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ABSTRACT

This work assesses the continuing development of bank
supervision in the U,K, Particular attention is focused on
the éggently published Bank of England discussion papers in
this field, Emphasis is placed on the issues of(monetary
control, capital adequacy and 1iquidity\ The latter two are
prudential concepts. The thesis assesses how and why the’

Bank of England control and monitor bank balance sheets - and

how this affects banks' capital structures.

The thesis is structured in two parts, Part I analyses the
stance of the supervisory authorities before 1980. We
discuss the rather unique role and style of the Bank of
England, The 1971 reforms of Competition and Credit Control
are discussed., The limitations of this system are noted, and
the case for a change in banking supervision made. As a
result the issues of monetary control and prudential
supervision are analysed in detail and the present stance of

the Bank of England in each case examined.

In Part II a quantitative assessment of the impact of the new
‘regime is made., The impact of the direct monetary controls
can be seen, whilst the impact of prudential sﬁpervision is
less certain - though the work demonstrates the potential

threat of the new prudential guidelines.
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1.1, INTRODUCTION

(;n the U.K. the supervision of the banking system is
entrusted to the Bank of England; In many respects the
contro;s and guidelines issued by the Bank of England are
unique., More importantly, however, during the last few years
the system has been subject to a considerable degree of
change.,) This thesis assesses the growth of supervision in
the U.K., why changes have been made and what effects these
changes may have. The assessment is made with reference to
the recently published Bank of England papers on mohetary
control and prudeﬁtial supervision = and how they impact on
banks! balance sheetspﬂ‘Thus this work is concerned with the

. —, )
supervision of -banks' balance sheets and not bank regulation.

The terms of reference are as follows. (ip the U.K. the Bank
of England has sole responsibility for ensuring a sound, but
competitive banking system, -This is referred to as
prudential supervisioﬁ. In this respect the Bank of England
now issue guidelines. These guidelines are often tailored to
meet an individual institution's own requirements,
Nevertheless, prudeﬁtial supervisibn canh prove to be an

effective control mechanisﬁ)

(10n the other hand, the Bank of England is also responsible
(to Government) for ensuring the effective implementation of
Monetary Policy. This role, by necessity, tends to have a
rather more direct impaet on the banking system than the
‘prudential guidelines. It is in this role that the Bank of

England implements monetary controls. /)'



[;n practice, however, both monetary control and prudential
supervision represent forms of intervention by the Bank of
England, both of which are almost exclusively applied to a
bank's balance sheet. This work distinguishes between these
two principal forms of intervention, explaining the rationale
behind them and assessing their impact on bank balance sheets
and the U.K. banking system. The impact of monetary controls
can be said to be more precise than the prudential guidelihes“

- yet the latter can be just as effective?

ﬁ[The term bank supervision is not a new one - the Joint Stock
Banks of the nineteenth century were supervised by the Bank
of England in its role as the central bank. The significance
is that banking supervision hés developed rapidly in recent
years, particularly during the latter half of the 1970'3.)
<AThe 1979 Banking Act established a new supervisory framework
within which the Bank of England could influence bank balance
sheets for controi and/or supervisory purposes. The need for
change had been provided by many factors, for instance the
fringe banking crisis, inflation and the growing importance
of the money supply in modern monetary policies. Thus Bank
of England interference was now to be specifically directed
towards the areas of capital adequacy, liquidity and monetary

control. 3

(ﬂIn consultation with HM Treasury, monetary controls over the
banking system have been relaxed by the Bank of England. A
move towards controlling the monetéry bgse of the banking
system was dismissed as impractical in the UK. Efforts were

also made, in discussion with select banks, to implement an



appropriate system of prudential supervision. Particular
emphasis has been placed on maintaining the solvency and day-
to-day liquidity of banks. The Bank of England have issued
guidelines which show their interpretation of the adequacy of
a commercial bank's capital and liquidity. Banks in the
U.K. will be encouraged to maintain an asset structure of
sufficient quality. Unforeseen losses can then be charged
(in addition to normal operating losses) to current earnings
Wwithout affecting the solvency of that bank. Capital
adequacy is therefore a long-term issue, In the short-run
the Bank of England are also concerned banks do not become
illiquid., This may occur where the assets and liabilities of

a bank are mismatched. ;>

The current controls and supervisory guidelines were
published after 1980, Sufficient time has not therefore
elapsed for significant research results to be obtained. The
rationale of this work is to provide an initial assessment of
the newly defined monetary control and prudential supervisory

framework.

1.2. FORMAT

The thesis is structured in two parts. Part I anglyses bank

supervision, the role of the Bank of England, the history o

bank supervision in the U.K. and the factors that led to a

o e £ A

re-assessment of this position, Particular emphasis will be

placed on monetary controls, ,capital adequacy and liquid
adequacy,. These topies will be analysed in detail; the
recent changes will be inéorporated to define the current

position in the U.K. 1In Part II the impact of the current




regime will be assessed by use of quantitative models of bank
balance sheets, The thesis will conclude that the impact of
monetary controls is clearly discernable but that prudential
supervision could now impose a very real threat to banks?

balance sheets. -

1.3. METHODOLOGY

The literature review revealed that extensive coverage has.
been given to the topics of monetary control and prudential
supervision, most notably in the United States, The two
topics were, however, in élmost all cases treated separately.
Thus, although the literature survey proved helpful, it
failed to offer a base from which these issues could be
considered in terms of an oferall impact on bank balance
sheets. To supplement this analysis, a computer-based model
of a hypothetical clearing bank was constructed. The model
used the Supercalc financial package, which allows the user
to vary the assumptions of the model and observe the
resulting changes. The various controls and guidelines were
imposed on the balance sheets. The model demonstrated the
significant impaet of the Bank of England's new supervisory
framework - and the resulting effect upon a bank's
profitability of these constraints. Finally a series of
informal discussions with commercial bankers and analysts was
undertaken, These discussions revealed widely varying
interpretations of bank supervision, particularly éoncerning
the rationale behind the present system of monetary control

and the impact of the prudential guidelines.
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2,1 INTRODUCTION

This chapter will identify the concepts underlying bank
supervision. Section 2.2 will argue why bank balance sheets
are subject to external control and guidelines in respect of
monetary and/or prudential policies. The role of the Bank of
England as central banker to the 'U,K. will be discussed. The
style of supervision adopted by the Bank of England will be
considered in Section 2.3. This will be briefly compared.
with the United States and West Germany in Section 2.4. The
emphasis on the approach and style of banking supervision in
the U.K., will be particularly important to an assessment of
the prevailing supervisory controls in subsequent chapters.
We are not therefore concerned with 'structural' regulations.
Such regulations define the cﬁnditions for the establishment
of new institutions and the branches of existing ones,
various controls on interest rates and charges for

services.(1p'16)

2.2 BAHNK SUPERVISION

2.2.1. Bank supervision defined

It has been suggested by Holland (2p.34) that bank
supervision should protect the legitimate interests of
present and would-be bank customers and shareholders; prevent
bank failures and be attentive to overall monetary//

conditions., Kamath (3p.24) has added the maintenance of

R

public confidence in the banking system; promoting a

*healthy' banking industry (in terms of a desirable level of
competition within the sector and maintaining the banks'

ability to earn a rate of return commensurate with the




'badking risks involved) and allowing the banking sector to

meet the needs of the community, both at present and in the

future.

(Bankihg supervision is therefore‘concerned with prudential
Kand monetary issues. Prudential policies will seek to ,//
encourage the growth of sound banking businessy> Horvitz
(4p.591) commented that "....failures of large banks (or at
least worries about such problems) are going to be a
permanent part of the financial picture of the future"K;‘In
the U.K. the Bank of England have recently focused on capital
-and liquidity measures in an attempt t6 limit the possibilit{”_

of a recurrence of the difficulties highlighted by the fringe
banking crisis.'>

Monetary controls,'however, are determined largely by
official policyj;and any measures taken by the Bank of England —
Hill be with the approval of the-government:> Gardener (5p.4)
has argued "....the prudential stances of individual Banks
become of much less significance when the monetary
authorities themselves act in an irresponsible and imprudent
manner", This is because monetary policy, inflation, interest
rate levels and changés; and the general state of the economy
are all factors beyond an individual bank's control.(honetary
supervision acts on liabiiities'by affecting the growth of
deposits (and therefore of the money stock) through changes —
in interest ratéé brought about by Bank of England
intervention in the financial markets.,, A major factor in the
rate of monetary expansion has been the growth of bank }C

finance, the banking system's principal risk asset. This is



also influenced by interest rates, though monetary
supervision can also impose more or less direct controls =~
for instance specific quantitative limits on lending and
compulsory reserve requirements related to the behaviour of

bank 1lending.

Table 1 below shows the areas of a bank's balance sheet over
which the Bank of England has‘now sought to exercise greater.
supervision under the terms of the Banking Act. To date the
proposals have been issued‘under four main headings:

1. Monetary Control

2. The Measurement of Capital

3. The Measurement of Liquidity

B, Foreign Exchange Exposure

In the final analysis, because of their effect on bank
balance sheets, all four papers are inextricably linked.
Bank capital standards interact with both national economic
and monetary policies, Increased capital fequirements may,
when new capital cannot be raised, directly decrease the
availability of funds to borrowers and therefore the rate of
growth of bank credit and money, Rigid liquidity standards
may promote ill-timed banking actions; flexible liquidity
standards could frustrate (for a time) the thrust of monetary
policy.1Prudential supervisiqn will tend to monitor the

changing quality of management, credit and balance sheefs.
Such information can be very useful to the makers of monetary
policy. Lomax2 has argued for an integratgd approach towards
both the formulation of monetary policy and the supervision

of the banking system.



~

T

ABLE 1

THE CENTRAL BANKS CONTROL AND SUPERVISORY ROLE

LIABILITIES

BANK PAPERS

/ASSETS

CAPITAL \
Sterling Deposits

Currency Deposits &

‘“\\\\\\H\

Measurement
of Capital

- Provisions

Other

BANK OF ENGLAND

Monetary Control

T

Foreign Currency

Exposure
\\\\\\“\\QCurrency Advances

ﬁﬁh“ﬁ‘h“““Measurement of Liquidityb"”/ﬂ’#”;ﬁANK CF ENGLAND BALANCES

Liguid Assets

PMarket Placings

Sterling Advances
and Investments

T and Investments

SOURCE: D. Child, Presentation, Loughborough University of Technology, 26 November 1981

11



2.2.,2 Why banks require supervision

Reed et.al.(6p.3) stated "Commercial banking is one of the*‘ﬁ

most closely regulated businesses", This is because the|

|

social consequences of large and widespread banking failures;

are "...generally viewed as sufficient justification for some:

Ve

form of prudential regulation, or supervision, of banking

activities"(7p-1). Secondly bank deposits and advances have.

become a crucial constituent of monetary policy./)ln the U.K?"

(as in most other countries) interest rates remain a major

determinant of monetary policy because of their effect on the

demand for both money and bank credit. (Panking systems willT;

therefore be supervised to the extent that the authorities

think it prudent to do so and the monetary authorities define

e

their objectives in terms of bank assets and liabilitiesy) In

the U.K. bank deposits are the main component of the money

supply.

In section 2.1 it was shown bank supervisors are concerned to
maintain a 'safe! banking industry. This could be achieved
by a bank's own regulationgi)ut Revell3 has argued tha

increased competition has increased risk taking which in the

e

——"

abscence of external regulations has led in almost all {X

instances to the growth of 'bad banking practices'. In the
U.K. this is illustrated by the failures of Overend Gurney in
1866, City of Glasgow Bank 1878, Baring Brothers 1890; the

major financial crises accompanying the outbreak of war in

1914, and subsequently 1929-1932; the fringe bank crisis

1973-74, "The step from primitive self—regulation'through the

suspension of inter-bank competition to regulation by the



authorities was a necessary one as soon as it was}

demonstrated that self-regulation could break down®, (8p.22),

‘;
o

Prudential supervision of a banking system is therefore

required primarily because of externalities such as poor )
/:—'_

management and fraud,

To a lesser extent the risks inherent

in a bank's balance sheet are also important. (The essence of

banking is to achieve an appropriate balance of risk and

return which permits a bank to maintain adequate levels of

liquidity, solvency and profitability. )

This was recognised by Crosse and Hempel (9p.59):

"Taking risks can almost be said to be the
business of bank management. A bank that is run
on the principle of avoiding all risks, or as many
of them as possible, will be =a sfagnant
institution and will not adequately serve the
legitimate credit needs of its community. On the
other hand, a bank that takes excessive risks, or,
what is more likely, takeé them without
recognising their extent or even existence will

surely run into difficulty."

!

"

Two factors, however, tend to lessen the possibility of banks

taking excessive risks:

1.

(10p.5)

Banks are highly geared institutions and are for the

most part lending their depositors money. If a banks!

assets are reduced by more than a relatively small

—

s

4



percentage, their earnings and capitai will be
completely eroded and the bank will become insolvent.
[

2. Banks are remunerated by a small and fixed margin over
their cost of funds (excluding any fee income). This
means a bank does not have an 'upside potential!'! on its
assets - they are unable to share in any unexpectedl?
high profits accruing to the borrower. In contrast to
an equity investor or venture capitalist, a commercial
banker cannot work on the principle of balancing out

losses against successful ventures.

A full discussion of banking risks will bé given in Chapter
5, The purpose of this section was to show why it is
necessary to supervise a banking system.(@e conclude that
monetary controls are imposed because bank's assets and
liabilities form a major component of official monetary
policy. On the other hand prudential supervision is
necessary because of externalities and because internal bank
controls have, on certain occasions, proved to be

insufficient on their own. ?

2.2.3 Bank Supervisor Defined

(?roadly speaking a banking system will be supervised 1n
practice by the central bank of that country. The central.
bank was defined by Sayers as ",,..an organ of government
that undertékes the major financial operations of the
Government and by its conduct of these operations and by
other means, 1influences the behaviour of financial

institutions so as to support the economic policy of the




government™, (11p.66) The whole criteria and objectives of a

central bank therefore differ from commercial banks., Central

banks are not profit maximisers., A central bank is governed

by people who are more closely connected with Government.

v

The most important objective of a central bank is to control ///

the money stock in such a way as to promote the interest of

the general publie. (12p.15%),

b

The functions of the Bank of Engiand in the U.K. may

therefore be described as follows:

2.

Note - issuing authority.

Banker to the Government:-

a) maintaining the accounts of Government
departments;

b) handling Government short-term borrowing through
the (weekly) Treasury Bill tender;

c) handling the issue of Government stocks, interest
payments on them and redemptions at maturity;

d) managing the Exchange Equalisation Account (or
similar fund).

Banker to the banks ~ their source of cash and a means

of settling transactions with each other (for instance

cheque clearing) and ﬁith the public sector.

Lender of last resort.

Ihplementing Government monetary policy - principally

by influencing the cost and availability of credit by:-

a) varying the terms of 'last resort' and other
support;

b) open market operations;

1



c) directives to banks;
d) calls for special deposits/variations in banks'

reserve asset ratios (the latter ceased August

1981).
6. Supervision of the U.K. banking system.
Te Maintain accounts for overseas central and other

foreign banks and for bodies such as the I.M.F. and

I.B.R.D. /

1979, the role of bank supervisor was never formally

entrusted to the Bank of England. Instead the role has been |
traditionally established by the 'necessity of recognition'i

of financial institutions by the Bank of England, This;

process applied particularly to the discount houses (because/

of their unique position as intermediaries between the Bank

g
of England and the banking system) and the merchant banks

r

(because the Bank of England was prepared to discount theiﬁ
acceptances). In return for 'recognition' by the Bank oﬁ
England, financial institutions were prepared to accept that
the ",,.regulation of their activities was desirable in th%

i /
common interest.,." and "...that rules for the performance of 4

i
functions and of duties should be accomplished and enforced“J

(13p.379), Thus the Bank of England was considered to be the\
practical "“....supervisory body since de facto the banking K
community accepts this situation. and the Bank's supervision \

and controln (14 p.5), /)
% | -

Bank supervision in the U.K. now involves at least three

separate areas of Government, each ‘with differing ,//

responsibilities:



1. The Treasury who seek to have available an effective
system with which to control, if necessary, the growth
of the money supply. By implication, this means
dictating the terms at which the banking system would
be supplied with, or relieved of, cash,

2. The Bank of England Policy and Market Department whose
responsibility is to ensure thék there is sufficient.
liquidity available to relieve any day-to-day shortages
in the banking system.

3. The Bank of England's Supervision Department whose
responsibility is to ensure that individual banks are
prudently managed and hold adeguate capital and

liquidity.

2.3 BANK SUPERVISION - THE U.K. APPROACH
In the U.K., bank supervision has been and continues to be a
"...blend of both statutory and non-statutory
provisions®(15p.379), The latter has traditionally been
carried out by the Bank of England through its role as the
central bank. The supervision and control of the U.K.
banking system has never, however, been a formally designed
process (until recently).

- —
2.3.1 Statutory Bank Supervision
Prior to 1979 the Bank of England supervised the U.K. banking
systém as a result of the 'necessity of recognition' and not
through statute. The 1946 Bank of England Act gave the Bank
of England power to issue directives to banks, but this has

only rarely been utilised. This lack of formality was



reflected in the Bank of England's supervisory department,
By 1967 there were only four Principals of the Discount
Office with a supporting staff of about fifteen, whose
primary function was not bank supervision but disgount window
lending and the bill markets, This was primarily because it

was not until the 1979 Banking Act that a statute definition

—

of a bank was given. The following are the principal

statutes of banking recognition: (16)

1. Exchange Control Act 1947 - authorised a list of named
banks who could deal in foreign currency or open
accounts for non-residents of the United Kingdom. This
list was not closed; banks were added to it as

appropriate, The Act is now defunct.

2. Companies Act 1948 - schedule 8 empowered the Board of
Trade to exempt recognised banking or discount
companies from disclosing the size of their hidden
reserves, This was revised by schedule 2 of the

Companies Act 1967.

3. Protection of Depositors Act 1963 - imposes conditions
to be fulfilled by anyone wishing to advertise for
deposits. These do not apply 'to banks and discount
houses who were recognised for this purpose by the

Board of Trade under Section 127 of the Companies Act

1967. S

N/



a)

b)

Companies Act 1967 - the two relevant sections were:-

Section 123 which empowered the Board of Trade to issue

certificates to 'banks' provided these institutions
Wwould carry on bona fide banking business for the
purpose of section 6(f) of the Money Lenders Act 1900-
19275.

Section 127 prohibited the use of the words 'bank,
banker or.banking institution' in an advertisement by a

company not on the exemption list.

Income and Corporation Taxes Act 1970 - section 54
enables the Inland Revenue to confer the right to pay
and receive interest gross of tax to companies

considered to be conducting a banking business.

Banking Act 19796 - the Act is primarily concerned with

\.______..____‘____‘—__
bank supervision. New supervisory responsibilities

were pigg;d on the Bank of England to determine which
institutions may legally operate as deposit-taking
businesses (excluding Building Societies). Further, the
Act established a deposit protection fund and

controlled the use of banking names and descriptions.

The Banking Act established a two-tier system of
deposit-taking businesses, categbrising such
institutions as 'recognised' banks or licenced deposit
taker's (LDT's). The Bank of‘England has the sole
power té grant recognition or a licence, and may revoke
either. Once granted, the institution comes under the

continuing process of supérvision by the Bank of

19

~



a)

England - the Act does not however lay down rigid
statutory prudential ratios, By February 1982 there

were 293 recognised banks and 300 LDT's.

Recognition is granted to an institution which enjoys
and "...has for a reasonable period of time enjoyed, a
high reputation and standing in the financial
community" (3ch.2, para,1(1)), provided that its
business is carried on with integrity and prudence. A
licenced institution must likewise "...conduct its

business in a prudent manner™ (Sch.2, para.,10),

Both institutions are now required to observe
guidelines on capital adequacy requirements.
Recognised banks must maintain ",..net assets which,
together with other financial resources available to
the institution of such a nature and amount as are
considered appropriate by the Bank, are of an amount

which is commensurate with the scale of the

institution's operations" (Sch.2, para 6(1)). LDT's

are however specifically required to maintain an amount
which is ",..sufficient to safeguard the interests of
its depositors™ (Sch.2, para 10 (1)). In addition a

licenced institution must:-

maintain adequate liquidity having regard to the
relationship between its liquid assets and its
liabilities and also to the times at which its

liabilities fall due and its assets mature, and



b) make adequate provision for bad and doubtful debts and

obligations of a contingent nature (Sch.2, para 10 7

O
(1)). _:;;
2.3.2 Non-statutory Bank Supervision -1

Prior to 1979, banking supervision in the U.K. was based on
an informal approach. Gowland argued "The lack of statutory
backing to the system was a matter of pride"™ (17p.91) whilst.
Richardson has stated it is " ..because of our traditional
disposition to use unwritten, rather than codified, systems
in some areas of our national life" (18p.367). Evenso this
informal approach has long been viewed by the financial
markets effectively as mandatory, a feature unique to the
United Kingdom, Within this framework, the clearing banks
and British overseas banks with large foreign branch networks
have consistently remained the least supervised sector
because of their operations and the security provided by
their greater resources, _L
Blunden has stated that the 'natural evolution' of bank
supervision in the U.,K. has given rise to four unique
characteristics - a flexible, personal, progressive and

participative approach?.

1. Flexible - a flexible and pragmatic attitude has been
adopted. The Bank of England recognise the many groups
of financial institutions and their individual needs

and practices, It is because of this diversity, the

AP



Bank of England have never attempted to impose rigid
rules on the banking system, viewing ratios merely as

yardsticks and not categorical imperatives.

Personal - by viewing each institution as unique, the
Bank of England has always had particular regard to the
quality and reputation of management and, where
appropriate, ownership., Thus the degree of supervision.
exercised has varied greatly according to the type of

bank,

Progressive - as a logical extension £o the principal
of recognition by supervision, the Bank of England has
tended to graduate the levels of supervision according
to the degree of recognition each institution is
afforded., Thus the degree of supervision considered
appropriate was a function of the belief that a bank
will only attain its status after a long period of
growth; informal recognition could be achieved by
eligibility of bills, membership of associations -

formal recognition was by legislation.

Participative - in the absence of legislation, the Bank
of England have traditionally regarded the best way to
judge what constitutes sound banking by observing the
behaviour of banks which have an established reputation
for prudential management (19p.367). The Bank of

England would establish their standards accordingly.

A




To assess an individual bank, the Bank of England would
rely not only on the information given by that bank but

would also encourage views from other banks,

A

2.4 BANK SUPERVISION - UNITED STATES AND WEST GERMANY

The purpose of this section is to compare the uniqueness of
the informal approach to bank supervision in the U.K. The
United States (U.S.) and West Germany offer two similarly

advanced western banking systems yet banking supervision per

se is more clearly defined.

2.4.1 Bank Supervision - The United States L
[EPe central bank of the U.S. is a system of twelve connected
banks called the Federal Reserve Banks. The Federal Reserve
System (FRS) was founded in 1913; most of the fundamental
central banking powers of the system are entrusted to a
central body, the Board of Governors of the FRS., There are,
however, over 14,000 commercial banks in the U.S3S. who are
-

principally supervised by three different bodies - the FRS,

the Office of the Comptroller of Currency (0CC) and the\M(//
Federal Deposit Insurance Corporation (FDIC). In fact there

are 55 supervisory agencies because banks may also be
supervised by the relevant state authorities,

—

Supervision is accorded as follows. All U.S. banks must have

a charter before commencing business. To be eligible for a
national chartet, commercial banks are required to have a
given level of net worth (National Banking Act 1864), -
Nationally chartered banks are supervised by the 0CC. State

chartered banks may seek membership of the FRS8., Member




banks (and Bank Holding companies) are supervised by the FRS.
Non-member state chartered banks, whose deposits are insured,
are supervised by the FDIC, Non-member 'uninsured'! banks
come under the auspices of the relevant state authority.
There is a degree of overlap between the FRS, the FDIC and

the state authorities.

The FDIC was established in 1933 following the bank failures
of the late 1920's. During a period of only three years
10,000 out of a total of 25,000 banks failed. The result was
that since the 1933 Bank Holiday, all personal deposits up fo

a cgrtain\sum have to be compulsory insured with the FDIC.

tion of the three main supervisory agencies contrasts
with the authority of the Bank of England in the U,K.
Holland believes a sole agency could "...tend to become
inflexible, or even ossified"(20p.34), This may well be true
in a country with such a diversified and impersonal banking
system, Evenso the FRS is being encouraged to become more
closely involved in bank regulation and supervision, Davies
(21p.72) questioned this on two issues. Firstly, federal
consolidation might adversely affect the viability of the

dual banking system under which banks have the choice of a

state or federal charter, Secondly, he questioned the

desirability of vesting supervisory authority over banks
Wwithin the agency responsible for the conduct of monetary
policy. U.K. experience would not appear to attach much

weight to the latter c¢criticism.

/]
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Supervision of the American banking system therefore remains
divided. Proposals have recently been forwarded to consider
consolidating the functions of the OCC within the FRS, as the
creation of a Federal Bank Examination Council9 but they have
been generally opposed. Supervision of the banking sector
throughout the States is however a far more legally defined\

process than in the U.K. <

2.4.2 Bank Supervision - West Germany

i

In direct contrast to the U.K.,, bank supervision in Germany
was formally designed by the Kreditwesengesetz (KWG Banking

Act) of 193410, Also supervision is not directly conducted

by the central bank (Bundesbank) but by thi/

Bundesaufsichtsamt fur das Kreditwesen (BAK). The function
of the BAK was defined by article 6(2) of the KWG as

"...containing abﬁses in the banking sector which endanger

~

-

the security of the funds entrusted to banks, or which impede [ﬁ

the orderly conduct of banking business, or which could lead

to considerable disadvantages of the economy as a whole."

Broadly speaking supervision is the responsibility of the
BAK. It can order the immediate cessation of business and
has the power to request detailed finaneial information from
the banks. Within this structure however the Bundesbank

maintains an active role.

P

—tr—

The German approach has until recently had one noteable
advantage vis-a-vis the U.K. In Germany there has always

been a clear distinction between requirements imposed on

banks for prudential reasons and those imposed for monetary




control.“}The main similarity is that both supervisory
systems have been, and are, undergoing change, but a change
which is more 1in response to banking crises than planned

policyll,

2.5 BAHK SUPERVISION - CONCLUSION

The distinction between monetary control and prudential
supervision was made, Both will affect a bank's capitalff
structure - the extent of this will be examined in subsequent’

chapters.

[ig the U.K. the Bank of England is solely responsible for
bank supervision., The lack of formality to the U.,K. system
was highlighted though recently the Bank of England has been
empowered by statute to acti)It was shown that the Bank of
England superQise on the basis that a ".,..bank is only as
good as 1it's senior management..." thereby being more useful
to "...influence a bank's policy from the top rather than to
try to monitor its procedures from the bottom"{22p.369),
Moreover the U.K. has now developed its own distinct style of
bankiﬁg supervision, This is important to note when
analysing the current supervisory cqntrols. These features
were shown to be rather unique to the U.K. in contrast to
America and West Germany, where more definitive and
formalised control systems exist not necessarily under the

auspices of the central bank.
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3.1. INTRODUCTION

This chapter analyses the controls and supervision that were
applied before the 1980 reforms, distinguishing between the
pre-1971 and post-1971 periods, The policy issues that
influenced the supervisory process will be identified and
discussed. It will be argued that in neither period was
there a clear understanding of, nor intention to identify,
the issues of monetary and prudential supervision. The
review will be conducted in the context of these themes and
the limitations of these controls highlighted. Section 3.4
will further demonstrate the need for a reassessment of bank
supervision in the U.K. In total this provides the

foundation for the subsequent chapters in Part I.

3.2, BANK SUPERVISION PRIOR TO 1971

During the period to 1971 bank supervision in the U.K.
concerned only a small number of banking institutions and was
largely dominated by what was considered 'normal' banking
practice., In essence bank supervision prior to 1971-was a
loose monitoring procedure - the Bank of England did not
explicitly recognise the need for bank supervision and were

content to monitor the growth of some of the larger banks.

3.2.1., MONETARY SUPERVISION

The principal controls were imposed for monetary control
reasons, It could be argued that the liquidity and cash
ratios were prudential ratios but they were undoubtedly used
as instruments of monetary control. Before 1971 therefore,
bank supervision resulted from the need to subject bank

balance sheets to control for monetary policy purposes,

a¥al




Monetary policy was directed towards maintaining confidence
in the markets for government debt and controlling bank
lending (without the use of disruptively large fluctuations
in interest rates), This policy was principally designed by
the monetary authorities understanding of the government debt

markets and the proposals of the Radcliffe Committee(1),

Confidence in the government debt markets would be achieved.
by maintaining the stability of bond prices and yields, as
the- authorities believed the publiec's demand for government
debt was marked by instability(23p-2). Thus given the large
amounts of government debt for which holders had to be found,
the way to maximise net sales was to maintain an orderly
market of stable bond prices; The Bank of England, in its
capacity as banker to the government, had for many years
attempted to smooth out the price of government securities by
its dealings in the money markets, The demand for interest
rate stability also resulted from the belief that higher
interest rates would tend to discourage investment in housing
and industry. It was this desire for stable interest rates
that caused the authorities to support the clearing banks!
interest rate agreements or t‘cartels' during the 1960's, The
clearing banks did not compete on their deposit or lending
rates, but rather linked these directly to Bank Rate2, which

was set by the Bank of England.

Monetary policy during the 1960's was also dominated by the
proposals of the Radcliffe Committee., Policy assumed a very
'Tobinesque' approach, concentrating on what was vaguely

termed by the Committee as the 'liquidity of the economy'.



In practice this concerned a broad category of short-term

assets and not just the stock of money(24p.25), Monetary

control was therefore also directed towards controlling the

total demand for credit mainly by affecting the ease of

access to such finance.

Monetary controls were implemented in the form of both

quantitative and qualitative controls:

Quantitative

The two types of quantitative controls were direct

controls and ratio controls:-

(a)

(b)

Direct controls - comprised lending ceilings and
Special Deposits (SDs). The main system of credit
control was a system of ceilings on the growth of
lending by individual banks. They were applied
for long periods during the 1950!'s and 1960's.
Initially these ceilings applied only to the
clearing banks but were gradually extended to non-
clearing banks and other financial institutions.
However, from 1960 the London and Scottish
clearing banks were further subject to calls for
SDs, This involved placing additional balances at
the Bank of England equal to a specified
percentage of their deposits.

Ratio controls - principally comprised the
liquidity and cash ratios. They had prudential
origins and were applied soleiy to the London

¢clearing banks, The liquid assets ratio was set



as a formal requirement in 1955 at 30% of
deposits. Liquid assets were defined as cash,
money at call and short notice with the discount
houses, bills of exchange and British government
Treasury Bills. In 1963 the ratio was reduced to
28%. The cash ratio was set as a minimum of 8% of
deposits in 1946, Cash was defined as till money

and balances at the Bank of England.

ualitati

Qualitative controls of 'guidance' generally
accompanied quantitative directives, requiring the
banks to give certain categories of borrowing priority.
This frequently covefed exports and industrial

investment.

The emphasis was, however, placed on direct lending
controls, Calls for SDs and qualitative controls were
generally of limited significance. Direct lending
controls avoided the need to vary interest rates in
order to control credit. The liquidity ratio was zalso
used as a method of restraining bank lending. The
liquidity ratio had been re-emphasised by the Radcliffe
Committee(25para.505), but during the 1960's there was
a revival of interest in the control of bank deposits
by the cash ratio. The cash ratio had been used as a

means of regulating short-term interest rates,



3.2.2. WEAKNESSES OF THE SYSTEM PRIOR TO 1971

The system was unsatisfactory for several reasons:(26p.2)

1.

2.

Inequitable
(a) The combined effect of the liquidity and cash

ratios, and calls for 3Ds, was to force the
clearing banks to keep more resources than
commercially necessary in low-yielding assets.

This was an unfair profitability constraint.

(b) Only a limited number of financial institutions
were required to observe lending ceilings.
Institutions not subject to these requirements
could carry on profitable lending business which
those subject to control could not.

Inefficient

(a) The banking system was inefficient to the extent

that competition was severly limited not only by
lending ceilings but also through the cartel
arrangements and the uneven imposition of

controls.

{(b) The control mechanism was inefficient. The supply

of liquid assets as defined was not totally under
the control of the authorities. A shortage of
liquid assets could be overcome by the banks
increasing their holdings of private sector assets
(such as commercial bills) instead of being forced

to reduce their non-liquid assets (such as



advances) in order to observe the required ratio.
Toalimited extent banks could also sell bonds as
the Bank of England had agreed to underwrite the

bond markets.

3. Uncompetitive
Prior to 1971 the clearing banks - indeed the banking
sector generally - wWere under continual attack because.
of the apparent lack of competition within the system,
Shaw contends it was virtually an oligopol§(37pv20).
One of the major considerations given for the need to
change was the need to inject a spirit of competition

and innovation into the banking system as a whole.

