

A further indication of the ability of local authorities to tap available
financial rescurces is their quick response, with one-year bond issues, to the
restrictions cn temporary borrowing. This has demonstrated the ability of astute
local authority treasurers and underwriters to raise funds by taking advantage of
a gap in the government debt structure--despite initial official disapproval of
the technique used.

19/ The Times (London), July 8, 198l, p. 16.
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View , 1 arrangements in Britain is thatyiocai“au,ﬁ,
st be able to secure long-term funds from the central government.

| But, now that local authorities are able once again to borrow on a 1 X'
- 8cale from the PWLB, the monetary authorities must face the possiblity that at some
- time in the future, their ability to restrict credit might be impeded as in 1955
by the Treasury's responsiblity of raising funds to finance local authority
capital expenditures,

Two features of the credit mechanism today may make this problemyleSS
Serious than it was in the mid-1950's. First, the commercial banks are no longer
excessively liquid as they were in the mid-1950's, Secondly, should the monetary
authorities desire to restrict the lending ability of the London clearing banks
and the Scottish banks at a time when their liquid assets are increasing, Special
Deposits could be called, requiring these banking institutions to held additional
deposits with the Bank of England up to 3 per cent of their gross deposit ,
liabilities, In this way, the monetary authorities are thought to be better able
to offset deficit financing through the banking system than they were a decade ago.