3.3. BANK SUPERVISION 1971-1980 *COMPETITION AND CREDIT
CONTROL?*
Introduced in September 1971, Competition and Credit Control
(CCC) represented a complete overhaul of the monetary
supervision of the financial system., It explicitly refuted
the previous methods of credit control as highly
unsatisfactory. CCC illustrated a changing trend in monetary
policy. The authorities were attaching more impértance to
the money stock as an objective of policy and therefore
required a framework which would allow them greater control
over the broad monetary aggregates, rather than specific
control over certain institution's lending. The system had

two broad objectives(28p.33):-



1. to ensure that the available supply of financial
resources was allocated to various uses by the free
operation of the price mechanism - abandoning rationing

methods such as quantitative controls, and

2. to enable the authorities -~ Dby appropriately
influencing market conditions and thus inducing changes
in market behaviour in response to the alterations in.
market conditions - to exercise firm control over the
size or rate of growth of the stock of money and other
monetary aggregates. The authorities would thereby
treat banks and consumer credit (hire purchase)
institutions in a more uniform manner for the purpose
of credit control. This complemented the first'aim as
the price mechanism can only operate efficiently in a

genuinely competitive market.

CCC was an attempt to control the credit expansion of
"...banks and finance houses by operating on their resources
rather than by directly guiding their lending"(29p-17) such
that “...the allocation of credit i8 primarily determined by
its cost™(30p.5), This reflected the view that the most
important variable in the economy was not the total quantity

of money3, but the price and availability of liquidity.

ccC represented a shift from direct control to market forces.
It attempted to remove the impediments to competition arising
from the liquidity and quantitative lending controls. An
integral part of these proposals was that the London and

Scottish clearing banks should abandon their collecftive




agreements on interest rates#. The authorities would now
seek to influence the structure of interest rates through a
general control over the liquidity of the whole banking
system. The basic objective would be to influence the demand
for money by changing the level of interest rates when

necessary.

3.3.1 COMPETITION AND CREDIT CONTROLS

CCC involved many changes. Lending ceilings were withdrawn,
cartel arrangements abandoned and, in order to directly
improve their ability to control the money stock, the Bank of
England discontinued its practice of supporting the price of
government securitiesb. Qualitative guidance was withdrawn
but only on the terms that it would be re-introduced if

considered necessary. The four crucial institutional changes

were:

1. A reserye asset ratio applied to the whole banking
system
A twelve and a half percent reserve asset ratio was the
crux of the new system. It applied to all banks on the
statistical 1list with eligible 1liabilities of &5
million or moreT. The ratio was a minimum daily
requirement. calculated as a percentage of eligible

liabilities8.

Reserve assets comprised:-9

(i) balances held with the Bank of England (other than

special or supplementary special deposits);



(ii) secured money-at-call with listed discount market
institutions and brokers;

(iii)Treasury bills issued by the British and Northern
Ireland governments; |

(iv) British government marketable securities (gilts)
with less than one year to maturity10;

(v) U.K. local authority bills eligible for rediscount
at the Bank of England;

(vi) commercial bills eligible for rediscount at the
Bank of England to a maximum of 2 percent of

eligible liabilitiesll,

The uniform ratio did not ignore the wide diversity of
business between banks; The ratio was based on that
part of their business which involved the taking of
sterling deposits and their employment in sterling
assets - which was the control objective, The Bank of
England argued the similarities of function were more
important than the dissimilarities?2., According
different treatments to parts of the banking system
would have been difficult to reconcile with the
objectives of CCC. It would also impede the
authorities in making uniform calls for SDs.
2. Special Deposits

The SD scheme was extended to all banks on the
statistical list and finance houses observing a reserve
asset ratio., Calls were made as a uniform percentage
of eligible liabilities, to be placgd with the Bank of
England. Such monies were not available for use by the

banks, In this way the liquidity of the banking system



was reduced., In the early 1970's, calls between one
and five percent were made. Amounts called were
rounded to the nearest £5,000. 3Ds usually earned a

rate of interest equivalent to Treasury Bill ratel3,

3Ds were used in conjunction with the reserve asset
ratio to mop up any abnormal excess liquid assets, and
occasionally to force the banking system to dispose of
assets not eligible as reserve assets., Such a method
was unlikely to produce a precise multiple contraction
of bank assets, but could be expected to influence the
structure of interest rates. Calls for SDs for
instance could exert upward pressure on interest rates
- not only rates in the inter-bank market but also
rates in the local authority market and yields on
short-term gilt-edged stock. The growth of liability
management, however, meant that the combined use of the
reserve asset ratio and SDs was only partly
effective(31p.26),

Lash ratio

The London clearing banks were, in addition, required
to maintain a minimum cash ratio of one and a half
percent of eligible liabilities, on average, over each
banking month. This was to be used as a fulecrum for
money market operations. The requirement was also
designed to provide a major source of income for the

Bank of England as it was non~interest bearing.




4,

Intervention Techniques

The intended method of influencing the growth of
monetary aggregates in the short term was to influence
interest rates, The preferred method was ¢to
deliberately create shortages in the money markets, by
setting the amount of Treasury bills on offer each week

in excess of the government's requirement.

This could be done because in 1971 the Discount Houses
agreed to underwrite the whole of the Treasury bill
tender, Thus they were constantly forced to borrow
through the 'discount window! at an interest rate of
the Bank!s choicell, Clear signals about the
Authorities view on interest rates were given in this
way, and by changes in Minimum Lending Rate(32), These
rates would affect the rates the discount houses were
prepared to pay for bills and other assets, and the
rates at which they were prepared to borrow. Thus the
terms on which the Bank lent to the discount houses
represented a major influence on the level of short-
term interest rates generally. In practice this meant
the authorities still maintained rigid control of
short-term rates rather than allowing market forces to

dominate.

Bank rate was replaced by Minimum Lending Rate (MLR) in
October 1972. MLR was again the rate at which the Bank
would provide the necessary assistance to the discount
market, but was formally calculated as Treasury bill

rate plus half percent rounded to the nearest quarter



percent. This meant MLR was a penal rate because the
discount houses could usually obtain their funds from

the banking system at a cost below that.

3.3.2. COMPETITION AND CREDIT CONTROL IN PRACTICE

Within months of CCC the volume of bank deposits and advances
were actually increasing rapidly. Calls for SDs had been
made in late 1972, July and November 1973, but the response.
from the competitive markets was not as expected, Under the
new controls,the banks had unexpectedly switched from asset
to liability management - or rather they developed theilr
liabilities but not necessarily at the expense of asseﬁs.
Thus instead of responding to reserve asset pressure by
reducing assets, the banks Began to bid for funds in the
wholesale markets that had developed rapidly in the early
1970's, This meant a bank's lending was no longer
constrained by the amount of funds that its customers
deposited., The bank could simply bid for the extra funds

required.

The growth of the sterling Certificate of Deposit (CD) as a
means of attracting large sums of money at attractive rates
was considerablel5, The total amount of negotiable sterling
CD's outstanding from all sources had risen from less than

£1,900m in October 1971 to over £6,000m by November 1973.

The growth of liability management also encouraged 'hard
arbitrage' or 'round tripping?'. Aggressive liability
management forced up (wholesale) money market rates, Bank

base rates did not always rise in line with these market



rates, partly due to the informal pressure exerted on the
banks by the authorities who were concerned to keep
industry's borrowing costs down., This allowed the
possibility of profitable arbitrage. Larger customers
(notably corporate treasures) utilised their overdraft
facilities, on-lending the funds in the money markets at
higher rates back to the banks, This again had the effect of

cosmetically increasing the money supply.

In sum the banks were faced with a strong demand and,
unconstrained by ceilings, bank lending to the private sector
grew by 33 percent during 1973; the broad monetary aggregates

(which included large denomination deposits and CD's) grew

rapidly : M3 grew by 28 percent during 1973.

Monetary control was further weakened by the problem of
perverse interest rate structures., By aggresively bidding
for reserve assets, banks widened the interest rate
differentials between Treasury bills and other rates. This
not only created unstable interest rate movements but had
very severe repurcussions on the Bank of England's influence
over short-term interest rates as a result of the formal 1link

of MLR to Treasury bill rate.

The spirit of CCC had also been weakened by the re-
introduction of lending guidance and quantitative ceilings.
In August 1972 the banks were instructed to make credit less
readily available to property companies.and for financial
transactions not associated with the maintenance and

expansion of industry. During 1973 banks were asked to



restrict lending to private customers. A credit control
notice issued 17 December 1973 requested all banks and
finance houses not to provide loans to persons or check
trading facilities for the purchase of goods covered by the
terms control order’® on terms easier than those permitted by

hire purchase controls.

Quantitative ceilings were re-introduced in September 1973..
The authorities, concerned to maintain the competitive stance
of Building Societies required banks to observe a maximum
interest payment of nine and a half percent on deposits of
less than £10,000. Though the possibility of such a measure
had been allowed for when CCC was introduced, it was contrary

to the spirit of the new market orientated approach.

The most important development of the CCC regime was however
the introduction of the SSD scheme or corset!7. The
fundamental objective of the corset was to improve the
authorities control over the growth of the money stock, to
enable them to achieve monetary restraint without resorting
to the interest  rate mechanism to limit credit and without
threatening the liquidity of the banking system. The corset
was not a direct control in the form of previous lending
ceilings but a deterrant to restrain excessive bank lending.
It was a direct control on the sterling operations of banks
and deposit-taking finance houses in the U.KQ acting on
their liabilities. It could thereby prevent banks from

bidding up rates in the money markets.



The corset acted to restrain excessive growth of an
institution's interest bearing eligible 1iabilities (IBELs).
This was a new approach:- controls were not applied to bank
lending as during the 1960's but to the growth of certain
liabilities which were under the direct control of the banks.
This was done by imposing penalties on individual
institutions whose IBELs grew faster than a prescribed rate,
~Such institutions were required to lodge non-interest bearing.
deposits with the Bank. The scheme had three elements:- a
base from which the subsequent growth in banks' IBELs was
measured, a ceiling on that growth and a scale of penalties

as shoun by Table 2.

The result of these very peﬁal measures was to encourage
banks to manage their assets rather than liabilities. In
theory a bank faced with the prospect of moving into penalty
would restrict credit expansidn. The monetary growth target

would not be exceeded and the control objective achieved.

Griffiths and Batchelor have shown, however, that in certain
circumstances it may have proved profitable for a bank to
violate the first, and even second tranche of penalties(33),
The model is based on the assumption that a bank must be able
to command a spread (between the rate it pays on new deposits
and the rate it receives from the corresponding loans and
reserve asset holdings) sufficient to offset the loss of
interest entailed in making supplementary special deposits,
Ceteris paribus, it will be profitable tq break through the

corset ceilings if:
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ABLE 2;

THE SUPPLEMENTARY SPECIAL DEPOSITS SCHEME

DATES OPERATIONAL BASE PERIOD PENALTY FREE ZONE RATE OF DEPOSIT EXE}thoxl £
la, 17 December 1973 Average IBELS on make~up a. &% growth in firet six 5% in respect of excess of 3
to dates in October, Wovember months followed by 1i7 up to 17
11 Koverber 1974 and December 1973 growth oa 2 three month | oo 5, respect of excess of
moving average 17 - 37
50% in respect of excess of
over 3%
1b. 12 Novexber 1974 ditto b, 147 I1BEELS growth 5% in respect of excess of 5 .
to : as above up to 37
28 February 1975 25% in respect of excess of i
37 to 5%
50% in respect of excess of
over 5%
2. 18 Novenber 1976 Average IBELS on meke-up 37 for first six wonths { As above 5
to dates in August, September and 17 per month
11 Avgust 1977 and October 1976 thereafter
3. 8 June 1978 Average IBELS on make-up 4% growth for average As above 10
to days for six months November IBELS for three menths
18 June 1980 1977 to April 1978 August to Ocrober 1978
and thereafter 17 per
month of the base averzge

lThe scheme did not apply to banks and finance houses with IBELS below the amount showm,

e amouncement of the termination of the scheme was made on 26 March; final deppaits were repaid in Auwgust 1980,

SOURCES: (a) The Supplementary Special Deposits Scheme, Bank of Epgland Quarterly Bulletin

March 1532 p.78.

(b) The Framework of UK Monetary Policv 1982 Heinemenn, Tsble 6.2 D T Llewellyn, G E J Dennis, M J B Hall.

-
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RLA -~ RIBEL > K (RIBEL - RRA) + SSDR (RRA)
1-K 1-K
such that K = RAR + SDR + SSDR, where
RLA ~ rate of interest on bank locans and advances
RIBEL- rate of interest on a banks' IBELs
RRA - rate of interest on a banks' reserve assets
RAR =~ reserve asset ratio
SDR - special deposits ratio

SSDR

supplementary special deposits ratio

Given these equations, Table 3 sets out the minimum margins
between returns on bank deposits and reserve assets
compatible with given bank lending margins, at various levels

of interest rates and corset penalties.

From the above figures it may be concluded that it was almost
always worth incurring the first tranche of corset penalties,
but almost never the second tranche., If a bank found itself
in the second penalty zone, it was virtually impossible for
it to get out again(34), A bank would be forced to bid for
funds (and thereby weaken its own position further) just to
finance the corset penalties. However, in practice the
margin between bank lending and deposit rates was rarely
above 1% for prime borrowers during the 1970's. The rates of
interest on banks' reserve assets wWere consistently between
10% and 15%. Thus, in practice there were arguably only two
points at which lending could be profitable. These are

underlined in the Table.



TABLE 3: CONDITIONS FOR PROFITABLE VIOLATIONS OF CORSET CEILINGS

1

Margin between bank | Minimum margin between bank deposit rates and
lending and deposit| reserve asset rates (RIBEL -~ RRA)
rates (NLA-RIBEL)

First Tranche Second Tranche

SSDR = 0.05, RRA = SSDR = 0.25, RRA =

5 10 15 5 10 15

1 2.66 1.46 0-26 -1063 -4-73 -7183
2 6.54 5.34 4.14 -0.16 -3.26 -6.36
3 10.42 9.22 8.02 1.31 |~1.79 |-4.89
4 14,30 | 13.10 |11.90 2.78 |[-0.32 | -3.42
5 18.18 | 16.98 |15.78 4,25 1.15 |[-1.95

SOURCE: Competition and

Regulation in Financial Market, ed Verheirstraeten

Table 9.5 p.207

1 : : .
Calculations assume a 12.5 per cent reserve asset ratio and a 3 per cent

special deposits ratio.
second tranche,

Thus in the first tranche K = 0.205 and 0.405 in the
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3.3.3. CCC - WEAKNESSES

CCC failed to distinguish between the concepts of monetary
control and prudential supervision. Some prudehtial
guidelines (of dubious distinctions) were applied to very few
institutions. Monetary control was also limited to the extent
that market forces were not allowed to dominate. Despite the
attempt to encourage competition in the financial markets,
the authorities had maintained control of all interest rates..
particularly short-term rates. Nevertheless the crucial
limitations were inherent in the control systems themselves,

notably the reserve asset ratio and the corset,

In 1971 the Bank of England stated the reserve asset ratio
was intended to "...provide the authorities with a known firm
base for the operation of monetary policy"(35p.3) yet the
supply of reserve assets was never fully under the control of
the monetary authorities., The ratio itself was largely based
on the former liquidity ratio which had prudential origins
and included the 8 per cent cash ratio which was based on
what had appeared normal banking practice in 1946, The ratio
was therefore designed to include a banks' primary liquidity
yet,'because of the nature of the ratio, a bank could not
rely on such liquidity for fear of falling below the minimum
level. This need to observe a minimum requirement also
distorted the yield relationship between short-term assets

qualifying as reserve assets and other assets.



The corset had also proved to be an inefficient control

mechanism for three reasons - it inhibited competition,

encouraged artificial resource allocation and

disintermediation.

Competition was inihibited

When the lending of banks is fixed to a base figure it
is impossible for them to increase their market share.
of advances without suffering penalty. Shaw argued
that control was being achieved not in conjunction with

competition but at the expense of competition(35).

Al:_.Lf.l_lAl resource _Llp_am_n or 'window-dressing'

It is now clear that the banks had taken part in
" ..elaborate window dressing operations"(37p.19),
During the first six months of the scheme they managed
to take £2 billion of IBELs out of their balance
sheets, even though they had increased sterling lending
by £2.5 billion., After the abolition of the corset,
large changes in balance sheet structure suggested
other forms of window~dressing included ",,,abnormal
transactions with the discount market, currency swaps
with depositors,'and possibly substantial sales and
repurchases of government stocks over make-up day"(38).
After June 1980 there was a rapid increase in IBELs and
sterling Mg; in banking July private sector deposits
rose by £3,000 million, sterllng 1ending to the prlvate
sector by £2,200 million and sterllng lending overseas
by £700 million18, IBELs rose by some 14% in the month
and eligible liabilities by around 9 percent(39p.83),



3.

This problem was further compounded by the inherent
nature of on/off direct controls - anticipation of
their application will also cause certain structural
changes. Banks may have been encouraged to raise their
IBELs (in the months prior to the corset) in
anticipation of the corset so as to raise their base

figure,

Disintermediation

The banks tried to avoid the penalties by bringing

together lender and borrower directly rather than

acting as the financial intermediary between the two.

This had three disadvanﬁages(uopou1):

(a) It was inefficient as banks were forced to act as
'marriage brokers' and not in their traditional
role as financial intermediaries.

(b) Lender and borrower had to match, which meant the
banks were unable to follow their usual practice
of taking lots of small deposits tomanage one big
loan.

(c) Whenever disintermediation occured, the published
monetary aggregates invariably gave a misleading
prediction of the thrust of monetary policy. The
usefulness of the money stock as an indicator of

monetary conditions was considerably weakened,



The application of the corset (as with many direct controls)
therefore had the effect of diverting credit flows into
uncontrolled channels, Disintermediation occured largely
through the banks' acceptance business, an off-balance sheet
form of finance and not therefore subject to control., Rather
than borrow direct from a bank, a company would be encouraged
to issue commercial bills which would be 'accepted! by the
bank19, With bill finance the company receives the money it.
requires and the supply of liquidity to the public increases
in the form of additional holdings of commercial bills. The
net effect is broadly similar to an increase in bank lending.
The Bank of England hafe since estimated that before the
corset, bills held outside the banking system amounted to
£350 million, but by the endrof the first period they had
grown to £500 million(41p.82), The 1976 corset was redefined
to restrain the banks' acceptance business, though after the
third corset was announced, the 'bill leak' grew to £710
million in the third quarter of 1978, reaching a peak of
nearly £2,700 million in the second guarter of 1980. After
the corset was abolished bills held outside the banking
system fell back to less than £500 million.

The broad consensus is that the corset was "...an instrument
of highly dubious effectivenessn(42), The corset wés
probably a useful aid to monetary supervision but the
weaknesses and severe penalties that accompany such a method
of direct contrbl almost invafiably invalidate its use as a
control, It has been described as a mechanism where
", ..under set rules, everything that is not specifically

forbidden is permitted,” in which the commercial banks showed



"..,.commendable ingenuity in protecting their own interest
within the letter of the supplementary special deposit
rules"(43), The corset was finally disbanded in June 1980
following the abolition of U.K. exchange controls in Qctober
1979, which allowed the possibility of large-scale offshore
disintermediation. The abolition of exchange control allowed
U.K. residents to channel funds to and from banks outside the
U,K. Thus there was a possibility that all wholesale.
deposits in excess of the penalty-free amount could have been
channelled offshore via the Euro-sterling markets, as the

corset controls applied ohly to banks in the U.K.

3.4. BANK SUPERVISION - REASSESSMENT

CCC had in many respects failéd to achieve its key objective
of monetary and credit control. More importantly however,
banking supervision had not kept pace with the changing
banking system in the U.K., During the 1970's the U.K.
economy had dramatically changed, showing signs of
persistantly increasing inflation, unemployment, volatile
money and foreign exchange markets, and a rapidly increasing
money supply. The nature of banking had changed; CCC had
encouraged the unexpected growth of secondary banks. Banks
had become the residual means of finance for the OPEC oil
price increases, increasingly lending on longer terms.

Maturity transformation had increased, spreads had declined.

The limitations of CCC demonstrated the need for a trade-pff
between competition and credit control which would include an
element of flexibility to allow the relative growth of

institutions to reflect, at least in part, differing levels



of efficiency. Within this framework other events during the
1970's encburaged the need for a tighter system of prudential
supervision of the banking system. A change in supervisory

concepts and techniques became almost inevitable,

3.4.1. MONETARY CONTROL -~ REASSESSMENT

The limitations of monetary control under the CCC regime have
been noted, but the lack of stability in the money markets is
of particular importance. Prior to 1976 the growth of the
money supply had not been targeted, Instead it tended to be
a residual of the Bank of England's opefation in the money,
gilt-edged and foreign exchange markets. The result was an
erratic growth pattern. Beftween 1972 and 1973 this was in
the region of 25-30 percent, sharply decelerating in the
first half of 1974. Griffiths has determined that between
1975 and 1978 the money supply (when measured by a three
month moving average of sterling M3) twice rose by over 20%,
yet in mid-1978 growth fell to nearly zeroll4p.23), This
instability is further reflected by comparing the monetary

targets for M3 and sterling M3 to the actual growth rate
since 1976 in Table 4.

The 1970's were also characterised by large movements of
interest rates over short periods. Table 5 1illustrates the
trend of these important short-term rates., Until mid-1973
interest rates were below 5%, rising sharply from July to
November 1973. During 1973 bank base rates rose from 8.5% to
13% By September 1976 MLR was raised from 11.5% to 13%,
having touched 15% in March., MLR had risen to 17% by mid-



Table 4: Monetary Targets for M3L£ﬁ3 in the United Kingdom

Financial Year Annual growth rate (%)
Target Result

1976 - 1977 12 10.7
1977 - 1978 9 - 13 16.4
1978 - 1979 8§ - 12 10.9
Oct. 1978-0ct.1979 8 - 12 13.3
June 1979-0¢t.1980 7 - 11 17.2
Feb, 1980-April 1981 7 - 11 20,2(1)

Source: M.K. Lewis, Economics, Autumn, 1981, p.69.
(1) As at February 1981,

November 1979, These rapid increases had been largely
'engineered' to fund government debt - the so-called 'Duke of
York!'! effect - slumping rapidly when it appeared the growth

of the money supply had been constrained.

These factors and the influence of Friedman et.al., combined
to produce a general agreement that the growth pf the money
supply must be restrainted if dinflation was to be
constrained. Sir Geoffrey Howe recently commented: YEver
since the collapse of the Bretton Woods system of fixed
exchange‘rates in 1971 the need to control the money supply
has become accepted worldwidem(45), Persistent inflation
problems have stimulated more interest in monetarist
policies: "Whereas the main emphasis in the late 1950's, and

much of the 1960's was on the rate of interest, the



TABLE 5:

SHORT T

ERM MONEY RATES

Year MLR Treasury Bill London Clearing Bank
Yield(l) Deposit Accounts(z)

1969 8 7.80 6

1970 7 6.93 5

1971 5 4.46 2%

1972 9 8.48 5%

1973 13 12,82 9%

1974 11% 11l.30 9%

1975 113 10.93 7

1976 14% 13.98 11

1977 7 6.39 3% ~ 4%

1978 12% 11.91 10

1979 7 16.49 15

1930 14 13.45 11% - 12

1981 - (3) 15.39 124 - 12%

SCURCE: Financial Statistics

1

Table 13/9

Average discount rate expressed as the rate at which

interest is earned during the life of the bills,.

2 Seven day notice ordinary deposit accounts.

3 a,

b.

10 March MLR cut from 14% to 12%.
20 August MLR suspended.

55

ot e s



.combination of developments in academic analysis and in
influential opinion with the harsh reality of persistently
high rates of inflation caused us (the Bank of England) to
switech our focus to monetary aggregates as the better guide

to the thrust of policy...n(36p.246),

in the U.K. the trend to adopt monetary targets was
encouraged by the IMF in 1976, whilst the election of the
Thatcher government in May 1979 committed the U.K. to a
n,..progressive reduction in the rate of growth of the money
stock..."™ to achieve a ".,..permanent reduction in
inflation(47p.iii), Finally the trend towards reform of
monetary controls resulted from an increasing demand for a
more efficient and equitable means of c¢redit control. In
.particular monetary control should allow institutions
extending credit to the private sector to maintain adequate
return on capital to provide their shareholders with adequate
returns and to maintain or increase their own funds as

required for prudential purposes(48),

The need for a reassessment of prudential policies had,
however, resulted from events as early as 1973. The cruciai
importance of adequate capital and liquidity was dramatically
shown by the 'fringe banking crisis' of 1973/74. The crisis
has been well documented?0, but the following causes noted by

Revell should be discussed:(ug)



1. The rapid expansion of non-deposit banks required a
great increase in skilled staff who Wwere not available
at such short notice. The result was the growth of

poor and inexperienced management.

2. Stringent credit ceilings since the 1960's had
encouraged the growth of fringe institutions who were
only loosely supervised by the authorities, Fringe.
banks were able to compete for profitable lending
business fturned away by more contreolled banks who had

reached their lending ceilings.

3. The abolition of interest-rate agreements in 1971
allowed the clearing banks to compete in wholesale
banking, not just through subsiduary banks as before,

but under their own names.

4, The portfolios of fringe banks were characterised by
property holdings and devélopments, loans to property
companies, second mortgages and ordinary shares. Such
assets were long term but largely financed by short-

term whoiesale deposits.

The rapid expansion of liabilities of financial institutions
produced many important trends noted by Lester(50), and is
shown in Table 6., Bank lending increased frém £12,400
million in 1970 to £24,000 by the end of 1972, Clearing bank
advances alone to property companies increased by 70% between
May 1972 and 1973. There was a marked increase in maturity

transformation. By the end of 1973 Cedar Holding held 85% of



TABLE 6: Liabilities of Financial Institutions

Institution Amount Em Compound annual rate of growth%
1960 1965 1970 1975 1960-65 1965~70 1970-75
Major deposit banks 8618 10760 12234 26223 4,54 2.60 16.47
Discount houses 1197 1455 2352 2536 3.98 10.08 2 1.52
Accepting houses‘resm‘?ﬁ (134) 530 1287 2356 31,65 19.42 12.85
non—-resident 250 398 1238 1865 9.75 25.48 8.45
Other banks - resident‘!) | (268) 1012 4527 16293 30. 44 34.94 29.19
non-resident 1096 3000 15042 60858 22.31 38.05 32.25
Finance Houses 678 1108 1222 1199 10. 32 ©1.98 (0.38)
Building Societies 3183 5577 ‘103840 24364 11.87 14.43 17.37

Source: M.K. Lewis, Lloyds Bank Review, p.42, July 1980

(1) Excludes U.K. banks' holding of non-sterling currency deposits
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deposits with a maturity of less than three months, compared
to 70% of its assets held in second mortgages, Cedar
Holdings also typified the great expansion of the fringe
banks. From a balance sheet of £11 million in 1970 it had
grown to £128 million in 1973. During the same period London

and County expanded from £5 million to £129 million.

The potential banking crilsis was saved by the establishment
of a Control Committee from the Bank of England and the
London and Scottish Clearing Banks, The Committee first met
on 28 December 1973 and was subsequently known as 'the
lifeboat!', The lifeboat support operation involved 26
institutions of whom 18 were institutions with Section 123
certificates. Table 7 shows the scale of the lifeboat

operation to March 1978.

The fringe banking crisis therefore proved instrumental in
encouraging a reassessment of prudential supervision in the
U.K. Further impetus came from the need to harmonise bank
supervision with other EEC members2l, Article 3(1) of the
1977 EEC Banking Directive had committed the UK to following
certain requirements for authorising credit institutions(51),
This was implemented by the Banking Act which we noted in
Chapter 2 placed new supervisory responsibilities on the Bank
of England, Finally in June 1980 the Wilson Committee20
contributed further to the developing appreciétion of a need

for improvements in the field of banking control.



TABLE 7: Total Amount of Lifeboat Support At Shared Risk Outstanding

At End Quarters

End-quarter Emillions End~guarter £millions End-quarter Emillions
1974 March 3%0.2 1975 September 949.9 1977 March 752.1
June 443.4 December 913.5 June 731.7
September 994.3 1976 March 876.1 September 713.8
December 1181.7 June 827.2 December 676.5
1975 March 1173.4 September 774.5 1978 March 656.5
June 1148.5 December 782.7

Source: Bank of England Quarterly Bulletin, June, 1978, p.237
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3.5. SUMMARY

The previous discussion has provided the framework within
which the new monetary and prudential controls may be
analysed, The limitations of the previous control systems
demonstrated the need for a reassessment of monetary control
policies, The fringe banking c¢risis illustrated the need to
impose prudential supervision on the U.K. banking system if
competition and publiec confidence were to be maintained in
that system. Particular attention was given to the various
controls embodied in CCC and the changing nature of banking
and economic activity during the last decade. It became
apparent that there was not a clear understanding of, or
intention to identify, the issues of monetary control and

prudential supervision.



NOTES TO CHAPTER THREE

The Committee on the HWorkings of fhe Monetary System,
HMSO, Cmnd.B27, 1959.

Bank Rate was originally the rate at which the Bank of
England would re~discount first class Bills of Exchange
for the discount houses. The link between Bank Rate
and bank base rates during the 1960's meant that Bank.
Rate was used by the authorities as the lynch-pin of
credit control. In October 1971 it reverted to its
original role and in October 1972 Bank Rate as such was

discontinued.

The 'stock of money! in this context was defined as

notes and coin in circulation plus bank deposits.

This was subject to a proviso concerning the terms
offered on savings deposits. For further details see
'Competition and Credit Control', Bank of Englangd
Quarterly Bulletin, June 1971, p;u, paragraph 15.

For a more detailed examination of the CCC reforms see

the Banking Information service, Monetary Control in
Britain 1971=1981.

This does not apply to government securities with a
year or less to maturity, beeause they were redefined

as reserve assets.



10.

Deposit-taking finance houses were also subject to this
requirement in the form of a 10 percent reserve asset

ratio.

Eligible liabilities were broadly defined as:=-
a) sterling deposit liabilities (excluding deposits
having an original maturity of over two years),

plus

b) sterling resources obtained by switching foreign

currencies into sterling.

Inter-bank transactions and transactions with the
discount market (othér than reserve assets) and
sterling CD's (both held and issued) were taken into
the calculation of an individual bank's liabilities on
a net basis, irrespective of term. Adjustments were

also made in respect of transit items.

A comprehensive discussion of reserve assets is to be
found in 'Reserve Ratios : Further Discussions'; Bank

of England Quarterly Bulletin, December 1971, pp.13-16.

This meant the national debt could only be funded by
gilts with greater than one year to maturity. The
government did not therefore have a short-term method
of debt finance, which may have been a considerable

disadvantage.



1.

12.

13.

4.

A maximum restriction was imposed as this was a reserve’
asset the banking system could simply 'manufacture' by,
for example, raising sterling CD's and placing the

proceeds on call with the discount market.

This view wWas expressed in 'Competition and Credit

Control', Bank of England Quarterly Bulletin, June
1871, para.10.

This arrangement was modified in October 1973 because
of the so-called 'endowment' effect. Interest rates
(partly as a result of official encouragement) had
risen to very high levels, thereby benefiting bank
profits where lending ﬁas financed by interest~free
current accounts. The government sought to reduce this
benefit by withdrawing the interest paid on SDs placed
in respect of such deposits. In November 1974 this
penalty was withdrawn, reverting to the previous

formula.

Access to the formal discount window facility is
confined to the members of the LDMA. The members
operate as principals in the short-term money markets
and function as intermediaries in the relationship of
the authorities to the banking system. For a more
exacting account of these issues see M, Blanden 'Bank
of England Moves Cautiously Towards A New Monetary

Policy', The Banker, February 1981, pp.42-43,
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16.

17.

The sterling CD had first been issued in 1968 following
the successful introduction of dollar certificates in
the UK. two years earlier, They were issued against
the deposit of funds between £50,000 and £500,000 for

a period of three months to five years.

The advantage to the borrower is that he has the funds
for a fixed period, but the depositor, should he.
require the funds before the maturity of that
certificate, may sell it in the secondary market (the
market where existing certificates are traded). It
thereby combines a fixed term deposit for the issues,
with liquidity for the holder who often prefers it to
the ordinary fixed-ferm deposit which, though earning a
higher rate of interest, cannot be sold in a secondary

market.

The terms control order limited the maximum repayment
period and the minimum down payment for different types
of consumer goods purchased on credit. In 1982 several
modifications were made to this, particularly the

provisions relating to car purchases.

For an excellent description of the mechaniecs of the
Supplementary Special Deposits Scheme as a control
instrument see G. Pepper and R. Thomas, 'The
Interaction Between The Corset And Reserve Asset
Control', paper presented to the noney Study Group

Conference, Brasenose College, Oxford, September 1979.
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19.

20,

The dramatic increase in sterling lending to non-
residents suggested some re-intermediation of sterling

business driven offshore by the corset.

By accepting a bill a bank guarantees that the holder
will be repaid when thebill matures and has the effect
of making investors more willing to buy bills.
Accepted bills would be almost identical in terms of.
marketability and default risk to CDs, and as such
could be sold at a similar price to holders other than

banks.
For some excellent discussion see:

a) 'The Secondary Banking Crisis and the Bank of
England's Support Operation', Bank of England
Quarterly Bulletin, June 1978, Vol.18, No.2,
PP.230-239.

b) T. Lester, 'The Secondary Scandal',Management
Today, October 19T74.

¢) M. Reid, The Secondary Banking Crisis 1973-1975,
Its causes and course, 1982, The Macmillan Press

Ltd., London and Basingstoke,



21. A discussion of the issues raised can be found in
R.J.W. Henderson, The Harmonisation of Banking
Legislatijon in the European Economic Community, Thesis
for Bachelor of Philosophy, April 1976, Oxford Centre

for Management Studies, Oxford.

22. Lommittee to Review Lthe Functioning of Financial
Institutions, HMSO, Cmnd.7937, June 1980,
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4,1. MONETARY CONTROL -~ INTRODUCTION

In the context of our previous discussion it might logically
be expected that a replacement system of monetary control
should ensure stability in the money markets (avoiding the
necessity of periodic interest crises); avoid artificial
distortions of certain assets (reserve assets); and result in
a money supply series that is a more accurate reflection of
the underlying thrust of monetary policy(52). The latter is.
important to bank balance sheet supervision because emphasis
has now been placed on sterling M31 as the key money supply
series : sterling M3 is largely composed of bank deposits.
Thus the desire to target and monitor sterling M3 as a major
indicator of monetary policy necessarily implied that bank
balance sheets would continue to be subject to supervision
for monetary control reasons, Monetary targets are

considered in Section 4.2.

The new control methods were introduced on 20 August, 1981.
They were influenced by the '*Monetary Control' Green Paper2
from the Treasury (in consultation with the Bank of England)

and the following Bank of England discussion papers:-

1. Monetary Base Control, June 1979.
e Methods of Monetary Control - Backgrouhd Note, November
1980.

3. Monetary Control : Next Steps, March 1981,

4, Monetary Control - Provisions, August 1981.

The rationale of the new system was described by Richardson:

"What we are not prepared to do is to take a leap in the dark

when the direction is not clear, We are trying to see what



effect a change would haven53). Thus, only certain changes
to bank balance sheet controls and intervention techniques

have been made,

It is nevertheless prudent to begin with a discussion of the
relevant issues raised by a monetary base control system. A
move to monetary base control was considered by the 1979
paper(54) and the Green Paper. The case for monetary base.
control fails if it either does not ensure control over the
money supply or the disadvantages of the alternative control
framework are greater than those of the present arrangements,
On both counts it was rejected by the 1979 paper. The Bank
of England has, however, since argued that "...the present
moves would be consistent with a gradual evolution in that

directionn(55p.21),

The current system will be discussed in Section 4.4, The
implications of the new controls will be analysed in terms of
their effectiveness and impact upon the banking system. It
will be our conclusion that the new system of moneta%y
control is essentially a 'tidying-up' operation which has

removed much of the regulation from bank balance sheets.

4.2. MONETARY CONTROL - MONETARY TARGETS

We have shown that at the end of the last decade the monetary
authorities chose to control the monetary aggregates. The
government believe that their monetary policy can best be
formulated if targets are set for the growth of certain
monetary aggregates, against which progress can be

assessed(56p.10), Quantitative monetary targets are intended



to give precision to monetary aims and can provide an
indication of the thrust of monetary policy by stating
quantitative aims for the rate of expansion of one or more of
the monetary aggregates. In the U.K, Richardson(57) argued
such targets should allow a degree of flexibility to meet the
financial needs of industry for two main reasons - the U.K.
does not exhibit a continuing stable relationship between
money and incomes; and secondly there is a need to look at
the economy at large, because he argues the objective of
monetary policy 1is not to keep monetary expansion at a
particular level, but to bring about a reduction in the
levels of inflation and unemployment, together with a

recovery in growth and the balance of payments.

Nevertheless, there is still disagreement as to which (if
any) single statistical measure of the money supply can be
expected to be of value in c¢reating stable expectations and
curbing inflation. Sir Jeremy Morse argued ",..it is not
easy to find a good working measure of money"(58), whilst Sir
Geoffrey Howe agreed that "...no single measure of money can

fully describe monetary conditions"(59),

To mid-1982 monetary policy was defined to ",..control the
rate of growth of £M3 in the context of a published Medium
Term Financial Strategy involving a decelerating trend of the
money supply“iﬁO) ‘The principal monetary target has been
sterling M3 because the government regard it as best suiting
the present circumstances of the U,K.(61p.10), It is now a
well known indicator and according to Ldmax(53P-3) has a

further advantage of providing certain accounting



conveniences as it is the same measurement as that used for
other government policies (fiscal policy, policies to

restrain bank credit and the balance of payments),

The choice of sterling M3 has it's critics3 not least those

who prefer the nharrower My definition“ or still wider

measures including, for example, non~bank holdings of

Treasury Bills and short-term investments in building.

societies and local authorities. The main criticism is that

the authorities can not direetly control sterling M35,

because changes in sterling M3 result from:-

1, the PSBR less

2. external and foreign currency finance accruing to the
publiec and banking secﬁors (equal to the current and
private sector publiec accounts of the balance of
payments plus the residual item), less

3. sales of public sector debt to the non-bank private
sector, plus

4, bank lending in sterling to the private sector, less

5. changes in banks' non-deposit liabilities,

Thus, the authorities are not in a position to directly
control the supply of sterling M3 because they cannot control
bank lending to the privaﬁe sector., Furthermore, if sales of
public sector debt are to banks and not non-banks, this will
not affect sterling M3, This could partly explain the
divergencies between sterling M3 and other monetary
aggregates - during 1980 and 1981 sterling M3 grew faster
than M1, being boosted in mid-1981 after the abolition of the

corset. During the eleven months to February 1982, sterling



M3 had increased by 15.75%., compared with a government target
of 6-10%(63), It has therefore been suggested® that sterling

Mz is only viable as a lead indicator provided other measures

of the money supply and credit are monitored.

Richardson 1is a notable proponent of targeting domestic
credit expansion (DCE) against sterling M37. This is because
the difference between the two is basically the foreign.
component of credit expansion, which is approximately the
balance of payments position oh current account plus net
private sector capital flows. Thus excessive growth in DCE
is likely to be associated with a worsening balance of
payments position both directly (if surplus 1iquidity'1eaks
abroad) and indirectly (if excessive growth undermines
external confidence). Whitmore has since commented "...in
the sense that monetary creation is a two round process, with
the spending of a new credit creating a new deposit for
further potential spending, DCE must rank as a primary
indicator™(64), Moreover, Coghlan asserts DCE has the added
advantage of including credit financed through an increase in
non-deposit liabilities or through other sources outside the

definitions subject to controls(65p.83),

Until Mareh 1982 the government continued to formulate the
monetary target in relation to one aggregate, using sterling
M3 for this purpose, whilst taking account of the growth of
other aggregates. The March 1982 budget, however,
represented a major_cﬁange in U.K. Monetary Policy.

Llewellyn identified the important policy changes as:(66p.1)



1. the effective abandoning of the medium term financial
strategy;

2. the replacement of the target for £M3 by a weaker
target for a wide range of money and liquidity
aggregates8; and

3. the effective switch frém "money supply"™ as the
immediate target of policy to interest rates and the

exchange rate,

4.3, MONETARY CONTROL - MONETARY BASE CONTROL

In the U.K., given the stance of fiscal policy, the broad
choice facing the authorities is between controlling the
quantity of money or the level of interest rates. We have
identified the traditional approcach applied in the U.K. (and
in most other countries to a varying degree) as using
interest rates as an instrument of monetary policy ¢to
influence the money supply via the interest rate effect on
the demand for both money and bank credit. The fulcrum for
the money market operations has been provided by the cash

ratio, maintained until 1981 solely by the clearing banks,

Interest rates are therefore an essential instrument of
monetary policy in this framework®. This is in direct
contrast to a system of monetary base control, which
Llewellyn argues "...requires the authorities to control
directly the volume of the monetary base in a way consistent
with any official monetary targets and allow interest rates
to adjust freely ih the money and credit mgrkets to eliminate
any excess supply or demand for the monetary base, the demand

for which is a derived demand based on the banks! need for



reserves to support their total liabilities"(67p.57), 1In the
U.K. interest rates are not allowed to tadjust freely in the
money and credit markets', firmly remaining an instrument of
monetary policy. We have, however, adopted certain changes
that could enable more to be learnt about the properties of a
monetary base control system and which would be consistent

with a further evolution in this direction(ﬁsparauj.

4,3.1. DEFINITION OF THE MONETARY BASE

The efficiency of monetary base control will depend upon the
ability of the central bank to contrel it's balance sheet.
Control by this system is achieved through transactions in
the money markets which influence the assets of the central
bank. The monetary base may therefore be definedl0 with
reference to the assets or liabilities of the central bank,

which is analagous to definition by ‘'source' or tuse':

1. Sources - the monetary base is defined as the sum of
the net domestic and foreign assets of the monetary
authorities broadly defined as net government
indebtedness with the monetary authorities plus
advances to discount houses, plus official reserves
less outstanding official short and medium term
borrowing from abroad, By definition this approach
requires the consolidation of the Issue and Banking
Departments, the Exchange Equalisation Account -and the
Treasury's coin issue, This approach is not popular
because of the technicalities implied by this
amalgamation, but more importantly, because movements

in base money so-defined could result from transactions



which the central bank does not have to engage in, and

cannot, therefore, unambiguously control.

Uses ~ the monetary base may be defined as the sum of
those liabilities of the monetary authorities which are
themselves money or are liabilities to other money
creating institutions. Such liabilities are the basis
for further money creation, so the terms ‘high-powered.

money! and base money are often used interchangeably.

'By this definition, the effectiveness of monetary base

control will depend upon the ability of the central
bank to control the volumé of its balance sheet
liabilities, The precise definition will therefore
depend upon what liabilities the c¢entral bank can
control or seek particularly to control, A cash based
definition is generally preferred. This is important
because again under the present arrangements a cash
ratio is maintained, which is directiy related to the

liabilities of the Bank of England.

4.3.2, RELEVANCE OF THE MONETARY BASE

The Green Paper(69p-8) defines a monetary base scheme as

follows:~ the banks keep at least a known proportion of their

deposits in the form of base money, either because there is a

mandatory requirement on them to do so or because they can be

relied upon to do so over a period for prudential reasons.

The authorities then either:-

N



T, control the amount of base money in existance and so
the total growth of the money supply, since the banks!
balance sheet cannot exceed a specified multiple of the
base; or

2. use divergencies of the base money figure from the
desired trend as a trigger for a change in interest

rates to correct the divergence.

Statistically, the relevance of the monetary base to monetary
control may be shown by the following identitiesll:

(1) M=C + D

(2) B

D+ R

M is defined as the sum of currency in circulation with the
non-bank private sector (C) pius deposit liabilities of the
banks (D). The monetary base (B) is equal to (C) plus the
banking system's reserves (R). R is defined as vault cash

and bankers balances, These identities may be expressed as

follows:
(3) BM = B (C + D) (1) x B
(4) (C+R)M=B(C + D) (2) into (3)
(5) (C+R)M=B(L+1) () D
o D) o> )
(6) M =BIC/D+1 ] (5) (C/D+R/D)
[C/D + R/DI]

Equation (6) proves that given a minimum cash to deposits
ratio, the size of the monetary base will impose a ceiling on
the level of bank deposits and thus, indireetly, on the stock

of money. If the authorities control B, by their potential



power as the source of cash, at a predetermined level, then

this will lead to fairly predictable movements in M, provided

- the ratios C/D and R/D are constant.

This relevance must, however, be gualified:

C/D is unlikely to be constant because it may only be
regarded as reasonably stable where deposits are
defined to include only non=-interest bearing funds.
When savings balances are included, the interest
incentive with changing deposit rates must make the
stability of this relationship questionable over time,
Technological change (such as the development of cheque
cards and electronic funds transfer ‘systems) will also

affect the stability of the ratio.

Research into the Great Depression of 1929-31 in the
United States has shown that the ratio is unlikely to
be stable, For.two and a half years, beginning November
1930, there was a sharp rise in the publie's holding of
currencyl2, Currency holdings increased by 55%, but
demand deposits actually fell by 33%(70p.260), 1In
terms of the Friedman-Schwartz taxonomy of proximate
determinants of the money stock, the rise in the C/D
ratio was by far the most important source of decline
in the stock of money during it's four year
dec1ine(71p.33%), 1In a study by Boughton and Wicker it
was noted that almost one-third of the rise in the C/D
ratio can be attributed to a shift in yields on demand

deposits and commercial paper(72),
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R/D is unlikely to be constant. There is no reason why
the ratio of reserves to deposits should exhibit a

stable relationship to any particular monetary

aggregate.
Static equilibrium., The approach fails to outline the

adjustment process in the monetary base. It is a
static model only, which will probably be of little use.

as a guide to day-to-day management of the banking

system.
Poor predictability of the monetary base, The monetary

base is unpredictable for two reasons:

a) The authorities are unable to accurately forecast
movements of currency in the non-bank private
sector. Daily forecasts are frequently wrong by
£25-30 million, and are occasionally of the order
of £100 million,

b) The unpredictability of factors affecting bankers
balances, This is a more serious issue and
concerns daily settlements in ﬁhe money markets.
These are highly unpredictablel3 and are
complicated by the volatility of public sector
cash flows. There are often unforseen swings in
the order of several hundred million pounds a day,
in and out of government balances. The
predictability of the base might therefore be
improved if the banking system moved to a next day
settlement for all uncertain transactions or, more

~likely, if government accounts were moved to the



commercial banks, so that unexpected flows would
leave bankers' balances at the Bank of England

unaffected.

It should finally be noted that the predictability of
the base will only be of serious consequence the
shorter the time horizon chosen. Only on a weekly or
daily basis will the unpredictability of the base
become an important factor, increasing the burden
thrown upon the adjustment mechanism that the
authorities must use to offset undesired movements.
This is probably why very few proponents of monetary
base control advocate a strict regime, as Wood

remarked: "Who on earth wants day to day control of the

basen(73),

The relevance to the U.K. is questionable. Prior to
August 1981 it is probably fair to say there was not a
good relationship between changes in the monetary base
and those in any other monetary aggregates., Table 8
shows that in the 1970's the monetary base has often
grown slowly when the money supply has expanded rapidly
and vice versa. Such a comparison is not, however,
strictly valid. The quantity of base money has never
been fixed at a predetermined level or targeted - the
Bank of England have always provided base money as
required, In addition the base was only related to the
one and a half percent cash ratioc maintained by

clearing banks, which was:-



TABLE 8: THE MONETARY BASE AND THE MONEY SUPPLY

Year End Monetary Base3 Money Supply £M 2
{Seasonally adjusted)
Total (EM) Z Increase - Total (EM) % Increase
1970 4366 14.9 17320 3.1
1971 4590 5.1 19620 - 13.3
1972 5179 12,8 24930 27.1
1973 5653 9.2 31700 27.2
1974 6625 17.2 34840 9.9
1975 7148 7.9 37270 7.0
1976 7941 11.1 40570 8.9
1977 9284 16.9 44660 10.1
1978 10525 13.4 51380 15.0
1979 104051 (1.1) 58030 12.9
1980 112241 7.9 69100 19,1

SOURCES: 1. T Congdon The Banker February 1980 Table 1 p.32

2, Bank of England Quarterly Bulletin
a, March 1981 Table A p.39
b. Table 11/1

1Averages of monghly figures and not year end figure.

2The sterling M, figures refer to the end of the fourth quarter, not to the
banking make-up day. They are not fully comparable with the monetary base
data, but interpretation would probably not be changed by more precise data.

3Defined as bankers balances with the Bank of England and notes and coin in
circulation.
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a) maintained over a period of time rather than for a
particular day;

b) related to eligible liabilities rather than
directly to total deposits as recorded in the
monetary aggregates;

c) related to the previous month's liabilities;

d) defined with reference fto previous levels of cash

held by the clearing banks and the monetary base.

It is therefore for many of these reasons that the Bank of
England have rejected monetary base control in the U.K. A
fuller discussion and analysis of these issues is given in
Appendix 1., The importance of this brief discourse was to
identify the more salient iséues of monetary base control
that would have implications for the monetary supervision of
the U.K., banking system and how the present arrangements may
be influenced by these issues. Despite the importance of
monetary targets the authorities have chosen not to target
the monetary base, but in the next section it will be shown
that they are monitoring certain cash reserves maintained by
the clearing banks with a view to assessing the likely impact

of a monetary base control system.

4.4, MONETARY CONTROL - CURRENT ARRARGEMENTS

The new system was introduced on 20 August 1981. Llewellyn
defines many of the 1institutional arrangements as
representing a 'tidying-up®' operation which do not in
themselves herald a move to monetary base control because it
is not the intention of the authorities to target the

monetary base(T4p.8),



4,4.1, CURRENT ARRANGEMENTS DEFINED!#

1.

Reserve assets redefined13

The reserve asset ratioc as a formal requirement has

been abolished and for monetary control purposes has

been replaced by a new cash ratio and eligible bank

ratio,

a) Cash ratio.
The cash ratio is a uniform requirement on all.
institutions16 in the newly defined monetary
sector, which comprise all recognised banks and
LDT's, the National Girobank, Trustee Savings
Banks, those banks in the Channel Islands and the
Isle of Man which opt. to join the scheme and the
Banking Department of the Bank of England., The
requirement will be set {twice a year as half
percent of an institution's eligible liabilities
in the previous six months., This is held in non=-
operational, non-interest bearing deposits with

the Bank of England.

Eligible liabilities have been redefined to allow

offsets in respect of:=-

(i) funds (other than cash ratio deposits or SDs
placed with the Bank of England) lent by one
institution in the monetary sector to any

| other; and

(ii) money at call placed with money brokers and
gilt-edged jobbers in the $tock Exchange, and

secured on gilt-edged stocks, Treasury bills,



Davies states the cash ratio ",,.does not
constitute in any sense a move towards a so-called
monetary base system"(74p.29), The London
clearing banks now, however, maintain additional
voluntary operational balances at the Bank of
England for clearing purposes. It is ¢the
intention of the authorities to monitor the
functional demand for these cash balances, as this.
may establish a relationship between a bank's
liabilities and it's prudential cash holdings -
which would be consistent with a non-mandatory
system of monetary base control. To supplement
this the clearing banks now inform the Bank of
England on a daily basis as to the size of their

target balances.

The uniform cash ratio is not a cash base as
defined by a monetary base control system as vault
cash 1is excluded from the definition, It is a
mandatory requirement, and is placed on a lagged
accounting basis, the implications of which are
discussed in Appendix 1. A more important issue
is that the fulcrum for money market operations is
again provided by the cash balances of the London
clearing banks, The authorities do not 'target’
these voluntary balances but continue to use them

as indicators of monetary policy.



b)

Eligible bank ratio.

Banks whose sterling acceptances are eligible to

be rediscounted for cash at the Bank of England

are required to maintain secured money with
members of the London Discount Market Association

(LDMA) and/or secured call money with money

brokers and gilt-edged jobbers, such that:-

(i) the total funds so held normally average 6.
percent of that bank's eligible liabilities,
and

{(ii) the amount so held in the form of secured
money with members of the LDMA does not
normally fall below 4 percent of eligible
liabilities on any day.

In addition each eligible bank will provide

monthly returns of it's daily figures and aim to

meet the daily average ratio over either six or
twelve month periods, the ratio onr any particular

day in a banking month being calculated on a

lagged accounting basis as a proportion of

eligible liabilities at the last but one make-up
day. The ratio is however a 'rolling' ratio,.

Thus on a six month period, once the first five

months have elapsed, the requirement effectively

becomes a more rigid six monthly one.

These requirements are not.placed directly for
monetary control reasons, rather they are linked
to the Bank of England's new methods of

intervention to implement monetary‘policy.



2.

Special Deposits
The SD scheme remains, applying to all institutions

with eligible liabilities of £10 million or more.

Conduct of Monetary Policy

The prime objective of monetary control is now to
offset daily cash flows between the Bank of England and
the money markets by retaining control of short-term
interest rates., Thus certain institutional changes
have been made to enable the Bank of England to place
greater emphasis on open market operations rather than
discount window lending. This move was foreshadowed in
the 1980 paper(76), in which it was decided that these

operations should continue to be conducted in the bill

markets primarily through members of the LDMA, This is

the rationale behind extending eligibility - to ensure
an adequate supply of bills for these operations, the
criteria for eligibility was extended. There was an
initial increase to 96 banks from 56 in August 1981,
but by August 1982 this was further enlarged to cover

114 eligible banks.

On January 2nd, 1981 the reserve asset ratio had been
reduced from twelve and a half percent to ten peréent.
This had the desired effect of releasing bills
previously held as reserve aésets enabling subsequent
market shortéges to be relieved by the banks selling
these bills to the Bank of England rather than using
the discount window facility. For monetary contfol

reasons, once the ecriteria for ensuring a sufficient

Qc



supply of bills had been determined, the reserve asset
ratio could be replaced. Together with the funds with
the LDMA and gilt-edged jobbers, these arrangements
should ensure sufficiently large markets in Treasury
bills, iocal authority and commercial bills., By August
1982 the volume of acceptances in the markets had more
than doubled since August 1981 to £12.3 billion(T7),
In January 1982, Bank of England purchases of.
commercial bills alone were estimated at £1

billion(T78),

The Bank of England will provide reserves against the
offer of eligible bills, but has retained the right to
choose the the terms of assistance. The Bank of
England now no longer sets MLR, though the rate charged
cn such lending is still above comparable market rates.
It is argued that this is ",..consistent with the aim
of giving the financial markets more influence over the
structure of interest rates"(79), However, the Bank of
England now operate in four bill bands, operating in
band 1 with an unpublished interest rate range:-

a) band 1 1-14 days

b) band 2 156~-33 days

¢) band 3 34-63 days

d) band 4 64-91 days

Interest rates in band 1 are largely guided by the
level of sterling M3y but a note is also taken of other
monetary aggregates (Section 4.2), pressures in the
foreign exchange markets and other relevant

information, Davies stated the unpublished band does



not represent a major change beﬁéuse(so):-
a) the Bank of England continue to pubiishrdaily_
intervention rates;' _
~b) evidence has suggested the band is in fact very
narrow and hence this will constrict the role of
market forces again, A wide band would allow
greater volatility of interest rates which it is
unlikely the authorities would accept;
¢) the discount window facility has been retained and
it will thérefore always be possible for the Bank

of England to directly influence short-term rates.

The current situation is one where the‘Bank of England
no 1oﬁger deliberately over-issues the weekly Treasury
bill tender, though it still aims to keep the money
markets short of cash each morning so as to offset any
net financial flows on terms of it's own choosing.
Since MLR was suspended, these terms are not known in
band 1. Llewellyn(81) concludes that the Bank of
England is now in command of interest rates at the very
short end, as it is able to determine the net flow of
funds between the mbney markets and the Bank of
England, though it does not seek to directly influence

period rates through it's market interventions.

4.4.2, APPRAISAL OF CURRENT ARRARGEMERTS
The government assessed the new monetary control procedures
as follows:

"The main purpose of this change was to allow

market forces a greater influence on the structure



of interest rates, and to allow interest rates to
be adjusted more promptly in response to changing
economic conditions. These objectives have been
met., The new arrangements have coped successfully
with some severe swings both in the international

markets and in the money markets at homen(82),

This interpretation is, however, questionable on several.
issues, We are concerned with the efficiency of monetary
control and it's impact on the U.K. banking system. This
section will appraise the current system in terms of the
conduct of monetary policy but more importantly it's impact,

sometimes unfairly, on different groups of banks,

1. Conduct of Monetary Policy

Broadly speaking the control mechanisms of monetary policy
have remained unchanged (though the overall strategy of U.K.
monetary policy is radically changing). The Bank of England
continue to use interest rates to pursue monetary objectives
though a major priority of policy is now to lower interest
rates, rather than using interest rates as an instrument for
securing the money supply target. Interest rates thereby
largely remain a function of the Bank of England's own
operations in the money markets. Thus the Bank of England
continues to affect the level of interest rates : market
forces may influence the term structure of these rates. A
more flexible interest rate policy was considered but in the

final analysis the Bank of England have maintained their
.close control over short-term rates, because it would

represent a "...radical departure in official United Kingdom



thinking were the bank to permit the volatility in short-term

interest rates that the Federal Reserve has allowed“f83)

This crucial peoint was illustrated as early as 14 September
1981. The discount window facility was invoked for £79
million at thirteen and three-~quarter percent. Llewellyn

(84)

argued this was significant in three respects:

1. The Bank of England will resort to direct assistance
via the discount houses, rather than through bill
purchases when it wishes to indicate it's view on

interest rates.

2. In no meaningful sense of the term will the Bank allow

‘market forces! to always determine interest rates.

3. The influence of the Bank is such that a small amount
of assistance (£79 million is almost trivial in money
market terms) given in a particular way can have a

decisive impact on market rates.
(On September 16, 1981 base rates were raised to 14%).

However, in the context of a more flexible interest rate
policy, it is to be expected that bank base rates will tend
to change more frequently than in the past._ Base rates
remain sensitive to the T day inter-bank.rate which is
directly influenced by short-term rates. ‘The variability of
these rates was aggravated by the suspension of MLR since

although there was not a formal link between MLR and base



rate, for these reasons they tended to move in line, It is
therefore possible that "...banks may have to consider more
frequent, if perhaps smaller, changes in their base rates",
Table 9 overleaf demonstrates this trend after August 1981

when the new arrangements were implemented,

Finally, it should be noted that the new control arrangements
kmean that the banking system is now subject to a degree of
uncertainty., The suspension of MLR means there are no clear
signals as to the terms on which the banks may borrow from
the Bank of England via the discount houses., The unpublished
rates within band 1 further complicate the issue because
there is no clear indication as to the spread of intervention

rates within that band.

2. Impact on the banking system

The current arrangements affect three distinct classes of
banks in the U.,K., imposing constraints on the clearing
banks, eligible banks and the banking system as a whole., The
clearing banks have never been particularly large holders or
accepters of bills - thus it is felt that they are being
required to underwrite a system designed for the convenience

of the Bank of England and the discount houses(85),

Eligible banks can command finer rates on their bills but
offsetting this is the requirement to hold a tranche of low-
yielding assets in their balance sheets(86p.21), Except in
exceptional circumstances, this mandatory level of liquid
asséts must always be held, This was identified by

Barge(87p.7T2) as offering two disadvantages vis-a-vis the
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TABLE 9 TLONDOW CLEARING BANK BASLE RATES

SINCE JULY 1980

Date of Chaige

1880

1982

July 4
November 25
March 11

Septemberx 16
October.i
October 14
November 9
December 3
January 22
February 25
March 12
June 8

July 16
2ugust 6
huvagust 17
September 3
Octcber 8
October 22
November 5
November 26

—AUQUSE 1881 ~mmm o e

New Rate (%)

16
14
iy

14
16
15%
15
14%
14
13%
13
12%
12
11%
1i
10%
1o

L
2

5.10

92

SOURCE: Bank of England Quarterly Bulletin, Table 13/11




uneligible bank - return on assets could be smaller and
balance sheet footings higher. This is demonstrated in Table
10 by comparing the possible turn on lending for an eligible

bank and non-eligible bank.

The non-eligible bank has chosen to keep only 1 per cent of
eligible liabilities with the LDMA against the 7 per cent of
the eligible bank1%#. Ceteris paribus, the nonQeligible
bank's 1 per cent can be realised whilst the eligible bank's
holding has to be maintained at a minimum. Therefore with a
balance sheet approximately 5.6 per cent smaller than that
of the eligible bank, the non-eligible bank's profit is
approximately 6.5 per cent better., This therefore must be
compared to the advantage of being able to issue teligible!
bank bills to assess the profitability implications, though

e e

in the final analysis this can represent a constraint on a
il

fiffli_ifiiiiiiﬁﬁfﬂk——ln the ordinary course of business it
is not clear that banks would wish to maintain such a level
of liquid assets in this form - and because the requirement
is expressed as a minimum, the banks will in practice be
forced to hold such assets in excess of the stated minimum
to ensure that this level is not breached. The minimum
requirement alsd has'prudential implications because whilst
such liquid assets are desirable for prudential reasons,

they cannot be used in the day-to~-day management of an

eligible bank.
The most important impact on the banking system is, however,

that the Bank of England have refused to deal directly with

the system, because it ",,,would involve predominantly the
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TARLE 10

Possible Turn On Lending In An Eligible Bank And Non-Eligible Bank

Eligible Bank Non-Eligible Bank

1) Assets Income 1) Assets Income
Loans 100 @ 15% = 15,00 Loans : 100 @ 15% = 15.00
Ligquid assets 7 @ 14% = 0.98 Liguid assets 1 @ 14% = 0.14

15.98 15.14

2) Less Liabilities ’ " 2) Less Liabilities
Deposits 107 @ 14%% = 15.42 Depcsits 101 @ 14%3% = 14.65

3} Profit/Turn = 0.46 3) Profit/Turn = 0,49

Source: J. Barge, The Banker, November 1981, p.22.
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clearing banks, by virtue of their central function in the
settlement of daily flows between the banking system and the
Bank..." which the Bank of England feel would "...greatly
reduce the scope for market forces to determine interest
rates"(88p.89), Instead shortages are now offset by bill
purchases and lending, as shown in Table 11. The important
trend to note is the increased turnover in commercial bills
in the last two years and the marked decline of Treasury

bills in that period,

This system has four principal weaknesses which also hinder
the operations of the banking system. In particular there
are problems concerning shortages, information, intervention

techniques and the discount market.

a) Shortages

There are no satisfactory methods for relieving
shortages beyond the capacity of the discount market.
The Bank of England's techniques for estimating
shortages are inadequate in many respects ~ the
position of the discount market for instance, is
vulnerable as banks can also adjust their books through
the inter-bank market. This may only affect one bank
and not the system as a whole, but then there is the
direct threat to one bank in the system that it may be
held short of cash, A further irritant occurs when
money is short as upward pressure on overnight inter-
bank rates causes commercial borrowers to switch into
their overdraft facilities, thereby'throwing the whole

shortage onto the clearing banks.



ey

TABLE 11: OQPERATION TO OFFSET MARKET SHORTAGES (£M)

Year Beginning PURCHASES OFl: LENDING
1 March Treasury | L A ) Comrereial
Bills Bills | Bills?

1971 5140 327 774 650
1972 5245 506 409 1495
1973 42106 776 15013 2035
1974 5476 840 437 2823
1975 9364 1125 200 3868
1976 19389 1268 697 29519
1977 14740 1302 47 21663
1978 16049 1509 2503 9727
1979 16337 2529 3846 18217
1980 11876 2874 | 15803 21173
1981 3810 4349 {39771 4640

SOURCE: Bank of England Quarterly Bulletin

March 1942 p. 88

1.
Includes purchases for later resale to the market and

nurchases by both Issue and Banking Departisents,

zAlwmst exclusively ecligible bank bills.
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b)

c)

Intervention fechnigues

(i)

(ii)

Intervention times - the crux of this problem is
that intervention at 2.30p.m. often comes too late
to ensure orderly market conditions. There is
often a period of uncertainty beforehand because
the market does not have the confidence the
shortage will be relieved at 2.30p.m. After
2,30p.m. but before the close of the town clearing
the bank will only rarely deal, causing
considerable uncertainty as to how the shortage
will be relieved after 2.30p.m. Shortages after
the c¢lose of the town clearing could now result in
either a bank failing to meet it's target cash
balance or the clearing banks going into debift on

their operational accounts.

Intervention in the bill markets -~ purchasing
bills is an insufficiently flexible means of
ﬁroviding relief because Seccombes!5 often have
difficulty 1in 1locating bills of suitable
maturities of the right amounts. Conversely the
Bank will not sell bills to the banks to soak up a
surplus until all the discount houses have squared

their books.

Discount Market

The current proposals have maintained the rather unique

status of the London Discount Market. This is a

problem for the banking system to the extent that

methods of monetary control allow ﬁhe discount houées

an unwarranted competitive advantage over the banks -



for instance the special status of call money imposes a
direct profitability constraint on eligible banks
whilst artificially reducing the costs of discount

houses.

The Bank of England have maintained the special role of
the discount market for good reasons though commercial
bankers would perhaps question this15. It was noted
that there is no real reason why banks in the ordinary
course of business would lend such sums of money to the
LDMA. Their role as efficient secondary markets in
short-term paper is a valuable one, but one which could
be eQually Wwell performed by the banks (though possibly
at greater expense); the same could apply to their
lesser role in the bond markets. The 'competitive!
nature of the discount market might also be questioned
as more than 50 percent of the market is dominated by
the two houses of Union Discount and Gerard National,
Finally their business can be very sensitive to
official policy - in January 1982, Smith St. Aubyn
announced huge losses on giltfedged securities; a few
years earlier Clive Discount experienced

proportionately similar losses.!?

The Bank of England have maintained their policy of refusing

to deal directly with the banking system, yet in the foreign

exchange markets the Bank of England has efficiently dealt

with commercial banks for years. The parallel has become

more real than apparent since the abolition of ﬁ.K. exchange

control, which has effectively combined the sterling and

g8



foreign exchange markets. The medium for monetary control
remains the discount market and not the inter-bank market.
To this extent it remains inadequate for dealing with
shortages because invariably the costs of adjustment are

passed onto the banking system.

4.5, MONRETARY CONTROL - SUMMARY

The present monetary controls on the U.K. banking system have
been discussed in the context of the changing emphasis of
U.K. monetary policy. Gangdon views the practical effect of
theée proposals as having removed much of the regulation from
bank balance sheets to the extent that they have ".,..left the
British banking system relatively little burdened by central
bank superintendence of it's assets"(89p.29), The precise
date, however, at which this 'new freedom' began is
questionable - August 1981 witnessed the abolition of the
reserve asset ratio though October 1979 was important because
it rendered the corset ineffective as a means of controlling

bank credit.

It has been shown how the new system attempted to tidy~up
monetary control by imposing definite targets and controls.
The key role of sterling M3 to March 1982 required the
monetary authorities to maintain close control of bank
eligible liabilities. This has been coupled with an
increasing emphasis on interest rates at the expense of
monetary aggregates, The Bank of Engiand have redefined
monetary control procedures to allow them greater flexibility
and increasing emphasis on money market operations. This

allows the Bank of England greater control of short-term



interest rates which has recently become central to monetary
policy., The present system also allows the authorities the
opportunity to monitor the behaviour of the voluntary

operational cash balances of the clearing banks.

It is clear that the present monetary controls in no way
represent a move towards monetary base control but rather a
tidying-up of the previous arrangements, This modification
procedure has generally relaxed bank balance sheet controls,
though the overall trend of monetary control may occasionally
impose severe penalties on certain banks in the settlement of

daily cash flows.



NOTES TO CHAPTER FOUR

Sterling M3 can be broadly defined as all notes and
coins plus all deposits in both the public and private

sectors,

*Monetary Control', Green Paper, HMSO, Cmnd,7858,

published March 1980.

See for example, J. Whitmore, 'Search for Sound Money!',

The Times, 25 February. 1981.

M{ can be broadly defined as notes and coin held by the

public plus private sector sterling sight deposits.

For a comprehensive discussionh see W. Greenwell & Co.,
tSpecial Monetary Bulletin - Monetary Base Control!, 21
April, 1980, Broad Street, London.

See: a) D. Lomax, 'Monetary Policy?, atio

Westminster Quarterly Bulletin, November
1980, pp.2-22.

b) D.E. Fair, 'Monetary Control', Three Banks
Review, March 1981, Vol,129, pp.17-34.
¢) 3. Brittan, 'Where next on monetary control’,

Financial Times, 8 January 1981.

See. G, Richardson 'A view from the Governor', The

Banker, February 1977.



10.

11.

12.

13.

The wider range of money and liquidity aggregates now
include M1, sterling M3 and PSLp. P3L stands for
private sector liquidity and in this definition
encompasses the private sector components of sterling
M3, other money market instruments such as deposits
with local authorities, commercial bills and
certificates of tax deposit, plus savings deposits and

securities (mainly held with building societies).

See for example, G. Richardson, 'The First Mais

Lecture', City University, London, 9 February 1978.

See for example., 'The Reform of Monetary Control in the
United Kingdom', Annual Monetary Review, Vol.1, October
1979, p.38.

See for example, 'Monetary Base Control!, Bank of
Engkand Quarterly Bulletin, June 1979.

Demand deposits were interest bearing at that time.

The only known settlements in the money markets are
Treasury bills, foreign exchange (two days ahead) and

gilt-edged settlements.



1)4.

15.

16-

17.

18.

19.

~The changes were principally outlined in the following

papers:-

(a) Methods of Monetary Control - Background note
November 1980.

(b) VMonetary Control: Next Steps, March 1981.

(e¢) Monetary Control: Provisions, August 1981.

The prudential liquidity afforded by the reserve asset

ratio is being reassessed by the current liquidity _

- proposals, as discussed in Chapter 6.

Institutions with average eligible liabilities of less
than £10 million will be exempt from this requirement.

Whilst it is possible for an eligible bank's holding to
fall to 4 per cent, it has to maintain a rolling
average of 6 per cent ~ for general purposes it can be

claimed the 6 per cent is fixed.

Seccombe, Marshall and Campion plec are a member of the

LDMA and the Bank of England's broker.
For a further discussion see B, Riley, 'Can the

discount houses cope with the Bank's new regime?', The

Banker, February 1982, pp.29-33.
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5.1. INTRODUCTION

Prudential supervision of bank balance sheets is chiefly
concerned with capital adequacy and liquidity., Prudential
supervision is not designed to impose severe constraints on
bank balance sheets, because it is expected that a commerecial
bank will take all 'reasonable precautions' to ensure that it
does not default on its obligations. The debate, however,
arises where bank supervisors impose rigid prudential
controls and/or disagree with the validity of a bank's
internal controls. It is the differing views on the
assessment of *'reasonable! and definitions of 'precaution’
that have caused the current concern over the methods
implemented to maintain capital adequacy and liquidity.

Liquidity is discussed in the next chapter.

The topic of bank capital adequacy has become a focal point
in the banking industry. Capital adequacy and capital
aquisition have become major topics of study and controversy
by banking personnel and regulatory authorities(90p.79),

This is largely due to the peculiar nature of bank capital:

"Commercial and industrial companies require
capital initially to finance their operations and
secondly to provide a bail-ocut for creditors or to
cover possible losses. From the standpoint of a
bank precisely the opposite is the case - capital
funds should provide protection for depositors in
situations of temporary difficulty and also

provide funds to finance fixed assetsn(91P.8)



The link with asset structure is critically important to
maintain confidence but also to provide liquidity if required
for depositors and other creditors on the liabilities side.

The purpose of bank capital is multi-fold, \;L a protection
N
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for depositors_ Roblnson argues it is analagous to a guarantee

fund(92p.433), whilstﬂoﬁgler and Wolkowitz state capital can

be a prudent source of funding n...when the asset being

financed is fixed and long- term"(93p 17) E;%e function of

bank capital and its importance to the balance sheet was

——— e e

recognised by Apllado and Gies who deflned bahkmcapltal
adequacy as "u.perhaps the single most 1mportant 1ndex of a
bank's_finan01al condition to the regulatory
'authorltles"(94P 24),

Capltal adequacy is a dynamic concept It is influenced by

I

e e LT e

prevailing banking and economic conditions; by the quality
and liquidity of a bank's assets; and the quality of bank
management, In the final analysis it may therefore be
" ..less important in practice than it 1is 1in
theory"(95P.109), The basic objective of commercial banks
remains wealth maximisation, generally defined as the
maximisation of the present value of future cash flows

aceruing to the ordinary shareholders(96p.92), Thus it may

be the need for_ adequate profitablllty that determlnes
W e - e e

capltal aquuacy._ Adequate profitability will meet the basic
ob;ectlve but can also attract new capital by 'providing a
return (dividend plus capital gain) comparable to other forms
of‘marketable investment - in addition to providing reserves

for contingencies and losses that may occur.



Section 5.2. will be concerned with an examination of the
issues influencing bank capital adequacy. This will be
followed by a discussion of the various regulatory approaches
in 5.3. to this problem. The current position in the U.K.
will be analysed in Section 5.4. We will conclude that whilst
it may not be possible to accurately appraise bank capital
adequacy, the U.K, approach provides an important framework
within which the balance sheets of U.K. banks may well be

constrained by the new proposals.

5.2. BANK CAPITAL ADEQUACY

The debate over bank capital adequacy results from the
disagreement between bank supervisors and commercial bankers
concerning the definition of bank capital and the adequacy of
that capital. These definitions are largely based on the

functions of bank capital that are perceived by each group.

5.2.1. FUNCTIONS OF BANK CAPITAL

The Bank of England identified the following as the more

important purposes for which capital is required(97para.15):

1. To provide a cushion to absorb losses.

2. To demonstrate to potential depositors the willingness
of the shareholders to put their own funds at risk ona
permanent basis.

3. To provide resources free of fixed financing costs.

4, To be a suitable.form of finance for the general

infrastructure of the businesas,

The first two purposes are the important functions as capital

can provide a cushion against which losses may be sustained,



but also ensure that public confidence is maintained in the
U.K. banking system. These functions do not however fully
state the case. Okidegbe(98) has specifically defined the
functions of bank capital:- to protect depositors, absorb
temporary and unexpected losses, maintain or inspire public
confidence and finally to constrain the growth of bank
assets, This framework will provide a more practical base

from which to assess the relevant issues.

In a fractional reserve system the confidence of depositors,
shareholders and the public in general is wvital to the
existence of the banking industry. Thus, the primary
function of bank capital is to ",..provide the confidence
necessary to keep a bank open so that it may be able to
absorb losses out of future earnings rather than out of
capital funds themselves"(99P.5), oOrgler and Wolkowitz argue
the function of absorbing losses is instrumental in avoiding
failure, ",,.thus contributing to the public!'s confidence in
the banking industryn{100p.16) The crucial point is not
that capital should provide a cushion to absorb losses, but.
that it should be adequate to absorb losses with enough
margin to inspire continuing confidence in the bank as a
going~concern. This was defined by Robinson and Pettaway as
being able to absorb short and immediate term losses,
resulting from events that management cannot be expected to
anticipate, with "...a margin of safety that, preferably,
would allow a bank to continue its operations without loss of"
momentum and, at least, would buy time in which a bank would
re-establish its operational momentum"(101p.vii), Hempel

states that in the U.S., "Even the staggering losses of the



1930's were ultimately absorbed out of earnings when banks

were not forced into liquidation®(102p.3),

Capital adequacy is therefore concerned with the ultimate
solvency of a bank., Capital must ?e adequate to inspire
sufficient confidence in that bank on the part of depositors
and supervisors so that it will not be forced into
liquidation(103p.68), To this could be added the confidence
of creditors and bond holders., Capital must be sufficient to
cover any possible decline in the value of assets.in order to

maintain public confidencej

Bank capital is directly concerned with the quality of bank
assets., Reed et.al. stated the "...amount of capital funds a
bank needs is related to the risk it assumes., If a bank
assumes greater risk in its loan portfolio, for example, it
should have more capital funds than if it were. more
conservative in its lending policyn(104p.172), Langley
agrees the level of assets is ",,,of less importance than the
quality of those assets"(105p.177), In this respect Watson
argued ".,,,a strong well-managed bank can operate on a very.
thin capital base"(106p.171), Peacock would argue this is
prpbably over-optimistic, but agreed that "...large banks
with high (and high quality) earnings can probably afford to
maintain lower capital ratios than their slowly growing

counterparts®(107p.669),

Capital adequacy, however, should only be determined under

'normal' conditions., There is wide agreement that

"...substantial capital positions do not prevent banks from



failing 1in a period of widespﬁead economic
disruptionn(108p.22), Gardener typified the view that
individual banks should not be required to generate internal
prudential resources for situations in which the central
bank's support role would, or should, come into
effect(109p.6), This is the rationale behind the Vojta
proposition that capital should protect depositors only in
conditions short of total economic collapse{110p.16), This
is important because many assessments of capital adequacy
have adopted a 'disaster valuation' or worst-case approach -
yet in such cases the central bank should always support the
banking system. This was dramatically demonstrated in the
'Lifeboat Operation' during the fringe banking crisis. In
the U.S., Burns likewise argued that the "...banking systen
can be and will be supplied with funds in whatever amount is

necessary to forestall a credit crunch"(111p.263),

Nevertheless bank capital is also an important source of
finance., Vojta{112p.29) nas stated that it is a prime
function of bank capital to permit the acquisition of the
institutional structure necessary to perform the
intermediation funetion and provide related services.
Conversely cépital should constrain the growth of bank assets
where they are not supported by sufficient earnings to cover
the risk associated with the required assets and
liabilities,2 Should earnings however keep pace with the
growth of assets, net income will become an additional source

of capital and no constraint on the growth of assets will

take place,



Thus bank capital adequacy is concerned with the quality of
the asset structure, against which unexpected losses can be
written-off ﬁithout causing that bank to become insolvent.
In this respect earnings and capital can be surrogates but in
total economic disaster only central bank liguidity can
really support the banking system. Thus the prime function
of bank capital is to maintain the confidence of depositors,
shareholders and supervisors in that bank as a going-concern.
Two final points can be made with respect to depositors,
Firstly, the protection of depositors (instead of all
creditors) is a very important function of capital. Table 12
overleaf shows that the percentage of assets financed by
depositors has remained close to 90% for the London Clearing

Banks since 1975.

Secondly, in the U.K, a deposit protection scheme was
established under the Banking Act. Part II of the Act
provides that depositors with a failed institution will
receive 75 per cent of their protected deposits to a maximum
of £10,000. A Deposit Protection Fund has been established
which is financed by contributions from recognised banks and
LDT's, The approach stands somewhere between the approach
adopted in Germany (which has no paid-up component and relies
entirely on guarantees) and the U.3. system operated by the
FDIC {(which involves a very substantial physical
fund)(113p.74), The extent to which partial deposit
protection in the U.K. will maintain depositors' confidence
is not however clear, Revell argues there is still
",.,.surely a sufficient danger for a small depositor to

continue to worry about the safety of his deposit and to



TABLE 12: PROPORTION OF TOTAL ASSETS

FINANCED BY DEPCSITS FOR THE BIG FIVE, 1975-81

BANK (Group)

YEAR {as a %)

- e et e +n

1975 1976 1377 1978 1979 1980 1981

Barclays 88.8 89,3 87.% 87.3 86.7 86.2 87.9

Lloyds .91.8 ,91.2 91.6 91.6 91.7 91.2 - 91.5

Midland 88.9 '88.2 87.8 83.9 89.3 90.4 | -92.0

Nationzl Westminster | 90.23 90.1 91.7 91.1 9l1.7 92.0 81,7

Williams and Glyns 89.9 1.0 89.1_ 88.5 86.4 87.0 88.3
SOURCE: Reports and Annual Accounts

112

a1



create the conditions for a run at the slightest hint of

The determination of bank capital adequacy shpuld therefore
be based on normal operating conditions, taking into account
the probable support of the Bank of England and partial
deposit insurance. It will be adequate where it "...reduces
the chances of future insolvency of an institution to some
predetermined leveln(115p.20), yhere that level is
commensurate with maintaining sufficient confidence in that

institution as a going-concern.

5.2.2. DEFINITION OF BANK CAPITAL

The Bank of England(116)} define bank capital as share capital,
loan capital, minority interests, reserves and provisions. To
this capital base, certain deductions are made depending on
the actual measure of capital adequacy required. The exact
definitions are discuséed in Appendix 7. We should, however,
note the stringent conditions abplied to loan capital3. The
bank regulators case against including loan capital 1in
capital for capital adequacy purposes was défined by
Leavitt(117P.48):_ 15s3ses cannot be charged against debt
capital in order to maintain the bank as a going-concern;
dgbt places the bank in a position of having to meet fixed
annual cﬁarges for interest and possible redemption payments
which must be met regardless of earnings; debt would impair
future operatihg flexibility (restrictive covenants would
limit alternatives concerning payments of dividends, mergers
and transfers of assets); debt already outstanding would

limit thg ~issuance of additional debt when
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it might be most needed; and finally acceleration clauses
would very likely be triggered when an institution is most

vulnerable to collapse.

These risks and disadvantages may not, however, be
insurmountable: "A well-run bank in good condition should be
able to manage the interest coverage and repayment of a
reasonable amount of long-term debtn(118p.81), Nadler(119)_
- argues that debt capital does not give a bank the same solid
underpinnings as equity capital, though in liquidation_debt
capital may offer as much protection to depositors. Summers
noted that unexpected losses could inhibit debt payments
which could force a bank into liquidation and thus debt
capital is not ",..part of the pool of funds against which

losses can be charged"(120p.7),

The counter argument was given by Reed et.al.: "Subordinated
capital notes issues when interest rates are relatively low
may provide low cost funds that can be invested profitably
(at higher rates) for many years. These may also be
considered as capital funds in calculating loan limits and in
providing a buffer for the protection of
depositorsﬂﬂ121p.159) Subordinated capital debt can provide
long-term and permanent additions to a bank's capital
structure, and where it is fully subordinated to claims of
depositors it will serve the same protective function as
equity from the viewpoint of depositors. Cooke encourages
the continuing trend of raising subordinate debt capital and
"..for supervisors to accept this as providing some

strengthening to the capital base,"(122p.22),



The practical banker's approach was recently represented by
Howard and Hoffman of Citibank{(123), They have put forward
strong arguments in favour of a bank being strengthened by
the additional iiquidity of long-term debt even though

conventional accounting ratios make it look worse:

"In analytical terme, a debt issue can be included
as a component of capital if, during its life, the
assets aquired by the debt and the shorter-term
liabilities it supports, contribute to retained
earnings an amount equal to or greater than the

principal amount of the debt™.(124p.37)

Citibank distinguish between funding debt and capital debt.
The former provides the day-to-day borrowings to finance the
bank's operations and provide liquidity, whilst capital debt
i1s long-term borrowing that can be leveraged, thereby serving
as a supplement to capital. This is analysed in terms of a
‘debt-earn~back' test in Appendix 2. It is concluded that
under reasonable assumptions, capital debt can legitimately
be considered for capital adequacy purposes where its

remaining maturity is at least equal to its earn-~back period.

5.2.3. BANK CAPITAL ADEQUACY - CONSTRAINTS

Constraints may be imposed on the adequacy of bank capital as
a result of conceptual differences between bank supervisors
and bank management; inflation; asset growth; and the

problems associated with external and internal financing.
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Bank capital adequacy has been described by Nadler(125p.39)

as a 'tug of war' between bank supervisors and commercial
bankers. Regulators generally prefer more capital since it
serves as a protection for depositors. The banks however,

prefer to be highly geared. The commercial banker has to

“maintain adequate profitability, which can be done with

modest returns on assets provided a bank can maintain low

ratios of capital to deposits and capital to éssets.

Thus, where higher capital ratios are imposed, a bank will
need to increase its net retfurn on assets to maintain its
profitability. This could push banks away from traditional
areas, leading to a decline in the return on invested capital
(and subsequently to lower dividends) unless there was also a
proportionately larger increase in profitability. This may
in turn cause investors to find bank stocks increasingly
unattractive. The commercial banker could further argUe(126)
that higher capital ratios remove the importance of capital
adequacy as a management decision, and tends to ignore the
importance of 1liquidity and day-to-day management. The
latter is important as constantly available liquidity reduces
the need to maintain capital reserves. In an extreme case,
high capital ratios could cause problems where inflexible

laws are designed for the weakest participant in the banking

system,

Nevertheless regulatory concern has resulted from the secular
decline of capital ratios and the constraints imposed on
maintaining bank capital adequacy by sevéral factors such as

the rapid expansion of business, the erosion of margins and



inflation which constrains real profitability(127p.241),
Bank supervisors are concerned that bank capital has not
increased in-line with assets and liabilities, whilst the

real value of that base has fallen,

1. INFLATION
Fairlamb(128p.109) suggested that inflation has been the

biggest single factor in the decade—long process of gradual
deterioration in the capital base. The recent OECD study by
Revell also substantiates this conclusion. Broadly speaking

inflation can erode a bank's capital ratio in two ways:-

a) When nominal assets rise at a slower rate than nominal
deposits.
Even assuming that nominal deposits keep pace with
inflation - that customers need greater balances to
cope with higher prices -~ this only enables those
assets funded by deposits to maintain their real wvalue,

The real value of existing capital will suffer.

b) Where domestic inflation is higher than that of a
country's main trading partners.(129p.18)
This has the effect of weakening the exchange rate. As
the value of sterling falls, a UK bank's currency
assets and liabilities rise in value in terms of
sterling. As the sterling value of currency balances

rises, the ratio of capital to deposits falls.

A basic model of the effect of purely inflationary growth in

deposits on capital ratios has been constructed by



TABLE 13:THE LONDON CLEARING BANK GROUPS - 7 GROWTH OF ASSETS AND CAPITAL

BANK ' ITEM (15 YEAR

1975 | 1976 1977 ]1978 1979 | 1980 [ 1981
1. BARCLAYS Assets 15.0 18.4 14.3 5.2 27.0 22.3 31.4
capital®® |13.0 |18.2 [11.6 |33.3 29.3 | 13.4 |13.8
2. LLOYDS Assets 10.5 19.2 14,8 9.1 18.3. 13.8 39,2
Capital 9.3 126.9 | 9.6 |30.9 17.6 | 14.7 | 22.8

3. MIDLAND Assets 4.3 114.3 [13.0 |16.2 29.8 | 25.4 |61.8%
Capital 25.1 {10.5 [10.6 |43.0 27.9 110.6 | 7.4
4. NATIONAL Assets 7.9 116.4 112.4 |15.7 30.4 | 19.4 | 25.3
WESTMINSTER Capital 4.6 | 8.6 | 9.9 |29.3 17.1 | 16.8 | 22.3
5. WILLIAMS & GLYN'S | Assets 7.7 | 7.8 | 2.1 9.8 11.7 1 13.3 | 36.7
Capital 5.0 [11.4 | 7.0 8.5 39.3 | 14.8 |19.1

Source: Reports and Annual Accounts

Notes:

1. The increase in capital bases in 1978 generally resulted from accounting adjustments in
respect of a change of accounting policies relating to the treatment of deferred taxation,

2. Relates largely to the purchase of an interest in Crocker National Corporation in October
1981, comprising total assets of £10,884.,5 million.

3. The capital base is defined as share capital (ordinary and preference) plus total reserves,
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Revellﬁ130p-85) and is given in Appendix 3. The simulation
modelled a highly simplified bank under reasonable
assumptions with inflation at 20 per cent. It clearly shows
that capital ratios would not be maintained under such
conditions, and that there is a clear difference between an
inflationary growth in deposits and real growth in terms of

the effects on the operating account and capital ratios.

2, ASSET GROWTH

In the last decade the growth of bank assets has been greater
than the growth of bank capital, This trend is shown by
Table 13 of ‘the London clearing banks since 1975. From 1975
to 1977 the growth in assets was always greater than the
growth in capital., The capital figures for 1978 and 1979 are
significantly distorted by changing accounting policies and
reserve revaluétion, but by 1981 the trends appear again.
The important constituent of the growth in assets has been
the increase in advances, particularly in currencies between

1979-1981 as is shown in Table 14.

In the U.3, it was noted as early as 1966 that the growth of
banking had persistantly outrun the ability of banks to
generate capital internally(131), Burns(132) reported that
the quest for profits and growth had caused the attenuation
of the US banking system's equity capital base, heavy loan
commitments ih relation to resourcés and some deterioration
in the quality of assets. Summers(133P.3) suggested that a
return to the rapid asset growth that characterised the early
1970's would again be likely to put downward pressure on

capital/asset ratios., Table 15 shows that throughout the
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TABLL 14:LONDON CLEARING BANK CROUFS =~ CROWTH

1

IN ADVANCES2 1975-81 (M)

BANK GROUP YLAR

' 1975 1976 1977 1978 1979 1980 1981

BARCLAYS 10568,7 |12717.3 | 14857 13503.8 | 15364 18662 26807
% growth 10.6 20.3 16.8 (9.1); 13.8 21.5 43.6,
LLOYDS 6157.6 7790.7 1 8784.2 9778.2 3 12224.1 |14306.2 | 20308.4
% growth 1.2 26.5 12.8 11.3 25,0 17.0 42,0
MIBLAND 6040.7 6955.2 | 8093.3 9467.3 § 12314.9 |15976.5 }27597.2
7 growth 8.3 15.1 15.1 18.3 30.1 30.0 72.7
HATTONAL WESTMINSTER 9057 10615 12042 14068 18115 22319 30112
% prowth 5.2 17.2 13.4 16.8 50.4 23.2 34.9
WILLIAMS & GLYNS 1148.7 1287.5 { 1142.4 .1245.7 1477.2 1588.6 2163.5
% growth 7.7 7.8 2.1 9.8 11,7 13.3 36.7

SOURCE: R0ports'and Annual Accounis.

1 . .
Yer cent growth is that from previcus year.

2

Defined as merket loans to U.K. residents, excluding money at call and short notice.
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TABLE 15: THE WORLD'S 20 LARGEST BANKS — CAPTTAL/ASSET
RATIOS IN 1971, 1976 and 1980

BANK YEAR

1971 1976 1980
Citicorp 4.8 4,2 3.6
Bank America 4.0 3.4 3.7
Credit Agricole - 4.9 5.8
BNP - 0.9 1.4
Crédit Lyonnais 1.2 0.9 1.1
SocGen 1.4 1.2 1.6
Barclays Group 6.8 4.7 5.4
Deutshe Bank 3.7 3.4 3.1
Nat. West. 5.8 5.5 5.3
Dai - Ichi Kangyo - 4.4 3.5
Chase Manhattan Corp 4.8 3.7 3.6
Fuji Bank 4.0 3.0 3.8
Sumitomo Bank 6.3 4.8 3.6
Sanwa Bank 5.8 4.4 3.6
Dresdner Bank 3.2 3.2 2.8
Mitsubishi Bank 3.9 3.1 4.0
Midland Group 6.3 5.7 5.3
West LB 2.8 2.6 3.0
Norinchukin Bank 1.2 0.9 0.4
Manufactures Hanover Corp. 5.0 3.6 3.2

SOURCE: D Fairlamb The Banker September 1981 p.105

lIn the case of Japanese banks figures refer to the year end
(31 March) of that year with the exception of 1980 which
refers to the 30 Septembér half-year. Other hanks are

31 December year—end figures. '
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1970's fifteen of the world's twenty largest banks’

capital/asset ratio fell.

3. DIFFICULTIES OF EXTERNAL FINANCIKRG
A commeréial bank may increase its capital base through
external funding by equity, preference and loan stock issues,
The London Clearing Banks have expanded their capital base
during the last decade, but retained profits and not external
funding have been the vital source of this growth. The major
forms of external finance have been rights or serip issues,
and loan stocks?., These are detailed in Appendix 4, but it
is only Midland Bank that has been particularly active in
- these markets. Apart from limited rights issues in the
U.K., it i3 usually only loan stocks that have been raised
on the capital markets. The preferred funding method
recently has been the floating rate capital notes of medium
maturity (around 10 years) issued in the Euromarkets. These
floating rate notes have enabled the banks to raise loan
finance without becoming tied to a fixed interest
liability(134s.4.1),
The major problem of external funding is that bank stocks are
frequently quoted in the financial markets below their book
values. Investments should yield a profitable return for the
bank but they must also offer an attractive return to the
bondholder or shareholder{135P-20), This has not been so in
the bank capital markets. A recent study by
Mercaldo(136p.267) pevealed that key money centre banks were
trading (as a percentage of book value) at below 82%, the
U.K. Clearing Banks at 61.8% and the four largest West German
banks at an average of 87.9%. Table 16 shows a basic
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assessment for the London Clearing Banks in 1981,
illustrating they were again trading well below their book

values.

Table 16 Share prices and book value for London Clearing
Banks 1981

Bank Market Value (p) Shareholders Total Book value
High Low Funds £m Shares m per share
| (p)
1. Barclays 394 313 2267 282.1 804
2, Lloyds 453 295 1713 174.8 908
3. Midland 350 295  1448.3 164.8 879

4, National
Westminster 423 338 2220 236.0 941

Source: Grievson. Grant & Co. and Reports and Annual Accounts

In addition to the low market prices, McCarthy and Handorf
haQe argued that substantial flotation costs, non-
deductability of dividend payments for tax purposes, and
immediate dilution of the earnings per share for existing
shareholders have all contributed to the lack of significant
stock issues,{137p.52) The latter point was taken as
significant by Hempel(138pp.58~60) who developed a basic
model to evaluate the financial effects of raising external
capital. The model assumes that in reaching external
financing decisions the primary objective of a bank is to

minimise the immediate dilution of earnings per share and to
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TABLE 17 EARNINCS PER COMMON

SHARE UNDER ALTERNATIVE FORMS OF FINANCING (8)

[

Earnings on Existing Tresont Additional Additional Additional
Assets Capital Capital financed Capital financed | Capital financed
with Common Stock | with 8% Prefer- with 8% Subord-
ence Stock inated Debt.
Earnings on Asscts 1,300,000 | 1,313,000 1,313,000 1,313,000
Less interest - - - 80,000
Net income before
Canns 1,300,000 1,313,000 1,313,000 1,233,000
Taxes (@ 30%) 390,000 393,900 393,900 369,900
i 1 .
ezaigzome after 910,000 919,100 919’100 863,100
Prefercnce Dividends - - 80,000 -
Net for Common Stock 910,000 919,100 §39,100 863,100
Nurber of Shares 200,000 220,000 200,000 200,000
Earnings per share 4.55 4,18 4,20 4.31

Source: G,ll. Nempei, Bank Capital Determining and Meeting Your Bapk's Capital Needs,
- Figure 5.1. -
Notes:
1. Earnings on total asscts are 1,37 after all operating expenses but before taxes.
2. Initially capital funds are $8 million and assets $100 million. Capital comprises

200,000 shares of $10 per value stock and $6 million in surplus, undivided profits
and reserves.

3. The bank is not subject to regulatory capital constraints.

4, The bank required to raise an additional $1 million of capital (which will increase
assets immediately by $1 million) by:-
a) selling 20,000 shares of common stock at $50 per share, or

b) selling non-convertible, preferred stock with a 8 percent dividend rate, or

c¢) selling non-convertible subordinated debenturcs with an 8 percent coupon.
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maximise earnings per share over a longer period. The

results are tabulated overleaf,

Table 17 shows the immediate dilution of earnings per share
under the various forms of external financing. The
simulation can be repeated to show the effect where the
banks' existing assets are increased; again the highest
earnings per share would result if no additional capital were
- raised, but, where this is not so, the use of subordinated

debt again offers the most favourable alternative,.

Thus the problems associated with external funding will
impose constraints on bank capital adequacy. Capital is
frequently unprofitable to issue and requires stringent
disclosure requirements, particularly from the Securities and
Exchange Commission in the U.S. Loan stocks have an
advantage in that interest is tax deductable and the dilution
of earnings per share is not quite so pronounced. In the
last section, however, we noted that loan stocks are not
wholly accepted by bank supervisors for bank capital adequacy

purposes.

4., PROBLEMS OF INTERNAL FUNDIRG

It is generally concluded that external financing is not an
adequate or reliable method of maintaining a bank's capital
base. The alternative is to supplement capital by additions
to reserves. The reserves of the London Clearing Banks have
expanded substantially since 1971 as a result of profit
retentions, property revaluations and changing deferred

taxation policies under SSAP 15 (from 1978 the banks were
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TABLE 18:TOTAl CAPITAL ARD RESERVEES BIG TOUR LOMNDOY CLEARING BANKS 1975-1981

CAPITAL (EM)

. YEAR
1975 1976 1977 1976 1979 1980 1951

Shareholders Funds(l) 2763 3189 3523 4672 5146 6551 7648
Total Capital Base'?) 3380 4111 4571 6498 7889 9283 12005
Capital increase, 322 731 460 1927 1391 1394 2722
represented by:

1, Retained profits 127 238 306 550 890 £6l 793
2, Loan capital 80 290 164 132 108 231 826
3. Reserve revaluations (3). 21 5 9 200 (6) 247
4, Riplits issues 53 142 - 9% - - -

5. other ) 65 s a5 137 193 308 856
% contribution of retained profits 40 33 67 29 64 62 79

to capital increase

Source; Reports and Annual Accounts

1 , .

M Share and preference capital plus reserves

2 s . . . . s s

(2) Sharehclders funds plus loan capital and minerity interests, TFrom 2978 this item
also includes general provisions and amounts of deferred tax for which no balance
sheet provision has been made,

3 Principally including minority interests, goodwill and deferred tax for which no
balance sheet provision has been made, )

(4)

taxation,

Adjustments in respeet of a change in accounting policies related to deferred
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allowed to credit large deferred tax provisions to reserves).

Table 18 illustrates these trends for the London Clearing

Banks since 1975.

The crucial importance of retained earnings to the capital
base is seen in 1977, 1979 and 1980. The value for 1978 is
distorted by the change in accounting policies relating to
deferred taxation. The conclusion is that the growth of the
capital base remains highly dependent on retained earnings,
though loan stocks are becoming increasingly popular.
Surpluses arising from property revaluations, ekchange rate
adjustments and deferred taxation provisions have influenced
the capital growth of the London Clearing Banks, but these
are not usually considered as reliable forms of internal

funding for the capital base.

Profit retentions therefore have important implications for
capital adequacy. Thus a bank is highly dependent on current
profitability and its dividend policy. Current profitability
has fallen in absolute terms since 1979 and this trend can be
expected in 1982, To maintain public confidence, however,
banks aim to offer attractive returns to shareholders through
dividend payouts, potentially squeezing retained
profitability further. Lloyds Bank raised their dividend per
share from 10p in 1978, through 17p in 1980 to 21p in 1981.
The National Westminster likewise offered 13p, 21p and 25p
respectively. Thus, the difficulties and uncertainties of
internal funding may also impose serious constraints on a

bank's capital adequacy.



This section has described some of the more pertinent
constraints to bank capital adequacy. Capital ratios may
have been allowed to fall where they were felt to be too high
initially, but there are other factors. The real value of
the capital base has been érodéd, profitability has fallen
(potentially squeezing distributed and retained funds) and
equity issues have proven harder to float successfully. Thus
inflation, aséet growth, problems of raising external and
internai.funds have all constrained bank capital ratios -
making the *tug of war' between supervisors and bankers all

Loo real.

5.3. BANK CAPITAL ADEQUACY - MEASUREMENT

The measurement of capital adequacy is largely a description
of the regulatery approaches applied in the US since the
1930's. The US banking system is one of the most regulated
systems in the world as a result of the banking collapses in
the 1930's. Bank capital assessment has traditionally rélied
on 'formula' approaches. Originally capital was related to
deposits, as it was emphasised capital should protect
depositors! funds. The emphasis changed to capital/asset
ratios, concentrating on the risk inherent in a bank's
assets. In addition notice was gradually taken of
qualitatife factors. Finally we shall review an approach

of fered by Vojta.

5.3.1. CAPITAL CONCEPTS
Capital assessments have largely concentrated on relating

caplital to deposits} assets and risk assets and qualitative

judgements.5
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Capital/deposits

This has proved to be one of the more popular ratios
used by bank supervisors. It was incorporated into
Californian law as early as 1909, A ratio of 1:10
became an accepted rule of thumb in the early 20th
century. In 1914 the Annual Report of the Comptroller
of Currency suggested this should be a minimum - a
commercial bank should noet be permitted to hold
deposits in excess of ten times its capital and
surplus, After the 1933 'bank holiday', banks whose
capital base was less than 10 per cent of deposits were

not allowed to re-open,

The ratio has since developed as a 'free capital!
gearing ratio = that is capital less infrastructure to

deposits. Again a 1:10 ratio became a yardstick.

Capital/assets

The emphasis changed to capital/assets ratios after
World War II. The massive funding programme of the
American government during the war encouraged many bank
analysts to believe the risk of holding U.S. Government
securities was greater than the risk of being unable to
repay depositors. Prudential regulation became
directed at asset depreciation rather than deposit
withdrawal. Thus both the FDC and FRS instituted a
capital/asset ratio, the latter stipulating a capital

base greater than 7 percent of assets.



Capital/Risk Assets
The risk asset ratios were developed to distinguish the
risks inherent in different classes of assets.
Originally assets were split in two - risk assets and
non-risk assets. The latter were defihed as assets for
which there was no reasonable doubt they would be
repaid on time and in full., A capital/risk assets
ratio of 1:5 was used and developed to incorporate

'near risklesst' assets.

There are, however two approaches which were designed
in the 1950's that have significantly influenced bank
eapital adequacy assessment. The watershed of
prudential supervision was the Federal Reserve Bank of
New York approachﬁ. This and subsequent approaches
recognised that losses will occur from a variety of
different sources of assets and that the sum total of
these risks will determine the total capital cover
required. The approach wWwas based on a supervisory
formula developed by Howard D. Crosse, which was a
detailed risk assets scheme, Assets were grouped into
eix risk categories, each of which was covered by a
specifiec capital requirement. The formulas included an
element of qualitative assessment as the bank
supervisor would determine how much more capital en
individual bank might require because of its peculiar
circumstances.‘ The basic formula and capital

requirements are given in Appendix 5.
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The principle of risk asset graduation was continued by
Board of Governors of the FRS in 1956 with their Form
for Analysing Banking Capital (the ABC formula). As
with the previous approach. the capital margins seemed
arbitrary but Form ABC had four important features - a
liquidity calculation which incorporated the 'disaster
valuation' approach; graduated capital margins
according to the size of the bank's loan and non-
government securities portfolio; a requirement against
trust department operations and a disaster contingency
based on the experiences of the 1930's. Broadly
speaking the approach required more capital for less
liquid banks, the details of which are given in

Appendix 6.

Qualitative Assessment

The problems of assessing capital adequacy were
generally acknowledged to imply a considerable amount
of Jjudgement in addition to the quantitative
techniques, In the late 1960's and early 1970's the
OCC had moved away from the traditional fopmula
approaches adopted by the FRS, The 0CC abéndoned the
use of formal ratios is 1962, considering them too
arbitrary and not taking account of other important
factors, 1Instead the OCC appraised a bank in relation
to the quality of its management and its asset and
deposit position as a going=-concern under normal
conditions with due allowance for a reasonable margin
of safety. Specifically the'following were

considered(139):-



(i) Quality of management

(ii) Liquidity of Assets

(iii) History of earnings and retention thereof
(iv) Quality and character of ownership

(v) Burden of meeting occupancy expenses

(vi) Potential volatility of deposit structure
(vii) Quality of operating procedures

{(viii) Bank's capacity to meet present and futurg

financial needs of its ¢trade areasa,

considering the competition it faces,

This was the most significant approach to qualitative
assessment, though today the OCC use a combination of

both methods.

5.3.2. THE VOJTA APPROACH(130)

In 1972 George Vojta of First National City Bank (now
Citibank) constructed a measure of capital adequacy in which
the key element was current earnings. The approach was
implicitly based on two functions of capital, defined by
Vojta(141p'16) as allowing the acquisition of the
institutional structure necessary to perform fthe
intermediation function and related services, and secondly to
provide protection - in conditions short of total econonmic
collapse -~ against unanticipated adversity leading to loss in
excess of normal expenditure. The latter function was based

on the recognition of six generic banking risks.



Vojta proposed two tests to determine capital adequacy - an
earnings test and the 'rule of 20' test. The earnings test
would show the degree to which current earnings would cover
anticipated losses, on the assumption that stable business
conditions prevail. The second test was designed to measure
the extent to which capital funds would cover qnexpected
losses by a prudent margin (a factor of two). The following

definitions were applied:

1. Current earnings - earnings after taxes, accounting
provision for losses, other charges to reserves and net
of dividend payments.

2. Anticipated losses - estimated as a continuation of
'normal', historical loss experience,

3. Actual loss - based on a 5 year moving average of total
charges to loan and other contingency reserves
expressed as a percentage of total risk assets net of
cash and due from banks, modified by a variable
representing management expectations concerning
departures from the historical mean as indicated by
future business plans. as well as known factors in the
environment.

n, Capital funds - capital surplus. undivided profit and
all reserves except depreciation and amortisations.

5. Unexpected loss -~ expressed as a derivation from

average historical loss expectations.

Based on these definitions, Vojta proposed that annualised

current earnings should be equal to at leaSt twice the amount

of actual loss anticipated by management and secondly that



capital funds should be greater than twenty times the average
value of historical loss experience, Both tests operated
subject to the constraint that total capital must not be less
than 5 percent and not greater than 20 percent of average
total assets (net of cash and due from banks)., The second
test was applied only provided the bank had satisfied the
earnings test, that its management was rated as superior by
the bank supervisor and that "...known adverse contingent
claims on capital in the form of 1loans classified
substandard, doubtful or loss, and other known potential

Write-offs are not in excess of 50 per cent of total capital
fundsr|.(1”2po20)

The Vojta approach has not yet been formally incorporated
into a supervisor's assessment of bank capital adequacy.
Nevertheless, it is a significant contribution to the current
controversy over bank capital adequacy, It is a more
sophisticated testing mechanism which, for the first time,
explicitly considered current earnings in the determination
of bank capital adequacy. This approach has moved away from
traditional assessments in which holdings of particular
assets were used as proxies for the losses to be expected on
them; instead it encompasses a direct relationship between
expected losses and current earnings together with net worth.
In addition, the assessment is made in conditions just before
a total financial collapse as opposed to a tdisaster
valuation' approach. The principle criticism of the approach

is that it relies on historiecal data.



Bank capital adequacy Has traditionally been assessed with
specific reference to quantitative ratios. The approach
adopted by bank supervisors and regulators has been heavily
influenced by the experiences of the US banking system.
Assessments, however, must necessarily take account of
qﬁalitative factors. In the final analysis the Vojta and
U.,K. approaches may be preferable because they include
specific recognition of the importance of judgement. and
qualitative factors based on selected ratid analysis. The

following section will discuss the current position in the.

U.K.

5.4. CURRENT ARRANGEMENTS DEFINED7

5.4.1. INTRODUCTION

The UK approach is characterised by Cooke: "There can be no
certainty, no dogma about capital adequacyﬂm1u3p'21)
Traditionally, the clearing banks maintained a capital to
deposits ratio of 8 per cent, though the Bank of England also
measured a free capital ratio. The latter was more
eénsistent with assessing capital adequacy in terms of the
assets which are likely to be a source of losses, which
ultimately reduce profits and additions to reserves.
Shaw(144p.14) argues this approach also prevented the
clearing banks from artificially raising‘their capital base
during inflationary periods by becoming geared investors in

property and trade investments.

In direct contrast to the U.S., the Bank of England have not
attempted to implement a formalised system of capital

adequacy assessment, but rather have attempted to encourage



the growth of sound banking business in the U,K., whilst
limiting the possibility of a recurrence of the difficulties
highlighted by the fringe banking crisis. Thus, the Bank of
England have traditionally taken the view that formalised and

rigid ratios were counter-productive.

The evolution of the pifesent system has been highlighted by
two discussion papers -~ 'The Capital and Liquidity Adequacy
of Banks'(145) and 'The Measurement of Capital'(146), issued
in 1975 and 1930 respectively. The 1975 paper was the
outcome of a Working Party established in 1974 by the Bank of

England and the London and Scottish Clearing Banks to discuss

the subjects of capital adequacy and liquidity. The terms of

reference for the Working Party were twofold:-(para.2)

1. to consider the purposes for which capital and reserves
were required; to develop principles for assessing
their adequacy for such purposes and to examine the
roles of the different components of capital; and

2. to examine the traditional approaches to liquidity in
the light of recent changes which had affected the

liabilities of bank balance sheets.

The relevant conclusions of the Working Party are noted in
Appendix 7, as the 1980 paper incorporates many of these
prineiples. A further discussion paper was circulated in
1979 from which many of the present proposals were drafted.

The following facets of the present system should be noted:

1. It is flexible, taking account of the particular

character of each institution,



2. It is concerned with the maintenance of confidence in
the system as a whole as well as the interests of
individual depositors.

3. The approach is essentially concerned with the capital
needs of a continuing business.,

y, Precise numerical guidelines for the capital needs of
all institutions or for groups of institutions are
considered to remain inappropriate.

5. Current earnings are stressed as being essential as a
first defence against loss, but also a source of fresh
capital to allow the busines to grow or even to
maintain the scope of its operations during a period of
inflation.

6. In the case of UK incorporated deposit-taking
businesses, account is taken of their world-wide
operations on a consolidated group basis.

7. Qualitative judgements will be incorporated into the
analysis depending on the nature of business of that

institution.

5.4.2. THE MEASUREMENT OF CAPITAL. SEPTEMBER 1980

We have previously noted that the paper identified the two
most important objectives of capital adequacy as ensuring
that the capital position of an institution is regarded as
acceptable by its depositors and other creditors, and
secondly to test the adequacy of capital in relation to the
risk of losses which may be sustained. To this end the Bank
of England have constructed two ratios -~ the first objective
is broadly met by relating current liabilities to capital

resources (the free resources or gearing ratio) and the



second objective by a more complex risk asset ratio. The
exact details and definitions are given in Appendix 7,

together with a summary of the method of calculation.

The gearing ratio relates shareholders! funds (less equipment-
‘and fixed assets) to total non=-capital liabilities. The
latter are defined as all non-capital liabilities not
including contingent liabilities which are incorporated
within the balance sheet.® Past practice had been to take
account only of deposit iiabilities, though to this the Bank
6f England had traditionally added accepﬁances. By
definition the gearing ratio should be constructed as far as .
possible from publicly available information to enable
depositors and other creditors to form a judgement about the

capital adequacy of that institution.

The risk assets ratio is, however, the important ratio for
the purpose of bank supervision. Risk assets are related to
a capital base which is the same as is used for the gearing
'ratio except that premises and fixed assets are not deducted.
Instead they are treated like other balance sheet assets.
When calculéting the risk measure, the Bank of England will
take into consideration any genuine hidden values in the
balance sheet and any over-statement of aésets in re;ation to

their market values.

The risk asset classification incorporates seven classes of
risk asset (Form ABC has six c¢lasses) each of which are
allocated a certain capital cover. This ratio therefore

contains certain information which it is likely will only be
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available to the Bank of England and bank itself. The ratio
is constructed by multiplying each balance sheet asset by its
risk weight to produce an adjusted total of risk assets. The
'weights' attempt to reflect the relative risk of loss
arising from credit or investment risk'inherent in a
particular class of asset. The risk asset ratio is the
proportion of the adjusted asset total which is represented

by the modified capital base.

These two ratios are, however, only the first stage in the
assessment of bank capital adequacy. Final assessment will
also take into account the pérticular circumstances of each
institution. Thus the large institution with a well
diversified spread of high quality lending will inherently be
less exposed to risk, and therefore requires relatively less
capital cover against its assets than the small specialist

institution with a narrower customer base.

5.4.3. APPRAISLL OF CURRENT ARRANGEMENTS

The problems of assessing capital adequacy derive from the
lack of definition of bank capipal adequacy - or more
precisely at what stage does a bank become inadequately
capitalised. The current situation is one in which certain
guidelines have been established by the Bank of England
though the final judgement also takes into account

qualitative factors through regular discussions.

1. Ratio Analysis
"All in all, there is an overwhelming agreement among the

students of banking regarding the lack of representativeness
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of these (capital) ratios",(147p.25) Gardener has argued
that ".,..the nature of banking risks is such that
conventional ratio-based schemes are inadequate and
misleading indicators of bank prudential strength"(148pp'59-
60). There could be a danger where a minimum ratio became
established (though precise values have not been published)

that a bank might capitalise to its lowest level =~ and

thereby operate at the highest risk available,

Barge(148p.18) has raised a more practical consideration.
Should a minimum gearing ratio become established then this
will automatically establish a level of profitability - the
stock markets for instance have long regarded a free
resources ratio of less than 2% as a signal for a bank to
issue equity.(149) The argument is illustrated by reference
to a bank's dividend policy. If a 10% dividend is required
to maintain shareholder's confidence then this implies a pre-
tax return on capital of approximately 21%. Thus, where a
gearing ratio of 1:20 is maintained, a return on assets of
0.95% will be needed to maintain that dividend. The example
is simplistic, but demonstrates that once a gearing ratio is
established, a minimum level of profit may be implied. The
implication may be more real than apparent, A recent
study(150p.267) concluded that banks in certain industrial
countries had earned only meagre returns on assets. Selected
large banks only earned between 0.38 and 0.64 on average in
Canada, 0.4% to 0.6% in the U.,S,, 0.20 to 0.33 in West
Germany and 0.67 to 1.01 in the U.K.. |



2. Capital Base

The Bank of England define the capital base as share capital,
loan capital, minority interests, reserves and provisions
subject to certain criteria. The arguments relating to loan
stocks have been discussed and the Bank of England have
accordingly laid down stringent conditions for the inclusion
of loan capital in the capital base. These conditions may be
subject to further modification, but banks in the U.K., and
certainly the Clearing Banks, may find they do not have
sufficient flexibility within their balance sheets to
incorporate most of their debt issues within the capital base
- for the purposes of capital adequacy assessment. The other
components of the capital base will be discussed but it is
prudent to begin with a general c¢riticism on market

evaluation.

Bank capital is defined in terms of book value yet there is
currently an appreciable difference between book value and
market value. Thus, increased recognition of market value
might be more viable in today's fluctuating stock markets.
According to Anderson{151p.19) the market's evaluation is an
important element that should be followed carefully by the
regulatory authorities, It is suggested it should be ",..one
of the most important parameters followed by the regulatory
authoritiesn{152p.23), The Bank of England disagree for two
reasons(153p.22) - the perception in the market of capital
inadequacy is likely to occur at a time when a bank can no
longer remedy the situation and secondly, banks‘might expand
business well beyond the limits of what bank supervisors

consider acceptable without provoking any market reaction.



The c¢rux of these arguments therefore concerns the
information disclosure of banks. In the‘U.K” Bank of
England assessments are often based on confidential returns
whilst the poor disclosure of financial information by’

British banks must seriously hinder the market's evaluation,

The actual constitution of the capital base may be subjected

to more specifiec appraisal.

Share capital is defined to exclude the amount not paid up 6n
issued shares and authorised but unissued shares. The
latter is an acceptable deduction but the former, although
quite rare, could represent a valuable source of funds to the
bank., Shareholders are contractually obliged to pay in full

to the agreed purchase price if called upon to do so.

Minority interests have been included in the capital base to
enable the assessmént of group capital adequacy. The
‘treatment of minority interesﬁs is not, however, clearly
defined. Where they contribute significantly to the capital
base the position will be 'examined carefully'. The.public
are therefore unlikely to be able to calculate the corfegt

gearing ratio where minority interests are significant.

This criticism can be extended to the treatment of inner
reserves and general bad debt provisions. The inclusion of
inner reserves:is only really of consequence to some merchant
banks but bad debt provisions are generally only disclosed by
the major commercial banks. Thus, the gearing ratio does not

in several respects accord with its objective of belng a
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publicly calculable ratio. Further, it is unlikely that a
depositor or other creditor will be satisfied by the gearing
ratio if they thought that the risk asset ratio, or risk of
loss which a bank was running could be significant in

relation to its capital.(154p.1/2)

The treatment of provisions now differs from the approach
adopted in 1975. The Bank of England have now drawn the
distinction between certain and uncertain loss, Thus amounts
set aside to cover possible or probable loss that have
already been identified provide no protection against future
unexpected losses, Specific provisions against advances,
interest suspended, provisions for deferred and current tax
are therefore excluded, This might give rise to two
problems. A bank could maintain its capital ratio by
increasing its general bad debt provisions at the expense of
specific provisions, Conversely the more prudent institution
will be 'penalised' to the extent it specifically identifies
bad debts and has smaller general provisions. Secondly,
general provisions are not a uniform category. To be
included in the definition of the capital base, all items
within general provisions must be able to absorb future

losses.

A similar controversy concerns the application of provisions
for deferred taxation. The accounting standard SSAP 15,
issued October 1978,(155) redefined deferred taxation
accounts to include only amounts on which it is probable that
there will be a potential tax liability in the foreseeable

future., Provisions for deferred and current taxation will be



¢oncerned with expected losses, present or future, The
controversy concerns the apparent vagueness of the accounting
standard - the probability of the tax becoming payable is
open to debate. In the U.K. the clearing banks realised
virtually'all their deferred tax from leasing activities, yet
Lloyds Bank recognised no future liability in their accounts
whilst Barclays, Midland and National Westminster set aside
differing proportions of potential future liabilities. As a
result, until the standard is more precisely definedg, the
Bank of England will continue to monitor the treatment of tax
provisions., However, the treatment is imprecise and again it
is possible the prudent or cautious bank c¢ould be
inadvertently penalised by these definitions. The present
stance is that where maturing tax payments are likely to
exceed the provisions creéted, then the Bank of England will

make a suitable deduction from the capital base.

3. Risk Analysis

The risk asset ratio attempted to focus on the duality of a
banks' assets. The 1980 paper offered a t'detailed
differentiation' yet the risk analysis was considerably
simpler than the Vojta approach. The Bank of England based
their analysis on three types of banking risk:-

(a) Credit risk - the risk that claims on others may not be

redeemable at the due date at their full book value.
(b) Investment risk - the risk that marketable claims on

others, or directly held assets, may depreciate below

their book value.
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(c)

Forced sale risk - defined as a further element within
investment risk, it is the risk that actual and
additional losses may be sustained because of the need
to make untimely sales of assets which, debending on
the narrowness of thé market, may yield less than their

quoted value.

The existance of other risks is recognised but these are

assessed within a qualitative judgement of the risk asset

ratio, rather than by encompassing them with the ratio

analysis. Nevertheless, considerable attention!0 has been

given to the identification of banking risks and it may be

argued the Bank of England have not given sufficient

weighting to all the pertinant banking risks. A more

appropriate classification would be as follows:

(a)

(b)

Credit Risk

Credit risk is the risk of default or deléy in
repayment of a bank's assets. Credit risk is present
in all bank assets with the exception of fixed assets
and U.K. Governmeht securities. Taking credit risk is
a principal function of banks. Credit risk will
primarily affect the loan portfolio but may also occur
in non-gilt edged investments, foreign exchange

transactions and equity participations.

Liguidity Risk
Liquidity risk arises from the possibility a bank will

be unable to meet cash demands on time., Thismay occur
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(e)

(d)

where the maturities of assets and liabilities are not
matched, or when the bank is forced to sell
creditworthy assets or switch liabilities in adverse
market conditions. Identifying and managing liquidity
risk is therefore ultimately concerned with the

difference between daily cash flows.

Investment Risk .
Investment risk concerns the depreciation of marketable
securities for reasons other than default or delayed
payment. Depreciation may occur through changing
interest rates or varying economic conditions.
Investment risk will only be realised when a marketable
asset is sold below its book value, If the investment
is not scld, no such risk will occur. The realisation
of investment risk is thereforé a management decision,
but where it is the intention of the bank to hold such

an investment, it would then become a residual risk.

Interest Rate Risk

Interest rate risk will occur when the cost of
liabilities rise faster, or exceed the earnings on
assefts, Such risks may occur where fixed rate loans
are funded by variable rate deposits; or where variable
rate loans are funded by variable rate deposits if the
periods are different, For instance, if a variable
rate loan with a six month 'roll-over! is matched by a
variable rate deposit with a three month 'roll-over?',
the bank will be at risk if interest rates rise as the

deposit rate will be adjusted upwards after three



months while the loan rate will not be altered for six

months.

(e) Earnings Risk

Earnings risk may result from changes in interest

rates, asset prices or operating expenses.

In addition the Bank of England should consider more fully
the general risks of banking, such as operational and
contingent liability risk. Operational risk is the risk of
loss arising from operational error and mistake whilst the
latter is present where a bank would be required to fulfill
its obligations as a guarantor. Banks can insure against
certain such risks as fraud and dishonesty, forgery,
defective signatures on documents, theft or damage, robbery
and negligence = but a risk will be present to the extent

that actual losses may exceed the insuréble cover,

This list is a considerably more detailed approach than that
currently modelled by the Bank of England, who argue that to
encompass all these elements would involve the construction
of a model whose appearance of accuracy could be dangerously
misleading(156para.30), on the other hand the Vojta model
incorporated six risks, and generally the nature of banking
risks would seem to warrant a more specific treatment than at
present. In the final analysis this must be to the detriment
of the present system because it fails to explicitly
recognise that banks have a portfolio of risks through which
théy cah achieve economies of scale. Revell(157p.80) states

there is a special relationship between risk and the



operations of financial institutions, because a large part of
the function of these institutions is to reduce the risk of
financial transactions for both the savers (who place funds
with them) and the borrowers (who have use of these funds).
Banks are thereby able to achieve diversified portfolios that

are far less risky than individual portfolios.

The impression 1is therefore that the risk weightings,.
narrowly defined to reflect only three specific risks, are
somewhat arbitrary. The risk weights vary from zero to a
value of two, Commercial advances were taken as a benchmark
to which a weight of unity is ascribed, There is, however, a
vast difference in the risk quality of the commercial loans
undertaken by banks and the failure of the Bank of England to
make allowance for this disparity remains a major criticism
of their risk appraisal., The 1972 EEC Draft Directive(158)
recognised these issues by c¢lassifying lcocans into above
normal, normal and below normal risk categories. The
significance of the Bank of England stance is further
exagerrated because commercial advances are the largest
category of bank assets. Thus, they have a heavy weighting
in the overall volume of adjusted risk assets which
significantly influences a bank's risk asset ratio, It must
be concluded therefore that‘the efficacy of the risk asset

ratio is severely weakened by its own limitations.

4, Practical Application
The practical application of the capital ratios should be
considered because it was necessary that the gearing ratio be

calculable from publicly available information, and secondly



because depositors and creditors would also wish to establish
a rudimentary measure of the risk inherent in a given bank's
balance sheet. Table 19 overleaf gives the gearing and risk
asset ratios for the London Clearing Banks since 1975,

calculated from publicly available information,

The computations are given in Appendix 8 for each group. It
is acknowledged the figures are only as accurate as the
limited information available, but the trends are the
important feature in this case. The ratios must be heavily
qualified as they are based on the published reports and
accounts for the banks for one day of the year. The figures
do, however, give an indication of the interaction between
risk and reward. Broadly speaking the higher the risk asset
ratio, the lower is the risk taking by the bank - or
conversely the banks with lower ratios should benefit in
times of high profitability as they take the greatest risk.
This trend is illustrated by the falling ratics of Barclays
;and Lloyds from 1979 to 1981 reflecting the increasing risk
associated with their large scale international operations,
The Midland's ratios fell sharply in 1981 reflecting the

major aquisition of the American bank Crocker National.

Both ratios were substantially increased in 1978 in nearly
all cases as a result of changing accounting policies. Since
then the downward trend has continued, Midland, however,
have benefited in 1978 and 1979 from éales of subsidiaries
and a rights issue. The revaluation of properties can also
have a distorting affect on the risk asset'ratio, along with

the widely differing treatments of deferred taxation.



TABLE 19: NEW CAPITAL RATIOS FOR LONDON CLEARING BANKS 1975-1981

T
BANK GROUP YEAR
1975 1876 1977 1978 1979 1980 1981

1. GEARING RATIQ

BARCLAYS 3.37 3.19 3.61 4,42 4,72 4,54 4,01
LLOYDS 2.71 | 3.90 | 3.51 | 4.14 | 4.23 | 4.63 | 4.70
MIDLAND 3.96 4,37 4,64 5.61 5.20 4,80 3.93
NATIONAL WESTMINSTER 3.02 3.70 3.15 A 4,15 4,20 4.70
WILLIAMS & GLYN'S 3.90 4,09 5.61° { 5.28 7.76 7.52 6.92

2. RISK ASSET RATIO

BARCLAYS 6.46 6.27 6.53 8.09 8.67 8.16 6.93
LLOYDS | 5.34 5.76 | 4.91 | 4.67 | 7.15 | 7.10 | 7.00
MIDLAND 6.68 7.50 | 7.43 | 8.17 | 8.19 | 7.56 | 6.14
NATIONAL WESTMINSTER 7.41 7.64 [ 6.96 | 8.23 | 7.33 | 6.93 | 7.25
WILLIAMS & GLYN'S | 7.37 7.43 | 9.70 | 9.21 [11.80 {11,75 [10.76

SOURCE: Reports and Annual Accounts
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Nevertheless the ratios do offer an initial framework from
which a crude assessment of the capital adequacy of a
financial institution may be made. The public are unlikely
to be able to calculate these ratios as accurately as the
Bank of England, nor interpret them as flexibly. The
important issue is that despite their limitations the ratios
do illustrate that since 1978 bank capital ratios have again
been declining, The risk asset ratio however should not be
used as a proxy for the fisk a2 bank assumes. The previous.
analysis detailed the inherent weaknesses of this ratio to
which it must be added that it also fails to reflect such key
factors as the adequacy of the management and the market's

evaluation of that bank.

In the final analysis the gearing and risk asset ratios will
provide a useful framework within which to assess the capital
adequacy of financial institutions in the U,K. What is not
clear, however, is the interpretation of these ratios and at

what levels 'minimum! values will become established.

&5.SUHHARY

Capital adequacy has been discussed as a banking problem,
The foundation to the analysis was provided by an examination
of the functiong and definitions of bank capital. These
concepts and factors causing the recent decline in bank
capital ratios are generally accepted, but the measurement or
assessment of bank capital adequacy is not so clearly
defined. In this respect bank capital adequacy remains a

nebulus concept.



Quantitative and qualitative methods for assessing capital
adequacy were discussed. This relied heavily on U.S.
experience resulting from the spectacular failure of many of
their banks in the 1930's. The Bank of England however chose
to reject a formalised ratio approach. Insfead a more
flexible treatment of individual capital positions is offered
in the U.K. This approach was based on the need to maintain
public confidence, reviewing each bank on a group balance
sheet basis and as a going concern. A 'disaster valuationt
was rejected because in the U,K. the Bank of England have
demonstrated in a crisis they will come to the aid of the

markets,

The assessment of capital adequacy in the U.K, relies heavily
on two capital ratios, largely composed of confidential
information only available to the bank concerned and the Bank
of England., In this respect the Bank of England have kept
considerable uncertainty regarding their ultimate assessment
which is also tempered to include qualitative assessment,
The latter is again vague and inconsistent with publie
assessments of a bank's capital adequacy. The Bank of
England have agreed to recognise varying qualities of
management in allowing for higher gearing, though the extent
to which this is so is not clear. It is unlikely that they
will weight this factor as importantly as the OCC forﬁula of
1962 in the U.S., but they do recognise that market status
and the ability to obtain additional liquidity frequently
depend on management reputation. In the U,K. therefore it
woﬁld be unexpected if capital adequacy were to replace the

" ..experienced and progressive management of a well-



conceived program of planning and control“ﬁ158p-35)

However because of the inelusion of a quantitative
assessment, we may also conclude that bank balance sheets
could be affected by the current proposais even though no
precise ratios ére specified, The two ratios were defined in
some detail, and it is to be expected, therefore, that whilst
the Bank of England will not 1mpbse across-the-board ratios,
it will impose requirements on individual institutions. The
extent to which these requirements may be varied is not yet
clear, but where minimum levels are encouraged by the Bank of
England this could have serious implications for a bank's

capital structure.
ROTES TO CHAPTER FIVE

1. Seerfor example V.P. Apilado and T.G. Gies tCapital
Adequacy and Commercial Bank Failure', IThe Bﬁnkﬁ:ﬁ
Magazine (USA), Summer 1972, pp.24-30.

2. Discussed in N.A. Okidegbe, 'The role of commercial
 bank adequacy in the supply of money', Chapter t, Ph.D.
thesis, Howard University, USA, 1980.

3. In November 1984 the Bank of England issued new
guidelines, slightly relaxing the very stringent
conditions applying to loan capital when assessing

capital adequacy. Note 4 below refers.
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Interested readers should note the Bank of England
paper published on 28 November, 1984: "Subordinated
Loan Capital issued by Recognised Banks and Licenced
Deposit-Takers". This paper could provide some relief
to bankers. Perpetual debt may now count as 'primary!
capital subject to certain restrictions. A key
condition is that perpetual debt must be wholly
convertible into equity should the existiﬁg equity.
capital of the bank be eroded by losses, However, the
reader should note that, for example, the National
Weétminster US$500m perpetual floating rate note issued
in April 1984 does not qualify as primary capital under

these new arrangements.

For further details see:

a) Professor J.R.S. Revell, Solvency and Begulation
of Banks, Bangor Occasional Papers in Economices,
No.5, University of Wales Press, 1975.

b) H.D. Crosse and G.H. Hempel, Management Policies
for Commercial Banks, 3rd edition, Prentice-Hall,
Neﬁ Jersey, 1980.

Federal Reserve Bank of New York, 'A measure of Minimum
Capital Adequacy', 21 December 1952. The formula was
devised by Howard Crosse, then Assistant Vice-President

in charge of Bank Supervision.
The discussion of current arrangements refer to the

period prior to November 1984, and does not therefore

include the Bank of England paper referred to in Note 4
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above.

The liability of the Scottish and Northern Irish banks
for their own note issue will not be included to the
extent that it is covered by Bank of England notes and
coin. Subordinated loan stocks, disallowed by the
qualifying criteria for the capital base, will also be

excluded.,

The March 1984 budget reduced the taxation advantages
of leasing by phasing out the 100 per cent 'First Year
Allowance', Thus, the amount of deferred tax realised
by the banks as lessors can be expected to fall

noticeably.

For more detailed analysis see:-

a) E.P.M. Gardener, Capital Adequacy and Banking
Supervision, Bangor Occasional Papers No.18,
University of Wales Press 19, pp.T71-Th.

b) Professor J.R.S. Revell, Solvency and Regulation
of Banks 1975, Chapter 7.

c) H.D. Crosse and G.H. Hempel,'ﬂanaggmﬁn& Policies
for Commercial Banks, 1980, Chapter 4.

d) Vernon Moore, 'The Control of Bank Exposure to

" Risk', Long Range Planning, October 1979, Vol.12,
pp.35-38. |

e) W.E. Moskowitz, 'Global Asset and Liability
Management of Commercial Banksa', Federal Reserve

Bank of New York Quarterly Review, Spring 1979,
pp.32-48.
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6.1. INTRODUCTION

The approach to liquidity differs quite distinctly from
capital adequacy and monetary control, The concepts of
liquidity and liquidity management are central to balance
sheet management. As in commercial business liquidity is the
ability to meet obligations as and when they fall due, as
opposed to solvency which is the ability to ultimately meet
al; your commitments. Liquidity is therefore concerned
essentially with the day-to-day management of a bank. Thus.
any attempt to apply direct contrel to a bank's liquidity

will inevitably lead to conflict with bank management,

The nature of bank liquidity means that banks have long

maintained internal controls to ensure that it does not

become illiquid on a given date., The regulators' problem is
to assess these internal controls. The problem is compounded
by three further factors:

1. Liquidity or illiquidity can arise from several
legitimate sources and so an accurate assessment must
take account of zll these factors, B

2. The arrangements for ensuring adequate liquidity are
often closely linked to the monetary control regime
imposed by the central bank., and particularly their
intervention techniques (what instruments the
authorities are prepared to exchange for cash).

3. The objective of maintaining sufficient liquidity
directly conflicts with the important objective of
maximising bank profits. Brodt(159p.45) stated that in
general the more profitable assets afe also riskier and

less liquid.



The Bank of England have now issued four discussion papers
since 1975 in an attempt to produce a workable assessment of
liquidity adequacy. The proposals have changed considerably
because of the above factors and because of the elusiveness
of liquidity adequacy, In Section 6.2, the nature of the
problem will be examined, which will be followed by a
discussion of all the Bank of England papers in 6.3. It is
proposed to discuss all the papers rather than just the most‘
recent as 1t was noted that approaches to liquidity
measurement elsewhere have been limited and because these
papers illustrate the difficulties of defining adequate
ligquidity. Finally, the current position will be analysed
from which we will conclude that the prudential supervision
of bank liquidity in the U.K. is essentially a monitoring

procedure and not a direct control system.

6.2, BANK LIQUIDITY

Richardson defines liquidity adequacy as a "...particularly

complex and elusive concept®"(160p.22), Broadly speaking the

need for liquidity arises from:(161p.242)

1. the need to be able to meet overall increases in demand
for advances and/or withdrawals of deposits from timing
differences in the maturity of assets and liabilities;

2. a shortfall in the anticipated inward cash flow usually
as a result of the inability of a borrower tb repay on
the due date;

3. additional operating or capital expenditure;

4, losses.



Maintaining adequate liquidity is defined by Binder as
requiring "...not just off-balance sheet.efforts to gain
funds during emergencies, but the organised and systematic
implementation of strateéies such as scheduling the
investment portfolio‘so that a portion of it is always
maturing".(162p.43) The crucial importance of liquidity
management was noted by Einstein: "Banking is a risk business
in most of its aspects; banks have traditionally lived or
died by mismatching assets and liabilities in borrowing short
and lending long."{163p.23) Thus 1liquidity will always be a
banking problem because banks can only function as financial

intermediaries by borrowing short and lending long.

Nevertheless, past practice has shown that where public
confidence and a prudent level of mismatching are maintained,
then this is sound banking practice. Banking supervision is
therefore directed to areas of a bank's balance sheet where
it is considered imprudent mismatched positions are being
maintained., The skill for bank management is trading off the
required liquidity against the potential profitability of
investments, which are generally less liquid assets. The
conflict arises because ideally a bank will attract funds
from deposit and other sources until the marginal cost of
attracting these funds is equal to the marginal return on
investments.(164p.19) This does not ensure short-term

liquidity.

The key factors to be considered in determining adequate
liquidity are deposit volatility, turnover and maturity;

potential credit demands; investors confidence; loan maturity



structures and investment maturity structures, Liquidity is
consequently determined by movements on both sides of the
balance sheet. A problem peculiar to the clearing banks
concerns current account balances, which although in theory
can be withdrawn overnight, clearly form one of their most
stable sources of funds. By contrast Whitmore(165) argues
the banks' lending on overdraft, though theoretically
recallable, can rarely be instantaneously so in practice. A_

basie¢ scenario is given by Brodt:

"Generally, deposits provide a substantial portion
of bank funds, many of which are withdrawals on
demand. Banks must be liduid enough to be able to
meet both expected and unexpected net withdrawals
and run-offs. The other reason liquidity is
important is that banks usually have a policy of
granting any reasonable loan requests made by

depositors or customers.m(166p.44)

Liguidity concerns liquid assets, liquid liabilities and
operating flows., According to Revell(167p.86) the adequacy
of a bank's liquidity is tested when the nature of these
balance sheet structures forces a bank into action entailing
losses, or which at best is sub-optimai, when an unexpected
event occurs, The topic of adequate liquidity thereby
entails more than liquidity risk, as it is also concerned
Wwith funding risk and interest rate mismatch, Thus the main
concern is to have "...sufficient flexibility on the asset
side of the balance sheet to keep pace with the rapid changes

in the cost of fundsv.(168p.32)



Commercial banks do attempt to maintain adequate liquidity
positions. McCabe and Blackwell(169p.114) ascertained that
at each maturity level a bank will try tomatch the volume of
its liabilities. In the U.S. the growth of variable rate
lending and financial futures contracts would also suggest a
positive move to manage liquidity. "Futures and forward
contracts may be used, among other purposes, as a general
hedge against the interest rate exposure associated with
undesired mismatches in interest-sensitive assets and
liabilities®.(169p.33) Binder(170p.56) however would argue
that it is not possible to‘completely eliminate interest rate

risk by hedging or balanced positions.

Finally, however, it should be noted that "...liquidity,
especially for larger banks, will increasingly be found off
the balance sheet through purchasing funds®,(172p.60) The
growth of the wholesale markets and liability management have
encouraged the use of 'tpurchased funds' to meet temporary
liquidity shortages., Thus liquidity will also be determined
by market status and the market's perception of bank
management, Due weight must also be given to stand-~by
facilities and lines of credit. These views though were
qualified by Jones and Pollack: "Whilst a case can be made
that liquidity can always be purchased, a fundamental tenet

of sound finances 1is being violatedJm173p'13)

The concept of liquidity is therefore central to the business
of banking by virtue of the maturity transformation that
financial intermediaries necessarily éngage in. The

implication'of inadequate liquidity is that a bank will fail



to meet its commitments on a given day, though solvency may
ultimately be maintained. A shortfall of funds can arise
from mismatching assets and liabilities. and from exposure to
any banking risk, The concept of liquidity is therefore of
crucial importance to bank management as it is central to
banking -business. In this respect bank management will
strive to maintain a profitable but adequate liquidity
profile - central bank intervention should only be required
where the profile is imprudent or economic conditions

threaten the liquidity of the banking system.

The characteristics of central bank supervision of bank
liquidity were defined by Blanden{174p.28):. to maintain
adequate liquidity in the system as a whole; to achieve a
suitable approach for the assessment of individual banks; and
to adopt an appropriate method by which the central bank can
exercise its supervisory role. The importance of the first
two was re-iterated by Richardson: "As a supervisory
authority, we have to address ourselves not only to the
adequacy of the individual institution, but also the
liquidity available to the system."(175) The liquidity of
the system as a whole is largely determined by the current
monetary control techniques, so liquidity proposals generally

concentrate on the liquidity of individual institutions,

6.3. BANK LIQUIDITY - MEASUREMENT

In the U.K. the Bank of England attempt to ",..agree
appropriate guidelines for the control and management of
liquidity with each institution in much the same way as for

capital,®(176p.103),  This broad brush approach however



differs from previous assessments. Morison and
Tillet(177p.88) stated that the general approach is to relate
prudential holdings of liquid assets to the extent of a
bank's maturity mismatching. Adequate supervision should
however take account of operating flows, management and the

potential to purchase funds under normal conditions,

6.3.1. GENERAL CONCEPTS OF MEASUREMENT

The most popular approach to assessing a bank's liquidity has
been some form of liquid assets ratio. In Chapter 3 the
transition of the liquid assets ratio since 1951 as a
percentage of deposits to the reserve asset ratio was
discussed. Thus until 1981, UK banks were generally required
to hold some measure of prudential liquidity in the form of
cash, money at call and short notice with the discount market
and British government treasury bills for example, A similar
approach wés adopted in the US, in which four ratios were
noticeably prominent and related to total deposits in the

following categoriest:-

1. Cash assets - required reserves + total U.S. Government
securities.

2, Total loans

3. Total cash assets and U.S. Government securities

4, Cash due from banks +.U.S. Government securities +

Federal funds sold + securities purchased under
agreement to resell - Federal funds purchased -

securities sold under agreement to repurchase.

The liquid assets ratio is, however, too narrow a measure for

the concept of bank liquidity. In particular Kaufman and



Lee(178p.56) noted it fails to distinguish the composition
and reliability of deposits, the maturity structure of
Government securities, the extent of any loan commitments
outstanding and the availability of cash assets. An attempt
to overcome these limitations was the Bank Liquidity Analysis
Form developed in 1973 by the Comptroller of Currency. The
computation is given in Table 20 in which a measure of net
liquid assets is compared with net liabilities and with total
loans, This format gives a much more accurate assessment of
liquid assets - a realistic view of cash assets is used,
maturity and pledging requirements are considered when
analysing Government securities. This aproach, however,
remains a narrow assessment of a bank's liquidity position,
The main problem identified by Crosse and Hempel(179p'182)
concern the arbitrary nature of the calculations, lack of
consideration of potential borrowing for liquidity, and the
failure to consider the great variation in liquidity needs

for loans and deposits among banks.,

It may therefore be concluded from the Table that regulator's
assessment of bank liquidity have been largely inadequate
because they failed to provide a comprehensive analysis of a
bank's liquidity needs and a bank's potential to fill those

needs.

6.3.2. THE U.K. APPROACH
The assessment of bank liquidity in the UK since 1975 has

been characterised by the following Bank of England

discussion papers:-
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TABLE 203 COMPTROLLER OF CURRENCY'S BANK LIQUIDITY ANALYSIS FORM
| Dollars
3 1. Total Liabilities (Txcluding val, reserves and capital) XXX
(1) Less deductions X
: 2. NEF LIABILITIES XX
1 3. Cash and due from banls (including due from time) X
: 4. Unpledged and Overpledged sccurities two years maturity or less X
(at warket value) X
5, Other unpledged and overpledged sccurities two years maturity or X
less (at market valuo) X
} 6. Federal funds sold; US sccurities and other securitics with up to two
4 year muturities purchased under agrecments to resell _X
1 7. GROSS LIQUID ASSETS (sum of lines 3,4,5 and 6) XXX
; 8., Less deduction52 _X
3 9, NEYT LIQUID ASSETS XX
10, PERCENT: NET LYQUID ASSETS TO NET LIQUID LIABILITIRS . ___)_SZ
g {(Line 9 as a percent of line 2)
1 11. Cross loaus X
i - MIHMORANDA ACCOUNTS
.! 1. Other wnpledged securitics with maturities of two years (at market
3 value) X
2, Assets clipgible for discount at Federal Reserve Bank (Regulation A) X
3. Other (desaribe fully) X
‘ 4, Total X
5. Secomdary liquidity percent (Line 9 plus line 4 above divided by Line 2) X7
3

SOUNCLES: (a) Kaufaan and Lee, 'Planning liguidity', Mapazine of Bank Adminiseration,
Pebruvary, 1977, p.59. '

(b) Crosse avd Hempel, Management Policics for Commercial Banks, 3vd Edition,

H 1980, Table 19,

KOTES:
i 1. Ttew ) (&) Deductions:-
: -~ The smaller balance as hetween 'Mue from Banks - Piwe', and "Due to Banks — Tiwe'.

The smaller Lalances as between 'Federal Funds Sold® and 'Federal Tunds Purchased'.
- Mortgage indebbedness '

-3 - Goeuira Asset Accounts

; ~ Securved Liabilities (liabilities secured by eligible assets)

: Interest collected, not carned.

3

2, I1tem 8 Peductions:-
- The smaller balanes as between "Due frow Banks - Time' and "Due from Banks - Tine'.

-~ The smaller balance as hetuwean 'Federal funds sold' and 'Federal funds purchased.’
- Rescrve required by the Federal Reseorve,
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1. The Capital and Liquidity Adequacy of Banks, September
1975.

2. The Measurement of Liquidity, March 1980.

3. The Liquidity of Banks, March 1981,

4. The Measurement of Liquidity, July 1982.

The approach adopted bears close resemblance to the capital
papers, The papers set out broad principles which can be'
applied generally to the assessment of bank balance sheets in
the U.K. The Bank of England remain ",..firmly opposed to
rigid formulae which take no account of the differing
characteristics of supervised institutions,n(180p.103) It is
however, the intention to develop a single comprehensive
measurement of a bank's overall liquidity.(18tpara.9) 1In
this context the 1975 paper was really an introductory paper,
simply establishing the general principles of bank liquidity.
It is however the second paper which has aroused the main

body of discussion.

The 1980 paper established new principles for assessing bank
liquidity. The need to ensure that adequate liquidity is
held by the U.K. banking system as a whole was largely being
ensured by the changing monetary controls, introduced a year
later, The following were the main principles for ensuring

adequate liquidity of a financial institution:

1. A bank's liquidity in sterling and foreign currency

should be evaluated together.



Priority should be directed towards assessing the
tfunding risk' (the banks may not have available the
cash resources needed to meet their obligations on a
particular day) but one weight should now be given to
the 'interest-rate mismatch risk' (by engaging in
maturity transformation a bank may suffer losses as a

result of movements in interest rates).

Adequate liquidity can not be accurately assessed by

liquid asset ratios. Such ratios also fail to

distinguish between the two main classes of 1liquid

asset:~

a) primary liquid assets - defined as cash or those
assets in whichever currency are in all
circumstances a ready source of cash, because the
authorities stand ready either to purchase them or
to accept them as collateral for last resort
lending; and

b) secondary liquid assets = other liquid assets

which are near-cash or readily marketable.

The traditional maturity transformation measures should

be extended. The Bank of England had observed

mismatched positions through two measurements:=-

a) comparing the total liabilities with a remaining
term of up to three months net of assets of a
comparable maturity with holdings of negotiable

instruments and firm standby facilities; and
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b) by comparing all foreign currency liabilities and
assets according to their remaining term to

maturity.

Liquidity requirements f{or prudential purposes should

be expressed as norms and not as minimum levels.

Liquidity measures should take account not only of the

(or certain categories of liabilities) but also the

%;iSiS level of available liquid assets to total liabilities
\\ %
\ L

ability of a bank to meet its commitments by examining

the known flows of funds both on a particular day and

in the future. To do this a distinction between the

following must be made:-

a) liabilities and assets which are maturity-certain;

b) liabilities and assets which are maturity-
uncertain;

c) assets which have a fixed maturity date, but which
can be mobilised sooner because they are normally
readily marketable (such as Treasury bills.or

CDs).

Where this is done the need for liquid assets can be

expressed in terms of a proportion of the gross maturity -

uncertain liabilities and a proportion of any net liability

position arising from its maturity-certain liabilities and

assets in a range of time bands, with the proportions in the

nearer bonds being larger than those in the later bonds.

Thus a primary liquidity and total liquidity requirement were

constructed to measure the liquidity of a bank's balance



sheet., Table 21 overleaf gives a hypothetical example of the

proposed workings of this scheme,

The integrated measure therefore involved two tests of a
bank!'s liquidity. The primary liquidity requirement was
designed to monitor the protection of the system as a wholé,
while the total liquidity requirement was to ensure a bank
had sufficient liquid assets which can be encashed in all
circumstances in suitable currencies to cover the needs of
their business. The Bank of England concluded that all banks
should hold some primary liquid assets, but that this
requirement should be applied more stringently to recognised
banks, Primary liquid assets were defined as cash, balances
with the Bank of England (excluding SDs), call money with the
LDMA, U.K. and Northern Ireland Treasury bills, Local
Authority bills, bank bills eligible for re-discount at the
Bank of England and British Government stocks with less than
one year to maturity. (This was almost identical to the
definition of reserve assets prior to 1981). In addition
LDTs were allowed claims on recognised banks maturing within
eight days. On this basis, the primary liquidity ratio was

set at 40% of the total estimated needs of each bank.

The scheme was not, however, well received: "It is hard to
find a bank in the c¢city which does not have
reservations..."{182), This consultative document had
necessarily to be limited in its application until the
current monetary control framework had been implemented. The
primary liquidity requirement for instance was based on the

reserve asset ratio and did not represent a fresh approach to
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the prudential supervision of banks' liquidity. The
inclusion of cash in this definition would have given a
competitive advantage to the retail banks who necessarily
hold substantial sums of cash vis-a-vis the wholesale banks
and LDTs. The distortion of the yield on primary liquid
assets could also have been expected to continue under such a

scheme,

The more pertinent criticisms concerned the derivation of the
liquidity coefficients. The coefficients were tentative
propositions; The 25 percent coefficient on maturity
uncertain liabilities was based on the traditional 1:3 quick
assets ratio and the 28 percent liquid assets ratio observed
by the London Clearing Banks., The 100 percent coefficient on
gross liabilities in respect of market deposits from banks up
to one month and irrevocable standbys given to banks was
required because in the hands of the counter-party bank these
were treated as liquid assets - this therefore prevented the
creation of illusory liquidity through the inter-bank market.
This would of course impose severe constraints on the
wholesale banks which are primarily funded from the inter-
bank market. In fact the proposals as a whole did not give
"..sufficient weight to thé role of liability management -
the ability of a bank to raise a new deposit father than to
realise an asset when it has to meet an unanticipated cash
requirement."(183P.13) More generally the coefficients would
tend to favour banks which raise deposits through current
accounts and seven days notice fo on-lend at fixed terms, at
the expense of those banks who borrow at short fixed terms to

lend at longer fixed terms.(184p.4) Thus the scheme had the



potential to "...raise the cost of c¢credit. distort
competition and excessively penalise some forms of wholesale

banking in London,"(185)

The proposals covering foreign currency business were equally
subjective, Their contents are outside the scope of this
work, but these proposals have now been signif?cantly
influenced by a Bank of England paper on 'Foreign Currency
Exposure!1.(186) and the Cooke Committee which studied ;
reporting model for a 'maturity schedule' of the external
assets and liabilities of banks on a consolidated basis,
" ...enabling parent banks and parent authorities better to

monitor the maturity transformation in the international

Operations".(187p-272)

The approach to liquidity measurement was revised during the
following year as a result of the changing monetary controls
and extensive disagreements over the 'integrated testt'. In
many ways the approach had represented a "radical
change"(183) but these stiff proposals have now been
modified.(189) These modifications represented the Morison
and Tillett view that ",..liquidity requirements differ from
bank to bank in ways that cannot easily be embraced by a
simple formula".(190p.87) Particular attention has now been
given to liability management (as a source of liquidity) and
the liquidity adequacy of individual institutions. The Bank
of England now recognise three vital sources of bank

liquidity:(191para.2}



1. Sufficient holdings of immediately available cash or
liquifiable assets, subject to the qualification that
marketable assets vary in quality in terms of the

prices at which they are capable of being sold;

2. An appropriately matched future profile of cash flows
from maturing assets, subject to the qualification that
there may be shortfalls in practice if borrowers are

unable to repay;

3. By maintaining an adequately diversified deposit base
in terms of boih maturities and range of counterparties
(bank and non-bank) which, depending on the individual
bank's standing in the market and on the general
liquidity situation in the system at the time, may
provide the ability to raise fresh deposits without

undue cost.

The measurement system currently employed is based on a cash
flow approach normally taking assets and liabilities in all

currencies together, as shown by Table 22 .

In this approach, liabilities and assets are inserted in a
'maturity ladder', with the net positions in each time period
being accumulated. The asset and liability categories are
given in Appendix 9. The liquidity profile is only measured
up to 12 months on the basis that the maximum excess of
liabilities over assets normally occurs within the first six

months, so this should allow a prudent margin., Thus the



TABLE 22: THE BANK OF ENGLAND'S LIQUIDITY ASSESSMENT 1982

Maturity

Sight-8days | 8 days-1 month

1-3 months

3-6 months

6-12 months

Liabilities:
Deposits

Commitments

Less Assets
Marketable
Non-marketable

Standby facilities available

= NET PQSITION
+/~ carried forward

= NET CUMULATIVE POSITION

SOURCE: Bank of England Quarterly Bulletin, September 1982, p.6.
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measure provides a series of accumulating net mismatch
positions in successive time bands, which will provide a

framework for the discussion of individual bank's liquidity.

6.4. APPRAISAL OF CURRENT ARRANGEMENTS

In the U.K. the approach to prudential supervision of a
bank's liquidity remains a monitoring procedure which is
flexible in application. The present system effectively
complements the capital paper in outlining balance sheet
supervision for prudential purposes. The primary 1iquidity
requirements have now been removed; the liquidity of the
banking system as a whole has been assured by the more
relaxed monetary controls and the Bank of England's
continuing rple as a lender-of-last resort. The present
system provides a basis for‘assessing the adequacy of
liquidity of all deposit-taking compénies for the purposes of
the Bank of England's continuing supervision under the

Banking Act.

The approach is in many ways similar to that adopted for
assessing the capital adequacy of banks. Across the board
liquidity ratios will not be imposed, and full account will
be taken of the particular characteristics and situation of
. gach bank. In contrast the quantitative assessment 1is much
simpler; though again relevant information will not always be
publicly available., This might be important should the
public requife that "...each bank is seen to have sufficient
liquidity.n{192P.2) The formulas do however simply offer a

framework from which an assessment of liquidity can be made.
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The important facet of the new proposals is that the Bank of
England have acknowledged the primary responsibility for
ensuring the liquidity of a bank lies with its own
management. The current procedure is thereby largely a
monitoring procedure based on discussions with senior bank
management. The analytical framework provided by the
maturity ladder is a necessary but relatively unimportant

guide in this respect.

6.5. SUMMARY

The assessment of bank liquidity remains a 'complex and
elusive' concept. In the U,K. the Bank of England have
chosen to monitor bank balance sheets rather than impose
direct controls. Individual bank liquidity remains a
management decision, though the Bank of England will require
to be fully satisfied that banks have both adequate
management systems and prudential policies. This qualitative
assessment is flexible in approach and backed up by a basic
qguantitative measurement. It is unlikely that either feature

will be imposed stringently.

In the context of our assessment of current bank balance
sheet supervision and control in the U,K., the liqﬁidity
proposals are not therefore a significant factor in their
present form., This is because the inherent nature of bank
liquidity makes an overall assessment which can be uniformly
applied an unlikely choice, In practice bank management
maihtain a level of adequate liquidity which is commensurate

with a profitable level of business or their business



strategy. The 1980 proposals could have imposed severe
constraints on profitability, both directly and indirectly
through unfair competitive advantages. The present approach
does not impose such stringent conditions, and is one in
which particular attention is given to each institution's own
system, This approach has provided a generally well accepted
basis for the assessment of bank liquidity. In the final
analysis the assessment of bank liquidity relies on
discussions with senior management and confidential

statistical returns.,

NOTES TO CHAPTER SIX

1. For a more detailed discussion see Kaufman, D.J. and

Lee, D.L,, 'Planning Liquidity*', Magazine of Bank
Administration, February 1977, pp.55-73.
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7.1. INTRODUCTION

The control and supervision of bank balance sheets in the
U,K. is a continuing and flexible process. In theory
monetary control and prudential supervision should not
interact. The design of the two in the U.K., however, may
encourage some overlapping through their wider implications.
This will be discussed in Section T7.2.3. An illustrative
model of a London clearing bank will be given in Section
7.3., showing balance sheet and trading profit account, This
will provide a numerical illustration of the impact of
monetary controls, the potential impact of prudential
supervision and the interaction between the two. The results

will be interpreted in Section T.4.

7T.2. MONETARY CONTROL AHND PRUDENTIAL SUPERVISION

7.2.1. MONETARY CONTROL

The new system of monetary contols has removed much of the
regulation from bank balance sheets. Direct lending controls
have not been reintroduced, but the SD scheme remains as
before. Why this arrangement was left unmodified is not yet
clear, though it should be noted that since August 1981 no

calls for SDs have been made.

The cash ratio and holding with the discount market are quite
distinct controls., The cash ratio is a uniform 'tax' on all
financial institutions in the newly defined monetary sector.
The cash ratio is not important for monetary control.
Instead it is the balances maintained by the clearing banks
in excess of the mandatory requirement. These balances are

impbrtant because the Bank of England have continued to



refuse overdraft facilities on their accounts. Thus the
clearing banks must maintain additional prudential Dbalances
in excess of the cash required for the dalily settlement of
clearing transactions. The cash ratio therefore provides a
source of income to the Bank of England, whereas the excess
balances held by the clearing banks continue to provide the
fulerum for the Bank of England's daily money market

operations.

The funds placed with the discount market appear, in
retrospect, to serve two purposes.(193) clearly such funds
have allowed bill markets of sufficient size for the Bank of
England's supervision of the monetary system, but this also
ensures that the traditional role of the discount houses is
maintained. The emphasis in the bill markets has now
switched to commercial bills, only a limited use being made
of Treasury bills and Local Authority bills. However, after
2.30p.m. the Bank of England will only deal in Treasury bills
and Local Authority bills,(19%)

The minimum requirement has, however, ensured the continued
existence of the discount market. In effect the Bank of
England have continued to subsidise the operations of the
discount houses vis-a-vis eligible banks by this requirement.
This constraint imposed on eligible banks will be slightly
cffset by their ability to issue bills of finer maturities,
Such funds placed by eligible banks do not represent sources
of primary liquidity. The nature of the minimum requirement
means that funds placed with the discount market can only be

used as a prudential source to the extent that excess funds



over this requirement are placed. Thus the minimum
requirement on eligible banks is an implicit tax on their
operations -~ a feature that is unlikely to change whilst the

Bank of England continue to support the functions of the

discount market.

7.2.2. PRUDENTIAL SUPERVISION

The prudential supervision of banks in the U.K., is not as
defined as the approach to monetary control. Instead it is
more of a gradually evolving process which has developed
considerably since the fringe banking crisis., The prudential
supervision of banks in the U.K., is not a tight control
system but rather a detailed checking procedure on the
management systems in the banks.(195) Prudential supervision
may impact on bank behaviour, with due regard to the
circumstances of that bank. This might be so for LDTs and
smaller recognised banks. Barge,(196) however, argued that
it was generally accepted that the Bank of England do not
have the confidence to enforce prudential changes on banks
nearer the centre. In other words the Bank of England are
unlikely to challenge the commercial judgements and
operational decisions of the senior banks, Professor
Tew(197) suggested this was simply because of the importance
of the major banks to the U,K. economy. If a clearing bank
had to cut back on lending to maintain its capital ratio,
this could have serious repurcussions for industry through
the calling in of some overdraft facilities. The prudential
papers do not represent a control or regulation package, but
rather indicate some of the ways by which the Bank of England

will monitor and appraise bank capital adequacy and



liquidity. However, where minimum ratios become established,
then it is to be expected that the Bank of England will
reguire a certain degree of undertaking from bankers not to
breach these levels., The papers are not totally explicit on
these issues as they were essentially measurement papers.
Instead they provide a broader base on which to make
decisions concerning capital and liquidity. The interpreta-
tion of these issues, particularly the comparability between
banks, remains a matter of considerable judgement.
A11en{198) suggested this is necessarily so because each bank
works against the Background of a unique combination of
circumstances in terms of varying economic environments. at
home and overseas, differing currency and interest rate
exposures and, not least, each bank has a different customer
base. None of these are satisfactorily incorporated in the
Bank of England's measurements of capital and liquidity. The
papers do, nevertheless, represent an important step by
disclosing that the Bank of England is monitoring banks'

positions onh a regular and systematic basis.

Therefore the supervision of the U.K., banking industry
remains a highly confidential and subjective process, vyet it
is likely that banks' capital structures will be increasingly
infiluenced under the current regime. The focal point is
still the regular discussions with bank management and the
quarterly statistical return forms. The Bank of England
Banking Statistices return form BS is given in Appendix 10.
This process has become more complex since 1975, but remains
an individual approach. Cobbold(199) confirmed that attempts

are being made to group banks, though suitable inter bank



comparisons have not yet been established. Thus a flexible

and personal approach remains.

Finally it should be noted that unlike the monetary controls,
the approach to prudential supervision is a dynamic one. The
prudential supervision of banks in the U.K, is increasingly
taking account of the international operations of banks and
the gradual development of international banking supervision,
The approach to assessing capital adequécy and liquidity is
unlikely to change dramatically, but some modifications may
be expected as a result of the Bank of England's current work
on interest rate exposures and bank profitability.(200) The
Bank of England may shortly publish a paper on interest rate
exposure, though a discussion paper on bank profitability is
not expected in the foreseeable future. The assessment of
interest rate exposures will have important repurcussions for
the appraisal of bank liquidity; the approach to capital
adequacy may be influenced by an assessment of current
earnings. This in turn would be a statement on bank
liquidity as, in a crisis, the first and crucial difficulty
would be liquidity; capital takes too long to realise for it

to be of any practical benefit.

In sum Yates(201) argues that prudential supervision doés not
affect bankers short-term operational decisions, but rather
attempts to ensure a regular and progressive plan for
adequate levels of adequate capital and liquidity for each
bank., Banking supervision is particularly dependent on the
staﬁding and reputation of each bank and its manhagement.

Thus Bank of England supervision is largely directed towards



LDTs and the smaller recognised banks., The clearing banks,
merchant banks, discount houses and foreign bank subsidiaries

are subject more to a monitoring and checking procedure.

7.2.3. INTERACTION OF MONETARY CONTROL AND PRUDENTIAL
SUPERVISION

The interaction between monetary control and prudential
Supervision oceurs most frequently through bank liquidity.
Liquid assets are those assets which the Bank of England are
prepared to exchange for cash. This range of assets is
directly determined by monetary controls, which define the
pool of assets that the Bank of England are prepared to deal
in return for cash. Thus bank liquidity will be directly
influenced by the prevailing monetary control regime. The
Bank of England have retained the discount window facility
for monetary control purposes, but this also serves an
important prudential function by ensuring that the banking
system will always be supplied with caéh.1

Monetary control may also interact with capital supervision
where monetary policy is defined in terms of bank deposits.
. The U.K. currently emphasises three monetary targets which
all contain eligible liabilities. The gearing ratio is
expressed as a percentage of eligible liabilities. Thus
where controls were imhosed to influence bank capital
adequacy, such controls could also have implications for
monetary policy. Conversely Ta¢202) zprgues that with the
relaxation of monetary controls in the U.X., the Bank of
England could be seeking to impose monetary supérvision

through capital controls, In the U.S., Golembe(203pp.21-22)
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and Carey(204p.165) have both suggested that capital adequacy
requirements are becoming an instrument of monetary policy.
Whether or not capital requirements have actually been used’
for monetary policy purposes in the U.S., Leavitt(205) nas
considered capital adequacy'requirements as a monetary policey
instrument. Conceptually this was queried by Yates(205) as
there was no evidence to support this hypothesis in the U.K.
It would be a crdde form of monetary control of limited
accuracy.as banks can always improve their capital base in
response to changing gearing ratios.2 In practice, it 1is

unlikely the Bank of England will impose direct controls.

The current monetary control arrangements have widened the
market for eligible bank bills. This may have an effect on
banks' acceptance business which in turn would directly
affect the risk asset ratio because of the risk weighting of

0.5 given to acceptances.

More specifically, the interaction between monetary control
and prudential supervision will occur through the medium of a
balance sheet., This link does not affect the preceeding
analysis in Part 1, but it is important to realise the
possibility. A basic scenarilo is provided where an advance
is made which results in a further bank deposit. This
immediately has implications for bank liquidity where the
maturities of the advance and deposit differ. Increased
advandes will require increased capital cover as the risk
asset ratio will rise., The increase in bank deposits will
require a corresponding increment in funds with the LDMA and

cash balances at the Bank of England. The change in bank
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deposits will also affect the gearing ratio and again new
capital may have to be raised., Clearly some increase of the
capital base will occur through the profit retained from the
turn on lending and deposit rates, though a constraint is
imposed where this increase in retainedrprofits is not
sufficient to meet the new and higher capital ratios. This
illustration is basic but serves to show the interaction of

bank liquidity, capital adequacy and monetary controls.:

7.3. ILLUSTRATIVE MODELS

7.3.1. BANK MODELLING

The illustrative model developed below is that of a
hypothetical London Clearing Bank. It represents a basic
numerical analysis of the combined activities of the four
main clearing banks. Thus real figures have been used to
consftruct a'simplified_balance_sheet and trading profit
account. These figures are then used to investigate changes

in particular parameters whilst holding all other itenms

steady.

The approach adopted is a limited example of bank modelling.
Thié is chiefly because of the lack.of publicly available
information which more complex models require. A bank
planning model was developed by the Inter Bank Research
Organisation (IBRO) which, for instance, required a growth
rate to be set for each of 1its 46 deposit based
liabilities(207p.2), A more advanced, general purpose
deterministic‘ simulation model was developed at Bangor
University, known as SOFI - Simulation of Financial
Institutions,(208) This would require information which
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Wwill not be made publicly available, for instance, the
breakdown of fixed and variable rate lending to companies
and individuals.
Such models require decisions about future interest rates,
inflation levels, deposit growth, payment voiumes and
miscellaneous growth rates., With SOFI these decisions can
be made using sensitivity analysis and testing for critical
variables. The IBRO model1(209P.2) establishes a base year
from which the position in the following year is calculated
by applying to the base year flgures growth rates and
parameters which define key relationships betwéen variables,
such as interest rates and inflation. Thus the user can
project forward year by year alternative assumptions about
how banking business and its environment might develop, and
calculate the impact on banks. On the other hand a notable
function of the SOFI model is to implement contingency
| testing. This is concerned with "...the thorny problem of
uncertainty and a bank's corresponding ability to respond
effectively to severe financial pressures that may occur
during the time spanned by the financial planw,(210p.61)
Again a detailed knowledge of the future environment is
required., This is true for all descriptive models, where
the user tests the behaviour of the system under différent
sets of environmental conditions.(211p.1.3)
Therefore because such detailed information is not generally
disclosed in the U,K. and economic forecasting can be
uncertain, it was decided not to follow the approaches of
these bank models. Park(212P°13)‘also argued that a
deterministic prediction tool of the future is quite

obviously over-precise, could suffer from data hunger and,



where the detailed model becomes too complex, the
significance of important variables could be lost., These are
the main reasons why a basic numerical illustration is given

below and not.a computer based simulation model,

7.3.2. HYPOTHETICAL BALANCE SHEET AND TRADIKG PROFIT ACCOUNTS
The figures were extrapolated from fhe 1981 Reports and
Annual Accounts bf the big four London Cleéring Banks. The
limitations of this f'stock-orientated' approach are realised
But this doés not invalidate this hypothetical model which
seeks only to illustrate the likely outcome, These
illustrations were performed on the 'Supercalc' financial
package(213) using a Superbrain micro computer.

1. Hypothetical Clearing Bank Balance Sheet as at 31.12.81.

ASSETS (£m)
Liquid.Assets - coin,gold,Bank of England balances 874,25
- money at call and short notice 4866.50
- Treasury bills 186.25
- Other bills 528.75
- British Government stocks 675.75
Other quoted investments 404,25
Ungquoted investments 314.00
Certificates of Depbsit and other . 1962.50
Items in Suspense and collection 838.00
Market loans to other UK residents 27083.25
Leased assets 1332.75
Trade investments | ‘ 64,25
Investments in associated companies 146.25
Fixed Assets 906,00
JTotal Assets 40182.75
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LIABILITIES

Deposits 36400,00
QOther non-capital liabilities 1179.75
Iotal Liabilities 37579.75
CAPITAL
Share Capital and Reserves - issued share capital 216.00
= share premium 49,50
~ preference share capital 3.50
-~ reserve revaluations 146.50
- retained profits 198.25
- other reserves 1298.25
Shareholders Funds 1912.00
Minorit& Interests 143,00
Loan Capital 548,00
Total Capital 2603.00Q

N.B. Contingent Liabilities £4308m.

2. Hypothetical trading profit account

A full trading profit account could have been constructed but
for the purposes of illustration we need only consider
interest receivable and payable. .Thus other operating income
and operating expenses are ignored., The illustration is
effected by considering an initial deposit of £100 and how
this is used. There are four simulations as the deposit can
be raised through customers or the money markets, and a
sterling advance can be made either to a customer or the

money market., The basic scenario is as follows:-



Amount Interest Interest

(£) Rate(%)1 (£)
Interest Payable
Customer deposit 100 11.0 11.00
Money market deposit 100 11.5 11.50
Interest Receivable
Customer advance . 80 14.0 11.20
Money market advance 80 12.0 9.60
Other assets - LDMA holding?2 7.00 11.6 0.81
- Bank of England
balance 0.50 - -
- Treasury bills 1.50 11.8 0.18
- Other bills 6.00 12,5 0.75
- HMG stock 4,50 13.0 0.59
Total other assets 2.33
Notes:
1. Interest rates are estimated from 1981 figures.,

2. Funds placed with the LDMA comprise 7% of ELs., This
assumes the 6% average is effectively a minimum
requirement and that excess balances amounting to 1%
over this requiremengfhill be held foroperational

purposes.

T.4. NUMERICAL ARALYSIS

T.4.1. BALANCE SHEET

The basic model was taken as a foundation on which certain
key inputs were changed. This was done by changing the
monetary and capital ratios - and secondly by altering

certain balance sheet components. The necessary information



and adequate measurement system to test bank liquidity was

not available.

1. Gearing Ratio

This hypothetical bank has a gearing ratio of 3.96%. Where a
minimum ratio of 5% was given, this would require a 20.9%
decrease in liabilities if capital remained constant, or a
26.4% increase in capital if liabilities were unchanged. The
corresponding figures for a 10% gearing ratio would be a
60.4% decrease in liabilities or a 152.8% increase in
capital. Clearly a bank could make a éhange to both
liabilities and capital to sétisfy a.gearing ratio, but these
figures demonstrate the very significant impact a gearing

ratio could have on bank capital structure.

As might be expected, the gearing ratio is very sensitive to
liabilities, A 5% increase in liabilities will lower the
ratio to 3.76%. a 5.1% decrease, Similarly a 10% increase in

liabilities will lower the ratio by 9.3%

2. Risk Asset Ratio

The model bank has a risk asset ratio of 6.3%. If a minimum
cover of 8% was required, the bank would have to decrease
risk assets by 21.2% where capital was unchanged, or increase
capital by 26.9% where risk assets were constant. A 10% risk
asset ratio would require a 58.7% increase on the existing
capital base where no decrease in assets could be made, The
figures are not as drastic as the percentage changes
involved with the gearing'ratios, but again highlight the

problems where minimum ratios are imposed.



The change in balance sheet structure required to meet
certain risk asset ratios is, however, a critical feature
because of the risk weightings involved. For instance if a
10% ratio was imposed and capital could not be increased,
then the bank will have to decrease its risk assets by 37% or
£13038.40, The problem is that the risk adjusted total of
all balance sheet assets apart from advances is only
£6,028.65. Contingencies are here valued at £2,154,00, Thus
to meet a 10% ratio on these figures, this bank would still
be £4855.75 short even after writing off all contingencies

and balance sheet assets apart from advances.

This arises because of the differing risk weights applied,
which make advances and contingencies the crucial influences
on the risk asset ratio. On the model a 10% change in market
loans changed the ratio by 7.13%. Table 23 overleaf shows
the effect of changing certain assets by 10% and the

resulting change in the risk asset ratio.

The table dehonstrates that the value of the risk asset ratio
is heavily dependent on the value of market loans to other UK
residents. Substantial changes in other important assets
such as bills and CDs produce only very insignificant changes
in the risk ratio. This suggests that the risk asset ratio
is more a statement of the risk in bank advances than of all
the risks associated with a bank's balance sheet.
Furthermore, the risk weighting mean the ratio is more
sensitive to bank assets rather than capital. This is shown
by considering an addition of £50m to the capital base by a

rights issue. It 1is assumed investment in fixed assets and



Iable 23 Effects of Changing selecfed assets on the risk

asset ratio

Item - Base 10% Risk Asset Ratio
figure increase New %
(£m) (£m) figure decrease

1.Money at call and

short notice 41866.50 5353.15 6.29 0.27
2.Treasury bills 186.25 204 .88 6.30 0.01
3.0ther bills 528.75 581.63 6.30 0.03
4,CD's and other 1962,50  2158.75 6.30 0.11

5.Market loans to

other UK residents 27083.25 29791.58 5.85 7.13
6.Leased assets 1332.75  1446.03 6.28 0.38
7T.Fixed assets 906.00 996.60 6.27 0.51
8.Contingencies 4308.00 4738.80 6.26 0.61

associated companies will increase by £20m each. This leaves
£10m for trade investments., Thus the capital base will
increase by £50m but the total of risk adjusted assets
inecreases by £85m because of the fisk weightings. Therefore
the effect of such a rights issue on these figures will only
be to increase the risk asset ratio to 6.43%, a 2% change.
Thus because of the risk weights, the risk asset ratio is
more determined by asset structure rather than capital

structure, and within asset structure advances are the

crucial category.



3. Eligible Bank Ratio

The hypothetical bank maintains an average of 6% of
liabilities or £2,254.79m with the LDMA, This ratio can be
varied, and the resulting funds released will be reinvested
in the money markets because they attract the same risk

weight. A basic simulation would be as follows:

Table 24 Effects of changes of eligible bank ratio on
capital ratios

Workings (£m) Eligible Bank Ratio
4% 2% 0%

1.Funds released and reinvested

in money markets 751.60 1503.19 2254.79
2.Increase in trading profit! 9.62 19.24 28.86
3.Taxation € 16% 1.54 3.08 4.62
4,Increase in retained profits2 8.08 16.16 24,24
5.New gearing ratio 3.98 4,00 4,02
6.New risk asset ratio 6.33 6.35 6.37
Notes:

1. Assumed differential between interest received on money
market deposits and funds with the LDMA is 1,28%.

2. Assume no dividend.

The changing capital ratios show that where capital ratios
come under pressure, the non-eligible bank could be in a more

favourable position to contribute to its capital base, as



opposed to the eligible bank who will be forced to continue
with lower capital ratios directly as a result of the

eligible bank requirement.

7T.4.2. TRADING PROFIT

The four simulations given overleaf are baSed on a
hypothetical trading profit account and illustrate the effect
on retained profits of alternative funding and borrowing

sources,

Given these conditions the most profitable simulation is by
raising £100 from customers and making an advance to
customers, The least profitable is where the market advance

is funded by money raised in the money markets.

What all the simulations show however is the danger of
imposing capital qontrols where certain balance sheet
controls already exist. In the simulation it was assumed the
bank had to hold a minimum of 6% of ELs with the LDMA, If
the bank was also required to observe a minimum gearing of
4%, then the increase in deposits of £100 would have to be
accompanied by a rise of £4 in the capital base, All four
simulations reveal that profits retained from this new
business are unlikely to generate sufficient funds to
maintain this gearing ratio. 1In this c¢ase a non-eligible
bank may be able to increase its capital base through more
attractive investment opportunities as it is not required to

observe a minimum holding in the LDMA. The simulation



TABLE 25 SIMULATIONS OF HYPOTHETICAL TRADING PROFIT ACCOUNT

Income Statement

A.Customer advance,
Customer deposit

SIMULATIONS

B.Market advance,
Customer deposit

C.Customer advance,
Market deposit

D.Market advance
‘Market deposit

1. Interest Receivable £80 Advance 11.20 9.60 11,20 9.60
£20 Other assets 2.33 2,33 2.33 2.33
Total 13.53 11.93 13.53 11.93

2. Interest Payable £100 Deposit 11.00 11.00 11.50 11.50

3. Gross Profit 2.53 0.93 2.03 0.43

4, Taxation @ 163 0.40 0.15 0.32 0.07

5. Net Profitl Retained 2,13 0.78 1.71 0.36

Note:

1. Dividend payments are.ignored.
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highlights the difficulties a growing bank experiences in
maintaining its capital ratios, particularly when it is

subject to external controls.

7.5. SUMMARY

The state of Bank of England control and supervision is that
monetary controls directly_impact on bank balaﬁce sheets
whereas prudential supervision serves as an important
monitoring procedure. Section 7.2. discﬁssed the logical
reasons why prudential supervision remains, in ﬁhe U.XK., a
monitoring rather than control systenmn. The numerical
illustrations in Section 7.4. demonstrated the dramatic
balance sheet changes that would be required should specific
capital ratios be implemented, particularly if these ratios

were higher than those currently maintained by the banks.
NOTES TO CHAPTER SEVEN

1. The arguments may be extended. Many US academies, for
example, believe that the lender of last resort
function and the risk related deposit insurance may
obviate much of the contemporary prudential supervisory
apparatus. |

2. Banks can always, in theory, improve their capital base
to a limited extent by, for instance, a rights issue or
ralsing subordinated loan capital. As discussed 1in
Chapter 5 these methods are limited and may not be
desirable. Nevertheless, a gearing ratio could be
maintained without the necessity of reducing
liabilities,
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8.1. REVIEW

The current position of U.K. bank balance sheet control and
supervision has been discussed. The development of banking
supervision in the U.K. was analysed, the importance of ﬁhe
1971 reforms and the subsequént changes were discussed.
During the 1970's, U.K. banks were subject to a variety of
controls, principally for monetary reasons. Prudential
supervision received considerable impetus after the fringe_
banking crisis, A Working Party was set up to review the
capital and liquid adequacy 6f financial institutions; the
Bank of England developed a supervisory department
‘specifically for this purpose. The Banking Act increased the
number of institutions who were to be supervised by the Bank
of England., As Morison suggests(214p.U45): nIig is almost
universally accepted that the public interest requires an
important measure of control over banking activities in the
interests of the economy in general and the depositing public

in particular.m

Prior to 1980, monetary controls and prudential supervision
‘both existed but their form was not clearly defined.. The
recent Bank of England papers indicate these issues are being
assessed in a more formal and comprehensive manner, More
emphasis has been placed on prudential supervision, whilst
the cbntrol of banks' assets and liabilities for monetary

policy purposes has been tidied up. Prudential supervision
/

is largely concerned with an individual bank whereas monetary
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In Chapter.u the present stance of the monetary authorities
was discussed. We provided the rationale for reform, whilst
noting that the overriding influence in determining a
replacement system concerned whichever monetary target or
aggregate the authorities would now consider as a prime
indicator of monetary policy. It was stated that the
government have been reluctant to move away from sterling M3,
the traditional prime indicator. This has several important

implications:-

1. The exclusion of wider measures of money means that
monetary controls will continue to be directed towards

the banking system as the prime control mechanism,

2. This factor more than any other will prevent the
introduction of a monetary base control system -
because such a system would be meaningless where the

key target remained sterling M3,

3. Monetary control will need to be unambiguously related
to a bank's eligible liabilities - as these represent

. the main constituent of sterling M3. . Hence, balance
sheet size, asset growth and credit creation will be of

secondary importance to monetary policy.

In terms of this work, the key feature of the new system is
that monetary controls have continued to be directed (in the
first instance) to bank balance sheets. Definite ratios have
again been prescribed. A degree of uncertainty remains, as

the Bank of England can dictate the terms of 1liquidity to the



system as a whole. These issues were discussed in Chapter
4.4, The impact of monetary controls will continue to be
influenced by how rigidly - and at what price - the
authorities maintain the day~-to-day liquidity of the banking

system.

An assessment of the impact of monetary control is a function
of two factors:- firstly, the balance sheet ratios and
secondly, the terms (price, frequency) at which the Bank of
England will supply the banking system, or even one bank,
with the necessary liquidity. The ratios are defined but the
terms of intervention remain unclear, Thus in many respects
the monetary authorities have maintained their control over
the banking system. This also means that the impact of the
new monetary controls on bank balance sheets cannot be

clearly defined because of this uncertainty in the system.

The same can be said to be true for prudential supervision,
though for different reasons. This is largely because
prudential supervision has now been defined in terms of an
individual bank and not the system as a whole., The latter
should (in theory) be protected because the LOLR facility has
been maintained, As with the 'lifeboat', this should ensure
the survival of the system where several banks suffer a

liquidity crisis.

In Chapter 5 we questioned the rationale behind prudential
supervision on the basis that commerecial bankers will run a
sound business, operating a risk/return profile commensurate

with their position. In other words, bankers are likely to



maintain their own prudential policies. Therefore it could
be argued that prudential supervision should be concerned
With the monitoring of a bank's existing prudential policies.
However it was revealed that bankers! own prudential policies
did not always provide the kind of buffer against disaster
that the Bank of England now hope is embodied in their

proposals.

In the U.K., the Bank of England have (in common with other
countries).concentrated on the topics of capital adequacy and
liquidity. Chapters 5 and 6 discussed the often complex

nature of these topiecs., It was noted that the approaches_to

the measurement of capital have been far more detailed than
~ie measurement or capita. na

the assessment.of liquidity - yet, ironicallyJ a_bank v w1thout

cagigiiﬂcan —~survive-whereas a bank without liqu1d1ty cannot.
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The capital chapter illustrated the particularly contentious

nature of this subject. It 5?&;55 necessary to establish the

need for an adequate capital base when it could be argued

profitability and current earnings are more 1mportant. This
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contrasted with the views of Apilado and Gies, that capital
is the most important indicator of a bank's financial
strength. These arguments depended, of course, on the
perceived - functions of bank capital. The f'functions' are
also open to debate, It was noted that since 1975 the Bank
of England have changed their interpretation of the functions
of bank capital. As a result of these different
interpretations, many contrasting assessments have been made

of the adequacy of a bank's capital base.



Extensive coverage has been given in the U.S. to capital
assessment., Originally these approaches concentrated on a
measure related to liabilities on the basis that a prime
function of bank capital should be to protect depositors.
However as the need for capital to absorb losses became
apparent, the emphasis switched to the asset side of the
balance sheet - or rather the risk inherent in those assets.
In contrast, the 1962 0CC approach highlighted the importance
of other factors such as the quality of management. Finally
the Vojta method re-iterated the imbortance of liquidity and

current earnings.

In the U.K. the importance of profitability is more of an
implieit factor, whilst due account is also taken of certain
qualitative factors. Although no ratios, or guidelines;, have
been published, it is the intention of the Bank of England to
agree ratios with individual institutions. Furthermore, it
is now a real possibility that a bank will be requested to
bolster its capital base where it falls below an agreed

level.

The approach to liquidity is not, however, as clearly
e e e e P
defined. Bank liquidity is a function of the liquidity
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within a ?ﬁﬂki&wbalancemsheetfmthefliquiditYMgﬁriﬁéfw,
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relationship between that. bank and_ other banks,wand“ﬁhg

liquidity of the banking system as a-whole. Given.these
R

factors, bank_liquidity can be influenced further by the
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monetary authorities. Monetary controls have affected the
e
liquidity of banks in the past - for instance the corset -

and under the new system the need to maintain funds with the
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LDMA is also a constraint on banks' liquidity. Bankers also
face a dilemma - they have traditionally mismatched assets

and liabilities to gaih profit.

These issues were identified in Chapter 6, The area was
complicated by the need to assess the impact of monetary
controls and the policies of a bank's management., Most bank
analysts agree that adequate liquidity is the ability to meet
obligations as and when they fall due - but are unable to
solve the practical problem of maintaining sufficient
liquidity yet maximising profits by running a mismatched
book. Brodt and others have argued that the morelprofitable
business is usually riskier and therefore does not provide

good liquidity.

Many authors argued the case for liability management and the
ability (or possibility) to purchase liquidity from the
market. However, recent events show that whilst this is a
viable day-to-day policy, it should not be relied upon or
included in a credible assessment of a bank's liquidity.
Since the 1970's, standby facilities or credit lines between
banks have been constantly under review. Indeed, the hint of
trouble at a bank can have very serious repurcdssions on that

bank's ability to buy funds in the market.

In the U.K. the approach to liquidity measurement bears some
common characteristics to that adopted for capital
assessment, Both measures are concerned with individual
institutions and not the need to apply a single measure to

the system as a whole. Both approaches have a key input
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provided by a nnmerical assessment, For liquidity
measurement, the Bank of England have constructed a maturity
ladder. The ladder is not designed to be all-embracing, but
offers a framework from which an assessment may be made. The
ladder is not a sophisticated measure and is concerned only
Wwith the maturity mismatch positions over the next twelve
months, We noted this approach has been accepted far more
favourably than the 1980 proposals, but that further changes

are to be expected.

The topic of liquidity adequacy remains a highly complex
subject. The impact of the current proposals on bank balance
sheets is open to debate:- in their current form, the
assessment of bank liquidity would tend to be more of a
monitoring procedure, Yet bankst! balance sheets are being
affected by the new monetary controls and capital guidelines

- both of which have implications for a bank's liquidity.

To summarise, the review of banking superv131on 1n the U K.

identified the widenlng role of the Bank of‘England - and how

———— - N i e A I

in many areas it now d1rectly 1mpacts on bank balance sheets.

Monetary controls, almqstwby dsfinitlon tend to be a more
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precise area of impact and assessment. Prudential
Rt B S afind

Supervision is less so:-

1. No precise ratios are prescribed, or can be prescribed
where assessment is made of one bank and not the system

as a whole.
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2, The approach adopted with each bank will be in
confidence because of the need to maintain confidence

in the banking system.

3. Each assessment will attempt to take into account the
individual circumstances of that institution. The Bank
of England remain firmly opposed to rigid formulae
which take no account of the differing characteristics

of supervised institutions.

8.2, CONCLUSIONS

R P PP Y -y

The Introduction gave the aims of thls thesis as examlnlng
T

thg,gnowth.of banking, superv131on 1n the . K.. deflnlng the

e o e St T e

rationale for bank supervision, assessing the need for change
Pahishat b \ Dbt - e o

and finally modelling the impact of supervision on a bank's
-

balance sheet. In achieving these objectives this thesis

remains one_ of the few works that has considered monetary
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control and prudential supervision together - as part of an
\-_./—-_— PPN s s

overall package of _bank interVentiqn by the Bank of England

- e o RV

This intervention may be in the form of specific, dlreca

balance sheet _controls or more flexible guidelines for
discussion., The thesis demonstrated the need to study these
Dttt A1
subjects collectively, as part of an overall assessment of
banking supervision in the U.K. This view is shared by
Lomax(215p-2);
"Monetary Control indicates the way the
authorities intend to operate the monetary

system, and the guidelines which will determine

their own action: the prudential control papers
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indicate correspondingly how the banking system
will be forced to react to various stimuli from
the authorities, and correspondingly how
interest rates and balance sheet totals (which
include the money supply) will move in response
to official policy...a new system to which all

four papers make a contribution.”

The new monetary controls continue to impose direct controls
on banks' balance sheets. The prudential reforms have
concentrated on outlining the Bank of England's approach to
the measurement of certain aspects of a bank's business.
They do not specify the absolute levels to be maintained in
applying that system of measurement(216p.548) put rather
indicate theways inwhich the Bank of England now assess and
monitor a bank's capital and liquidity. These subjects are
'complex and elusive'., The approach to their assessment in

."the U.K, is characterised by Cooke(217p.55):

"At the end of the day in that slightly quaint,
rather demure and faintly Victorian sounding system
that we call prudential supervision, it is

judgement not arithmetic that counts."

The other important conclusions from this work are as

follows:
1. The need for a change and re-assessment of the Bank of

England's supervisory role was justified. The 1979

Banking Act confirmed and strengthened the role of the
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Bank of England. Their approach 1is cautioﬁed and
gradual;y determined. However significant changes have
now been introduced to reflect the dramatic changes of
the U.K. banking system and economy during the 1970's.
The previous systems of supervision had broken down
under the spectacular growth of the secondary banks
against a background of massiQe oil price rises,
persistantly rising inflation, volatile money and
foreign exchange markets, and a rapidly increasing

money supply.

The monetary control reforms represented, in many
respects, a tidying-up of the previous system, The
Bank of England now has greater flexibility in this
area, with an increased emphasis on money market
operations, However, the funds now placed with the
LDMA have also ensured the continued existance of the
Discount Houses at a time when many were questioning

their validity.

The monetary authorities have rejected a move to
monetary base control. The new controls allow the Bank
of England to monitor the behaviour of the voluntary
cash balances of the London Clearing Banks. However,
Sterling M3 remains a key indicator of U.K. Monetary
Policy, whilst the Bank of England have also maintained
control over short-term interest rates - neither of
these features would be compatible with a system of
monetary base control. Indeed the LOLR facility has

been maintained; not only to ensure the liquidity of
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the system as a whole but also to dictate the terms at

which liquidity would be supplied.

The subject of prudential supervision has now been
given comprehensive treatment in the U.K. This area
will be subject to further change, but the Bank of
England have now established a useful framework for the

assessment of capital and liquidity. The framework has

‘been subject to criticism but is generally accepted by

the U.K. banking industry. The new systems are applied
to the system as a whole, but exact requirements and

measures are agreed with individual institutions.

Baﬁks' capital ratios (however measured) have fallen
during the last decade. Capital bases have been
adversely affected by inflation, asset growth, problems
of external funding and the squeeze on overall
profitability. The Bank of England do, however,
recognise varying qualities of management in allowng

for higher gearing.

The achievement of the Bank of England!s stated
objectives in the assessment of capital adequacy is
questionable:-

{a) To ensure the capital position is regarded as
acceptable by depositors and other creditors - yet
much of the information used by the Bank of
England in their assessment is not publicly

available,
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(b) To test the adequacy of capital in relation to the
ri$k of losses inherent in a bank's assets - yet
the asessment of risk by the risk asset ratio
cannot be accepted as a surrogate for the

assessment of risk in a bank's portfolio.

The capital ratios represent potentially serious

threats if the downward trend of capital positions

‘continues. The Supercalc models demonstrated the very

severe impacts the gearing and risk asset ratios could
have if minimum levels were imposed above the levels
currently held by the banks, In practice it is logical
to expect the Bank of England to agree guidelines with
individual banks, Thus given the low capital ratios
currently maintained, there is now a real possibility
that commercial banks will be urged to change their
capital structures in order to meet the Bank of

England!s recommendations.

The liquidity proposals represent a milder form of the
original 1980 harsh guidelines. Today, the qualitative
assessment to liquidity adequééy is flexible in
approach and backed up by a basic quantitative
measurement, It is unlikely that either feature will

be imposed stringently.

In sum the supervision of the U,K. banking system has

developed rapidly since 1970. The style and approach adopted

by the Bank of England has often been unique and offers a

blend of numerical analysis and in-depth discussion., The
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system of monetary control is now more precise whilst the

system of prudential supervision has been greatly enhanced.

P /X\M

8.3. SUGGESTIONS FOR FURTHER RESEARCH §;>

_Egii_zgzg_ggg_ggvealed many _areas of uncerfalnty and p0551b1e

————,
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areas for further research. Attention would focus on the
o ow vl cuixnel Tesgabell. Al : L0 10CUs O K&

issues of prudential supervision, though it is _possible a

change in monetary pollcy or dlrectlon would necessitate a

further change in the monetary supervision of the banklng
._.—--—-"'_'_-— )
system. More specifically further work could be done in the
-‘-—__‘.-__—‘-'“

following areas:

1. Daily Settlements in the Money Markets

The Bank of England have refused to deal directly in the
inter-bank market. preferring to settle the daily cash flows
through the discount houses. Further work could be usefully
carried out inte the intervention techniques that are open to
the Bank of England; why the role of the discount houses
should be maintained; improving the methods of dealing with
the daily shortages and surpluses; and defining the
implications of these alternative techniques to monetary
policy and bank liquidity. This could have important
repurcussions for bank profitability as, if the Bank of
England were prepared to deal directly with the banking
syétem, then it is likely the mandatory requirement to hold
funds with the LDMA would be modified. This would release
funds which could be invested more profitably elsewhere.

2. Bank Liquidity

The 1982 Bank of England paper on bank liquidity illustrated

the particularly complex nature of this subject. Academic
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material on defining adequate bank liquidity has been
limited, preferring to concentrate on the broader issues of
global asset and liability management., The management of
bank liquidity is however of crucial importance in the day-
to-day business of commercial banks. Therefore more work is
required to define and assess bank liquidity in terms of
maturity analysis and interest rate mismatch, A theoretical
approach to managing bank liquidity could be developed to
complement the systems currently employed by commercial

bankers.

3. Capital Adequacy

The topic of bank capital adequacy 1s not as nebulous as bank

T e it g

liquidity. Nevertheless, the measurement of bank capltal in
the UK merely provides a ba51c assessment of these issues.
bt o R Rl PIRVLRER.d RE5LC -Ssiiellt 0L & losue!

It would therefore be a viable proposition to develop a more
_-—____—__._-—'_‘-—M_FJ fl

realistic model of bank capital adequacy. In particular,

e
I

empha51s should be placed on the quality of assets. The work

T

would benefit from an understanding and modelling of banking
e i S o U e v e,

of _a_bank in

risks. This could be applied to the assets
bl ¢!
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order to determine a more realistic assessment of the risk
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supported by a banks capital. Altepnat}ge}ywthe"arguments_of

commerc1a1 bankers could be collated to establish_a practlcal

approach to assessing bank capital adequacy. Either of these

WP s -

methods would provide an alternative framework within which
e T

bank capital adequacy could possibly be more_ _accurately
k capita: et A

assessed,. -
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4. Domestic and International Bank Supervision

International'bank supervision is a comparatively new topic.
In many instances, however, international supervision and
domestic¢ supervision will be concerned with similar issues,
Both areas are concerned with capital adequacy, liquidity and
observing banks on a group or global basis. Thus a useful
study would be to compare and contrast the approaches adopted
for national and international supervision, This would be
beneficial in highlighting both the domestic and
international problems which face the bigger banks, thereby

giving a global view of commercial banking and supervision.

The analysis could be made more specific by either
considering bank supervision in a number of countries - for
instance within the EEC - or between two countries - for
instance the U.,K. and the U.S. A detailed study of American
bank supervision would be particularly useful because
although it is a more legislated system, it exhibits many of

the characteristics of the British system.
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A.1. INTRODUCTION

Monetarism has provided t%f intellectual iuitification for
monetary base control(1p.82), Griffiths{2) argued that
monetary base control is based on the conventional neo-
classical theory of choice, in that the outcome for the money -
stock of a restriction on base growth is the result of
maximising behaviour on the part of banks and the non-bank
public, subject to the usual constraints of wealth and
income, Central to this argument is the understanding that
the stock of money in existance depends on how much the
public wish to hold and is not a residual element., This is
in direct contrast to CCC where the authorities set MLR1'
Treasury bill rate and rates in the gilt-edged markets to
obtain, ceteris paribus, a given public holding of currency
and bank deposits.

Prior to 1980 therefore, if the authorities wished to
decrease the stock of money, they simply raised interest
rates to reduce the demand for money as holders of bank
deposits could switch into higher yielding assets. If an
increase in the money stock was desired, the reverse would
apply and the Bank of England would supply the banking system
with the necessary reserve assets. The system had two
inherent weaknesses:=-

1. If at a given interest rate, the public decided to
increase their liquidity and therefore sell gilts, the
Bank of England will be forced to buy gilts to avoid
rates rising. Thus, the money supply would rise.
Similarly if the demand for advances increases,
deposits (and the money supply) would also increase (in
the absence of corset penalties) as the Bank of England
supplied reserves.

2. It was difficult to predict the publiec's demand for
cash with a tolerable degree of accuracy. To do so
would require the Bank of England also to have
predicted the level of real income, expected rate of
inflation and the public's expectations of interest
rates for example,

It was the conclusion of proponents‘l of monetary base control
in the U.K. that such interest rate targeting techniques
would inevitably introduce instabilities and distortions in
the financial markets. According to Brittan "...,whatever the
difficulty of setting the latter (monetary targets) the
ability to guess the level of interest rates appropriate at
any one time is a billion times rarer and is not possessed by
gods let alone mere central banks".(3) The alternative is
the direct control of the monetary base as a means of
controlling monetary growth, though Friedman notes: "Of
course, direct control of the monetary base will effect
interest rates, but that is a very different thing from
controlling monetary growth through interest rates®(4), To
be a viable alternative in the U.K. monetary base control
would require certain reforms,



A.2 ESSENTIAL REFORMS

Monetary base control would require three essential
reforms{®) in the U.K. to be an effective alternative to
interest rates as a means of controlling the rate of growth
of the monetary aggregates. These are changes in the
procedures by which the Bank of England conducts monetary
policy, the accounting framework and certain institutional
reforms.

1. Changes in Mopnetary Policy

This is the critical reform which would require the monetary
authorities to choose a quantifty (base money or the level of
reserves) rather than the price (the rate of interest) as
their operating target. This implies effective control of
the supply of money can be achieved by controlling the means
by which the banking system is able to create credit and
money. This requires a change from the traditional belief
that the total stock of money is not demand determined but
primarily supply determined. Thus, it is the money markets
that should determine interest rates. This implies
disbandoning the present methods of discretionary control by
the Bank of England over key interest rates and the setting
of a tap price for gilt-edged stock, in favour of a market
demand and supply price (or 'auction' price). In it's
strictest form monetary base control would require
flexibility on all interest rates and not just long-term
rates,

2. fLhanges in the Accounting Framework

Certain changes in the present accounting framework would be
required to place increasing emphasis onh two ratios:-

a) currency/money = the ratio of non-bank private sector
holdings of notes and coin to total money;

b) reserves/deposits - the banking system's holdings of
till money plus bankers' balances at the Bank of
England to deposits.

The authorities could then monitor the amount.of base created
and the demand for base money by the non-bank private sector
and banking sectors. This would be consistent with
publishing a new series of monetary base statistics.

3. Institutional Reforms

The present monetary controls would have to be redefined to
solely consist of a cash ratio, defined in terms of base
money (see A.4)., This would necessarily imply changing the
privileged position of the discount houses, though it should
be noted that transition to monetary base control does not
crucially depend on the withdrawal of the unique borrowing
privileges of the discount houses,



A.3. TYPES OF MONETARY BASE CONTROL

There are generally three practical systems of monetary base
control that could be implemented in the U.K., provided the
technical changes were made and the authorities agreed to
target base money and not influence interest rates. These
are a negotiable licence, indicator and trigger systems.

A.3.1. NEGOTIABLE LICENCE (NL)

Where the monetary base is defined in terms of a NL it is
essentially a unique reserve asset which will be created and
controlled by the authorities. The banks, as controlled
institutions, would be required to hold NLs directly in
proportion to their deposits. By definition banks' balance
sheets would have to be some multiple of the amount of NLs
they held. The authorities would remain the sole suppliers
of these licences so that the supply could be altered in line
with the predetermined growth path. The NL could be defined
in terms of Treasury bills, special documents, negotiable

base assets or negotiable entitlements. '

In practice, as deposits rise, banks will be forced to bid
for NLs., Competition would ensure that if the flow of
deposits into the banks tended to rise above the level
implied by the existing stock of NLs, then the market price
of NLs will rise. This will impose an additional marginal
cost upon the banks. It would be expected that this cost
will be covered by an increase in lending rates or credit
restrictions - from which a contraction in credit may be
expected, Thus the public's holdings of bank deposits at the
ruling rate of interest would be commensurate with the level
allowed by the stock of NLs.

By definition, however, the NL would be a form of direct
control over the banking system, in many ways similar to the
now disbanded corset. Under tight monetary policy (where the
demand for deposits was increasing faster than the target)
the increasing price of NLs would effectively impose a tax on
the banking system. 1In such a situation, the danger is not
so much the economic effects of increased lending rates (to
choke~off demand) but disintermediation.

It is probably true that the weaknesses of such a system far
outweighed it's advantages. In particular the following
disadvantages should be considered:

a) Disintermediation

When the price of NLs was rising it might be expected
commercial bankers would encourage borrowers to borrow
outside the controlled areas. This could be similar to
the bill leak or possibly disintermediation through the
Euro-sterling markets could be expected. This problem
could only be limited to the extent controlled
institutions paid a modest penalty for inadequate
holdings of NLs. This would effectively put a ceiling
on NLs and limit the implicit tax. Some
disintermediation could, nevertheless ocecur and, of
course, the lower the penalty the more ineffective the
control becomes,
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The effect of periodic disintermediation could
encourage the movement of short-term paper into non-
bank portfolios in substitution for bank deposits.
This would probably be s0 to the extent the corset
encouraged the development of a wider market in
commercial bills., The development of wider short-term
public and private sector debt markets could cause
cosmetic variations in the money supply, leading to
exaggerated market expectations of changing interest
rates,

b) Bank balance sheets

Banks, particularly the clearing banks, lack the
necessary short-term control over deposits and advances
because depositors and borrowers are relatively
interest-insensitive. Thus, where immediate action was
required under a NL scheme this could aggravate their
short-term control problems over assets and
liabilities. This would also have implications for the
acceptance of a NL scheme - in this form it is unlikely
that it would be voluntarily accepted by banks and
LDT's, In addition, neither the 1979 Banking Act nor
the 1944 Bank of England Act could be used to cajole
building societies into the scheme.

In addition banks would be expected to determine the
appropriate level of interest rates to achieve their
desired balance sheet growth. This is in direct
contrast to the present system where bank rates are
heavily influenced by the authorities determination of
overall monetary conditions. This again would have
serious implications for balance sheet management =
unless credit could be financed off-balance sheet
through some form of disintermediation,

For these reasons it must be concluded that under present
arrangements, a NL scheme would not be a practical form of
monetary base control, However, if the base was strictly
related to the assets of the central bank then it could serve
either as a useful indicator to the thrust of monetary policy
or to trigger changes in other monetary aggregates., In both
cases the monetary base is defined as a cash ratio, the exact
definition of which is considered in A.4.

A.3.2. THE MONETARY BASE AS AN INDICATOR

To serve as a useful indicator of the thrust of monetary
policy the monetary base would not be directly controlled but
rather monitored as a leading indicator of changes in the
money stock. Of course, many such indicators of future
developments already exist - the success of this method is
thereby dependent on the extent to which it would improve
current knowledge of prospective movements in the money
stock,. Current indicators have, however, proven to be
unstable - forecasts for the current banking month made half-
way through the month can be half to three-quarter percent
out.
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In this respect the monetary base could have an important
advantage. A necessary condition for the use of a variable
as an instrument to control a target is that the instrument
is under the control of the policymakers - and that movements
in it result in and not from movements in the target. Under
strict base control, changes in foreign exchange, Treasury
Bills, issues of National Savings and the discount market
will all directly lead to a change in the amount of base
money outstanding. This in turn will lead to a change in the
resources available to the banking system with which to
change the rate of growth of the money supply.

As a leading indicator the monetary base would not
necessarily induce disintermediation., This is because no
institution will be significantly penalised for undertaking a
transaction others cannot - the authorities response would be
to affect market rates of interest to both lender and
borrower. There are, however, four further qualifications to
be made in a system where the monetary base is employed as an
indicator of future monetary developments:- this would only
be a minor variation of the present system in the sense that
interest rates would remain an instrument of monetary
control(6); the issue is complicated by the perversity known
as Goodhart's Law2 as any single measure of the money supply
tends to become ",..,hopelessly distorted once it is the
subject of official controls"(7); thirdly banks would most
likely have a greater incentive to hold excess cash reserves
if the costs of holding excess reserves were less than the
costs and risks of finding itself short of cash reserves,
thereby weakening the power of the cash base as an indicator;
and finally the Bank of England have suggested ",..the series
could come to convey more useful informationm(8parai5) — put
that several years of monitoring would be required before
such movements in the cash base c¢ould be adequately
determined.

A.3.3. THE MONETARY BASE AS A TRIGGER MECHANISM

In common with the indicator system, the authorities would
set a smooth, seasonally adjusted growth path for the
monetary base. The difference is that any observed
difference of the actual base from the predetermined path
will be used to 'trigger' changes in the Bank of England's
lending rates to correct this divergence. The size of the
adjustment would be related to the size of the divergence,
also set by a predetermined scale, This approach necessarily
implies a mandatory cash base and the lender-of-last-resort
facility., This contrasts to present arrangements in which
the authorities use the volume of operational funds held
voluntarily by the clearing banks as their datum point for
controlling the general level of market interest rates.

The crucial characteristic of this system is that interest
rates would be changed quasi-automatically. Thus, interest
rate changes would be less of a political issue and more
promptly adjusted. This would overcome certain problems with
existing methods whereby interest rate changes are slower and
less vigorous than perhaps they should be. Such adjustments
would continue until the base was restored to it's targeted

lole I



path., Because interest rates would be promptly adjusted to
divergences of the base this could strengthen confidence in
monetary control,

In the short-run, financial markets would need to assess if
“the divergence of the base was likely to persist or whether
it was erratic and likely to be reversed, The short-ferm
markets would, as now, seek to anticipate changes in the Bank
of England's lending rates; their expectations would
determine the structure of short-term rates which would in
turn affect banks' lending rates. Thus, given a system in
which the authorities discretionary influences are
constrained, short-~term interest rates may not necessarily be
more volatile than at present.

Increased confidence in monetary control would encourage
greater long-term stability, particularly of interest rates.
which would be advantageous to the gilt-edged and corporate
bond markets. Such advantages could, however, only be
achieved where certain rather severe handicaps were overcome,.
There would be notable political and social implications of
such a system, particularly where a rigid or automatic
interest rate rule applied.

The main disadvantage of such an automatic mechanism is that
the scale of response would almost inevitably be somewhat
arbitrary. The Green Paper(9p.13) illustrated that, as with
the current system, the authorities do not know whether a
given excess of money of X percent could be eliminated over a
desired time period by a rise in interest rates of Y percent.
The issue is complicated further by the existance of lags in
interest rate policy. This is particularly pertinant where
an adjustment is triggered by transient or erratiec
fluctuations in the growth of the monetary base, as this
could increase the variability of short-term interest rates,
It would therefore probably be preferrable to 'override' the
automatic adjustment, especially as this precludes the use
(if so desired) of interest rates for any other purpose.
Evenso should the override facility be used frequently, this
would severely curtail the advantages of the automatic
mechanism.

Finally, the viability of this apprecach hinges fundamentally
upon the Bank of England always acting as lender-of-last-
resort (LOLR). The authorities open market operations would
be constrained by the objective to achieve a predetermined
path for the monetary base -~ the banking system can only
maintain a minimum cash ratio by making use of the LOLR
facility. This is in direct contrast to strict monetary base
control which implies the end of the LOLR facility.

This is because without unlimited funds on a daily basis,
then either the commercial banks must fail to meet their cash
ratios by potentially massive amounts, or the financial
system must suffer a liquidity crisis., This reflects the
issue that under lagged or current reserve accounting, the
authorities have no choice but to supply reserves if reserve
requirements are to be met,
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The spirit of base control might be maintained by a system of
graduated penalties on LOLR borrowing ~ as under CCC, the
control was afforded by changing the price of such reserves,
Thus, to the extent the money stock was growing faster than
the targeted base, the marginal cost of base money would rise
automatically and hence market rates would tend to follow.
The problem would be setting the borrowing tranches and
penalties - the authorities do not know what penalties would
return the system to equilibrium.

A.4. DEFINITION OF THE MONETARY BASE

To operate as an indicator or trigger system, the monetary
base should be defined in terms of the liabilities of the
monetary authorities - notes and coin in circulation with the
.public, notes and coin held by banks, bankers' balances at
the Bank of England, potential liabilities of the Bank of
England and public sector deposits with the Banking
Department. This, however, must be qualified. The
effectiveness of monetary base control will depend upon what
liabilities the monetary authorities can control or seek
particularly to control:

1. Notes and Coin in Circulation with the Publie3

When qFld by the non-bank private sector, notes and coin are
money©, When held by a bank, notes and coin represent a
liability to a money creating institution. Approximately 6/7
of the total note and coin issue is held by the non-bank
publiec.

The Bank of England have, however, argued that the "...amount
of currency so held is hardly a variable over which the
authorities would (or could) seek controln(10para7)., This is
particularly so where the aim of the authorities is to
influence some monetary aggregate consisting primarily of
bank deposits, as the banks'! stake in the monetary base would
be very small. On the February 1982 make-up day the wider
definition of the monetary base was £11,747 million of which
notes and coin constituted £10,557 million., Hence variations
in the non-bank private sectors demand for cash could lead to
undesirable fluctuations in the growth of monetary
aggregates.

The analysis has been extended by Congdon(110.33). His model
assumes:

a) the public's demand for cash has an interest elasticity
of 10 percent;

b) the public hold three times as much cash as the
¢learing banks, and

c) the clearing banks can vary their cash holdings by up
to 33 percent without straining prudential limits.

If the clearing banks raise their deposit rates from 10
percent to 11 percent (a 10 percent increase), the publiec
would hand over 1 percent of their cash holding. The banks?
cash holding will rise by 3 percent; their deposits would
rise by as much as 4 percent. Bank deposits form part of the
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money supply. A small change in interest rates has thereby
caused a significant change in the money supply. In fact
given the multipliers involved, the public's demand for cash
would have to be almost totally interest inelastic teo prevent
such volatile fluctuations in the money supply.

2. Yaulf cash

Vault cash or till money is important as it provides the
means of ensuring immediate convertibility of deposits. The
inclusion of vault cash is, however, an operational rather
than theoretical issue as banks have different business mixes
and therefore differential cash holdings exist.

3. Bankers' Balances at the Bank of England

The advantage of defining the monetary base in terms of vault.
cash and Bankers' balances is that it would specifically be
related to the assets of the banks(12paraT), Bankers!
balances are readily convertible into till money. Under CCC,
the majority of these balances were provided by the cash
ratio of the clearing banks.

Since 1960 bankers! balances have also included SDs. and
SSDs between 1974 and 1980, Such items are best excluded
from a definition of base money. An increase in their level
is not an expansionary factor and should not therefore be
regarded as a rise in the monetary baseb, (SD's are
deliberately called to withdraw liquidity from the banking
system and are not liquid in the normal sense).

4., Potential liabilities of the Bank of England

Potential liabilities are those liabilities named as the
counterpart to the assets that the Bank of England may have
to assume because of commitments previously given or because
of 'automatic' borrowing rights of others. The relevance of
any component to the base must be the central bank's ability
to control that liability. In the U.K., the banking system
has a unique automatic resort to the discount window. The
Bank of England cannot therefore control such a potential
liability. A strict monetary base control regime would
therefore exclude such liabilities. Moreover, their
inclusion would imply a relationship between base money and
the potential, not actual, stock of money.

5. Public sector deposits with the Banking Department

Public sector deposits include the government, government
departments and foreign central bank holdlngs of sterling
working balances8, Due to institutional arrangements such
deposits tend to be small and stable. Their inclusion or
ommission is not important when examining base movements.

In sum a cash based definition of the monetary base . is
generally preferred, defined as vault cash and bankers!
balances., A cash base would have four further advantages:

1. It would stop the seemingly inequitable subsidisation

of issuers of reserve asset paper. The reserve asset
definition adopted in 1971 meant that these assets were
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of special attraction. This was inequitable because
the main issuer had been the government.

2. Sales of gilt-edged securities to the banking system
would not affect the money supply or therate of growth
of monetary expansion., This would give the authorities
a much larger range of debt instruments by which they
could raise finance for the government - there would
therefore be less pressure to keep up the maturity of

that debt.
3. It cannot be manufactured by the private sector.
y, There is less elasticity in it's division between bank

and non-bank holdings.

Broader definitions of the monetary base would include notes
and coin in circulation with the public., The advantage of
this approach is that the base ceases to be affected by
deposits and withdrawals of cash by the public, Though a
much larger base. it should thereby be less volatile. Table
26 illustrates these 1liabilities from 1965 to 1981. The sub-
total of columns (1-3) defines the broader definition, whilst
(2+3) gives the cash base. Since 1969 the rapid growth of
notes and coin in circulation with the non-bank public can be
seen which substantiates the Congden argument for preferring
a cash base definition,

A.5. NON-MANDATORY AND MANDATORY CONTROL

Given the general preference for a cash based definition of
the monetary base, it is crucial to determine whether this
should be a formal requirement on bank balance sheets, The
nature of the system of control chosen will tend to imply
whether a cash base should be non-mandatory or mandatory -
the trigger mechanism for instance is dependent on a given
cash ratio being maintained, whereas more relaxed versions of
monetary base control suggest a non-mandatory system.
Nevertheless, the issues are important and should be
identified and discussed to give due consideration to systems
of monetary control which impact on bank balance sheets in
this manner.

A.5.1. OPERATING WITHOUT A MARDATORY CASH RESERVE REQUIREMENT

A non-mandatory scheme implies banks hold base money only for
operational reasons. The size of this reserve will be
determined by the subjective attitude of each bank to risk
taking it's business mix and the rules under which the Bank
of England deal with the banking system - for instance how
large flows into and from the exchequer will be dealt with.

With a non-mandatory scheme the base could be regarded
primarily as another monetary aggregate - possibly a leading
indicator = movements in which c¢ould convey information on
future developments. The efficiency of such a scheme will.
however, depend crucially on there being a stable
relationship over time between the banks' voluntary holdings
of base money and their total balance sheets, In Switzerland
such a relationship has proved sufficiently stable. Bankers!
balances are voluntarily held with the Swiss National Bank
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TARLL 26: LIABILITIES OF THL MONETARY AUTHORITIES; 1965 ~ 1981 ANNUAL AVERAGES
(£m) Notes & Coin in |Liabilities of the Banking Sub-Total of
circulation out~|Department Columns:
Averages of side the Bank of
monthly figures | England
l 1 2 3 4 5
Year With the . Till |Bankers Speéial_, Other
Public Money |Deposits Daposhél)Liabilities 1-3 2-3
1965 2426 515 269 59 121 3210 784
1966 2563 548 268 144 138 3379 816
1967 2633 561 285 204 144 3479 846
1968 2766 586 315 219 165 3667 901
1969 2871 640 288 225 . 177 3799 928
.1970 3067 682 192 270 181 3941 874
1971 3332 705 231 268 306 4268 936
1972 3644 653 209 10 361 4506  E62
1973 4091 703 246 919 364 5040 949
1974 4591 764 259 1047 374 5614 1C23
1875 5341 791 281 964 454 6413 1072
1976 6106 784 308 1143 486 7198 1092
1977 683z 812 338 1062 561 7982 1150
1978 7943 849 389 942 709 9181 1238
1979 9031 914 460 550 679 10405 1374
1980 9763 945 516 116 701 11224 146}
1981

()

SOURCE: Bank of Ennlsnd Quarterly Bulletin March 1981 Table A p.39 and update.

On several occasions between 1974 and 1980 this item also included supplementary

special deposits.




(SNB), and are included in the monetary base. Until 1978 the
Swiss monetary base proved to be a stable lead indicator of
movements in Mq (which was not tar'%eted after 1%78). This
success might not, however, be expected in the United Kingdom
because;

1. Bankers! balances at the SNB are virtually the only
form of domestic primary liquidity. Thus, until
recently such balances were the only assets of Swiss
banks which were in all circumstances very liquid.

2. The Swiss banks were in fact required to meet cash
requirements on four days each year. This 1is
relatively unimportant except that on such days the SNB
always ensured adequate cash was readily available.

3. There were large fluctuations in the monetary base and .
money supply. Brittan argues this was accepted only
because of ",..widespread confidence that lower
inflation will persist and that these aberations will
prove temporary"(13)

In the U.,K. it is unlikely that such a stable relationship
will exist because of four factors:

1. The U.K. has highly sophisticated and developed markets
in primary liquidity. A U.,K. bank will therefore hold
a portfolic of such primary liquid assets and not
solely prudential balances with the Bank. Shifts in
the attractiveness of the various assets would almost
certainly lead the banks to adjust, in no easily
predictable fashion, their preferred liquid assets
portfolio,.

In fact it might logically be expected that where
prudential balances were held, these may be more a
funection of small shifts in the relative, actual or
expected short-term interest rates, rather than being
indicative of some current or future change in the
stock of money.

There is no guarantee that banks would hold balances at
the Bank of England - even the clearing banks might not
be prepared to do so if they could obtain overdraft
facilities for clearing house settlements.

2. In the U.K. the volume of inter-bank transactions are
not necessarily good indicators of immediate or future
movements in a monetary aggregate. The Green
Paper(14p.21) found they could reasonably be expected
to be a function of the expected values of both average
volume and the variability is that volume, of all
transactions ~ including inter-bank payments - passing
through the banking system. '

3. A non-mandatory ratio has the inherent weakness of
being unable to distinguish between a banks' holding of
prudential reserves and excess reserves, Additional
reserves may well be held as the counterpart to a
decline in the demand for bank credit or an increase in
the bank's demand for ligquidity.
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4, It is felt(15p.9) that a bank's requirement for cash in
the U.K. would depend more on the total level of
transactions and type of business than on the size of
it's balance sheet.

The efficiency of a non-mandatory cash base is therefore
consequent upon the U,K. financial structure. "~ To induce
banks to hold the bulk of their prudential balances Wwith the
Bank of England rather than in short-term liquid assets would
require a major change in the structure of the money markets.
If the LOLR facility was withdrawn the function(s) of the
discount market would be radically changed. This in turn may
well encourage banks to hold prudential cash reserves which
Wwere related to their liabilities. Such institutional
changes may well be deemed necessary, but until the present
financial structure is modified, the usefulness of a non-
mandatory cash ratio must be questioned.

A.5.2., MANDATORY CASH RATIO

Notwithstanding the criticism of a non-mandatory ratio, it is
not clear if the imposition of a mandatory cash ratio would
be essential to improving the predictability of the monetary
base., The recent imposition of the half percent cash ratio
would however, seem to favour this approach.

There, are ¢ main advantages to a legally imposed cash
ratio(1é5-3§y: 8

a) It is non-discriminatory between the clearing and non-
clearing banks, The two groups will be subject to the
same requirement, but any excess or voluntary balances
also held will merely be reflecting their varying
business mixes. . This overcomes the issue that the
clearers have a substantially higher volume of retail
business and therefore hold a considerably larger
proportion of cash in their portfolios.

b) The cash ratio implies that both groups are equally
taxed by holding non-interest bearing cash balances.
This is important to the non-clearers who could be at a
competitive disadvantage if cash holdings (including
excess holdings) were interest bearing.

The main disadvantage under a mandatory scheme would be if
the level imposed was higher than that which banking system
would hold in the absence of such control. But more
relevant to the current situation, a mandatory ratio could
cause a paradox. If the requirement was a small proportion
of deposits, then unexpected dally movements in the base
which currently occur could be very large relative to the
size of the balances. Under such conditions, the banks may
find it technically difficult to maintain the required ratio.
The solution might require three additional features:-

a) institutional changes, such as the government placing
funds with the commercial banking system rather than
repaying debt for example through the Issue Department
of the Bank;
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b) very 1low penalties for anything except an
‘unreasonable' short fall in required reserves;

c) some form of averaging procedure rather than strict
day-by~day adherence to the required minimum,

The alternative would be to require large interest-bearing
balances so that wunpredictable fluctuations were less
significant relative to the size of the base. This would,
however, necessitate large structural changes in the money
markets,

One further problem remains which concerns how the mandatory
relationship between base money and deposits can be
expressed, This is examined in Section A.6.

A.6, RESERVE ACCOUNTING FOR MANDATORY CONTROLS

In the context of this appendix this section will be
predominantly concerned with the problems of reserve
accounting when applied to monetary base control. These
issues raised are nevertheless very pertinant to the current
system of monetary control in the U.,K. as the mandatory half
percent cash ratio is placed on a lagged basis (as was the
former reserve asset ratio), the disadvantages of which will
be discussed below.

A mandatory relationship between base money and deposits can
be expressed in one of three ways:-

1. Lagged accounting - banks hold base assets at a time
(t+1) related to the level of deposits in time t.

2. Current accounting - banks hold base assets at time ¢
in relation to deposits in time ¢t.

3. Lead or reverse-lag accounting - banks 1limit their
deposits at time t £to some multiple of base assets held
at a previous time (t-1).

Stewart stated: "Whether there should be lagged, current or
lead accounting can be endlessly argued about"(16), The
issues are. however, important because they have been
considered in designing present monetary control
arrangements, increasing research is being conducted into
reserve accounting and a move to monetary base control would
only be complete where the base was calculated on the correct
accounting basis, We shall not therefore 'endlessly argue!
the issues but offer a concise appraisal.

A.6.1. LAGGED ACCOUNTING

Lagged accounting is used in virtually all countries for the
purpose of calculating required reserves, and 1is indeed
suitable when the purpose of reserve ratios is to provide a
fulerum for money-market operations to control interest
rates(17paralt0), vVirtually by definition, however, when the
total of required reserves is related to the past level of
deposits and where there are no excess reserves at the outset
in the system, changes in deposits must cause the authorities
to allow changes in bank reserves, and not vice versa., Thus
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monetary base movements can hardly either control, cause or
even indicate future movements in bank deposits.

The present half percent cash ratio is lagged to eligible
liabilities in the previous six months. Thus, the amount of
cash so held is predetermined. The danger occurs where this
level does not correspond with (and in particular is greater
than) the level of the base desired by the authorities at
that time. Three reconciliations can be suggested(18p.24);

1. To define the mandatory base such that banks would
normally hold substantial excess balances, by setting a
low ratio and paying interest on such balances. This
though has a similar disadvantage to a non-mandatory
scheme, in that the relationship between base assets
and monetary growth becomes weakened as the volume of
excess base assets increases,

2. To modify the requirement so that it was not absolute
: but that additional base money would only be supplied
on penal terms. But under this option the resurgence
of disintermediation must be considered a possibility.
In practice such penalties would tend to fall on those
banks seeking to maintain some stability in their
lending rates, Such banks would be induced to
disintermediate, switching business to offshore
associates or into uncontrolled forms, rather than

loose business. The risk of excessive
disintermediation is of course the risk of any penalty
system.

It has been suggested that two further disadvantages
would result(19p.11);-

a) as banks tried to escape penalties they could be
expected to bid vigorously for base money., Thus
market rates and bank lending rates would rise
dramatically. But because of the lag before
interest rates significantly affect bank lending,
instability in monetary growth and interest rates
could be considerable.

b) The Bank of England may not be able to achieve the
desired level of base money through open market
operations - if only because of the large
unforseen swings in and out of government. Thus,
the amount of penal-term lending, and the
penalties on the banking system could sometimes
differ from the amcunts intended.

3. The authorities should provide the additional base
assets to enable the banks to meet the mandatory
requirement. This, of course, implies an acceptance by
the authorities that the base assets on any day may
differ from that desired level. Such a scheme would be
against the grain of base control {(cash should not be
supplied on demand) but may be reconciled if a scale of
progressively penal rates were applied and control of
the base was being achieved over a period and not
daily.
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Should the Bank use the cash ratio as a form of trigger
mechanism, then this method will prove to be particularly
condusive to it's efficiency on a lagged accounting basis.

Since September 12, 1968 a system of lagged accounting has
operated i&uﬁmerica. The two changes to Regulation D made
then were:

1. Coinéident reserve requirements of reserves based on
deposits in that week were to be lagged to deposits two
weeks ago, and

2. Banks! current reserves were to consist of balances on
.deposit at the Federal Reserve Bank plus the amount of
vault cash held two weeks previously.

Several authorsb have, however, argued that lagged accounting
has in fact reduced the FRS's control over monetary
aggregates and increased the cost of reserve management to
individual banks.

A.6.2. CURRENT ACCOUNTING

Similar problems would occur with a system relating required
reserves to current liabilities, The clearing banks, with
their large branch networks and vulnerability to fluctuations
in demand for deposits would be particularly troubled. At
the time when they still had the opportunity to bid for base
assets, they would not know what their requirements at the
close of business would be., There would inevitably be delays
in obtaining current information on movements in liabilities
and vault cash held at branches. Thus, the banks would note
what adjustments would be necessary during the course of the
day to meet their required ratios. This uncertainty was
often apparent under CCC when the scramble for funds on make-
up day caused large interest rate fluctuations.

A.6.3. LEAD ACCOUNTING

The Bank(21paral2) naye recognised that it would be more in
the spirit of base control for the reserve ratio to be put on
a lead accounting basis. This approach is favoured by
Laurent{22) as it would allow the authorities to set the
level of required reserves accurately from week to week,
thereby. improving control over targeted monetary aggregates.
This could yield two further advantages as if would be
effective no matter how low the mandatory level was set and
secondly it could decrease a banks! portfolio management
costs.

The strictness of the regime could then relate to the
adjustment time allowed, the averaging procedures adopted and
the penalties imposed for non-complliance. The efficiency of
the system would depend upon the ability of the banks to
predict their future balance sheets, and controlling them to
meet that forecast. This is clearly a problem given the
uncertainty of certain bank facilities (overdrafts, term
loans) and that the banking system provides residual finance
for the Exchequer, whose position neither the authorities nor
the banks can accurately predict in the short term.
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Nevertheless, there would have to be some penalty for
inadequate or excess holdings of base money - otherwise banks
would have little incentive to make realistic forecasts., Two
further problems remain. In the absence of penalties on
excess holdings then, because of future uncertainties, banks
may well hold base assets in excess of their requirement.
Thus, a change in the demand for base money could signal a
change in banks' precautionary holdings of excess base money
or relative yields - but not in expectation of their future
deposit liabilities. Secondly severe penalties for
inadequate holdings of base money may cause
disintermediation, A bank might respond to an under-
prediction of their deposit level by ensuring that business
over and above this level (for which they had previously
aquired base assets) was done through channels which were
outside the mandatory requirements, such as the Euro-sterling
markets,

It is largely due to their respective technical problems that
neither current lead accounting has been adopted in the U.K.
Nevertheless it has been shown that the possible
disadvantages of lagged accounting for reserve requirements
may warrant future research into an accounting system which
could overcome such technical problems,
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NOTES TO APPENDIX 1

See 'Annual Monetary Review', 17 February 1981, Vol.3,
City University, London.

Goodhart was a former chief monetary economist at the
Bank of England.

Since 1854, Northern Ireland and Scotland have been
authorised to issue their own notes in excess of the
fiduciary issue, provided the excess issues are backed
by holdings of Bank of England notes, Such excess
issues are not therefore liabilities of the Bank of
England and are not included in the monetary base.

Strictly speaking coin is not a liability of the Bank
of England as it is issued by the Royal Mint, a
government trading fund. 1In circulation, however,
notes and coin are interchangeable and in fact coin is
only a small fraction of the total.

Special deposits and supplementary special deposits are
however liabilities of the Bank of England to money
creating institutions. A compromise has been therefore
adopted by the IMF by making an offsetting adjustment
to the base every time the rate of call changes.

See for example, Journal of Money, Credit and Banking:-

a) May 1976, 'Lagged reserve accounting and the money
supply mechanisnm',

b) May 1976, 'Contemperaneous v. Lagged reserve
accounting’',

¢) November 1977, 'Money supply control and lagged
reserve accounting’.

d) August 1979, 'Reserve requirements - are they
lagged in the wrong direction?!
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APPERDIX TWO
CITIBANK DEBT EARN BACK TEST

B.1. ASSUMPTIONS

A hypothetical example is considered using a 100 million, 25
year debt issue:-

a) after-tax return on assets is 0.60 percent, net of
operating expenses, bad debts and the interest cost
associated with the new debt issue;

b) the debt/capital leverage ratio is 16,67. This
determines the level of new assets that can be.
supported by the debt;

c) the assets/equity ratio is also assumed to be 16.67.
This determines the amount of new assets that can be
supported by the retained earnings generated;

\

d) time required to reach the maximum leverage factor is
assumed to be immediate, implying that either the
institution can acquire the new assets and the
additional funding immediately, or, that the assets
have already been acquired and the institution uses the
issue to restore its capital ratios;

e) the dividend payout ratio is 40 percent, and therefore
the earnings retention rate is 60 percent.

B.2. THE SIMULATION

The simulation is given by Table 27 and is explained as
follows. The assumptions state that the debt will be
leveraged 16.67 times immediately. Thus, a $100m debt issue
is leveraged by acquiring $1567m of short-term liabilities
and investing the total funds in new assets, $1667m of new
assets are therefore acquired (column 3). From assumption
(1), $1667m assets will produce $10m in earnings (column 6),
of which 60 percent or $6m are retained.

In Year 2, the debt has already been leveraged 16.67 times,
but the $6m retained earnings from year 1 is added to the
equity base and may now be leveraged. This produces another
$100m in assets (16.67 x $6m)., Total assets now of $1767m
will give an after-tax return of $11m from which $7m will be
retained. The cummulative contribution to retained earnings
from both years' earnings is then $13m (column 9).

By the twelth year the contribution to retained earnings will
have reached $101m at which point Citibank claim the debt
Wwill have 'earned itself back'. Over its entire life, this
debt will contribute $331m to retained earnings. though only
the original principal of $100m is considered capital.

Therefore if the premise that capital debt is an equity
supplement is accepted, then if that debt generates
sufficient earnings to replace itself over its life, it
should be included within the capital base when assessing
capital adequacy.



TABLE 27:

DEBT EARN RACK TEST ON A $100 MILLION 25 YEAR DEBT ISSUE ($M)
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i |
i ! Assets Suppovted by Retained Earnings:~
{ i o
: Bazianing 5 Debt Debt Retained Total i o Annuzal Cumulative
Year i Outstanding 'Earnings Assets | Barmings :Dividends
(1) Po(2) (3 i (&) (5) (&) (7 (8) (9
\ B i
a |
! ) H
!
i i 100 1,667 1,667 10 4 6 6
b . | '
2 . 100 1,667 100 1,767 11 4 7 13
3 ' 100 1,567 1 206 1,873 11 4 7, - 20
4 b 100 1,667 319, . | 1,986 12 5 7 27
3 100 1,667 44 2,107 13 5 8 35
: ! :
i <t
il Po1co 1,667 1,330 2,997 18 7 11 70
12 . 100 | 1,667 |1,507 3,176 | 1S , 8 11 101!
13 P 100 1,667 1,698 3,265 20 8 12 113
s i |
| |
20 100 | 1,667 13,394 | 5,061 20 12 18 222
|
24 L 1c0 1,667 | &,723 6,390 38 15 23 306
25 I 100 1,667 | 5,106 | 6,771 41 16 {25 3312
: , .
. i i H

SOURCE: Howerd & Hoffman Citibank 1980 Exhibit 8
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APPENDIX THREE

EFFECT ON CAPITAL RATIOS OF INFLATION/SIMULATION MODEL

C.]I

a)

b)

¢)

d)

e)

£)

C.2.

ASSUMPTIONS

A highly simplified bank is considered where its assets
are assumed to be homogeneous and to earn the same rate
of return,

The bank initially operates with a capital ratio of 5

percent given: &m
Capital and reserves 5
Deposits 95
Total 100

The interest margin between the rate paid on deposits
and the return received on assets is 4 percent., This
margin is related to total assets.

Fees and commissions are ignored.

The gross surplus or profit before tax is 1 percent of
total assets.

Corporation tax is 50 percent, as is the dividend
payout ratio.

THE SIMULATION

The initial assumptions are summarised in Column A of Table

28

below,

Table 28 Simulations of the effects of growth in deposits on

bank profitability and capital ratios (£m)

A B C D
Gross earnings margin 4,0 4.8 6.0 4.80
Operating costs 3.0 3.6 3.6 3.30
Profits before tax 1.0 1.2 2.4 1.50
Tax 0.5 0.6 1.2 0.75
Profits after tax (net surplus) 0.5 0.6 1.2 0.75
Dividends 0.25 0.3 0.3 0.3
Retained Earnings 0.25 0.3 0.9 0.45
Capital ratios (%) . 5.0 4.4 4,9 4.5
Dividend yield (%) 5.0 5.7 5.1 5.5
Source: J.R.3. Revell, Costs and Margins in Banking - An

International Survey, Table 7.2, page 89.



In the first simulation it was assumed that deposits had
increased by £20 million to £115 million, a purely
inflaticnary growth where prices rise by the same proportion.
This is summarised in Column B. Because all other
assumptions remained unchanged, all the figures in B are
120/100 times the equivalent figure in Column A, Thus, to
maintain a 5 percent capital ratio, the bank needs to add £1
million to its capital from retained earnings - yet the bank
is unable to add more than £0.3 million at this level of
earnings after covering operating costs, taxation and
dividends,

The bank cannot therefore continue to operate with a gross
earnings margin of 4 percent with inflation at 20 percent
unless the supervisory authorities and the market are .
prepared to see its capital ratio dropping sharply.

Column C of Table shows the effect of raising the gross
earnings margin to £6 million, with the same £20 million
increase in deposits as in the first simulation. The
possibility for a real growth in deposits is allowed for in
Column D by assuming that the general price level rises by a
little over 10 percent but that deposits rise by £20 million
again, The table shows the c¢clear difference between
inflationary growth of deposits and real growth in the
effects on the operating account and capital ratios.



APPENDIX FOUR
EXTERNAL FINANCING OF MAJOR LONDON CLEARING BANKS

D.1. NON-DEBTSCAPITAL FINANCE OF MAJOR LONDON CLEARING BANKS
1969-1981

1. Barclays Bank
None. but effectively raised £85 million by acquiring
Investment Trust Corporation for shares and then
selling it to the General Post Office Pension Fund in
July 1978,

2. Lloyds Bank
£76 million rights issue. February 1976,

3. Midland Bank
a) £53 million rights issue March 1975.
b) £99 million rights issue February 1978.

¢) £51 million raised through disposal of interest in
Bland Payne Sedgewick Forbes, February 1979.

d) £45 million raised through disposal of interest in
Standard Chartered Bank, October 1979.

e) £38 million raised through disposal of interests
in Bland Payne Sedgewick Forbes and Standard
Chartered Bank, January 1980,
4, National Westminster
£67 million issued, July 1976,

SOURCE: Grievson, Grant & Co,, The English Clearing Banks =
Results, Risks and Prospects, May 1980.



APPENDIX CONY,

D.2, LOAN CAPITAL OF MAJOR LONDON CLEARING BANKS 1970-81

1. BARCLAYS BANK GROUP

a. BARCLAYS BANK PLC £n
pre 1969 817 Unsecured Loan Stock 1986-1993 £59m 59.C

b. BARCLAYS BANK INTERNATIONAL LTD. £m
pre 1969 7% Unsecured Capital Loan Stock 1986-1991 10.1
1972 81% Unsecured Capital Bond 1986 (US$21m) 9.4

1975 97 Unsecured Capital Notes 1982 (US$47.4m) 21.3

1976 94Z Unsecured Capital Bonds 1985 (US$50m) 22.5

1976 947 Unsecured Capital Bonds 1987 (US$25m) 11.3

74.6

c. BARCLAYS AMERICAN CAPITAL CORPORATION

1981 143%% Guaranteed Capital Notes 1991 (US$100m) ‘ 52.2
d. BARCLAYS OVERSEAS INVESTMENT COMPANY

1977 81% Unsecured Guaranteed Bonds 1992 (US$89.7m) ' 40.4

1978 417 Unsecured Notes 1988 ( Sw Fr 60m) 16.9

1979 63% Unsecured Bearer Bonds 1979-1989 (DM 100m) 26.0

1979 Guaranteed Floating Rate Notes 1990 (US$100m) 45

2. LLOYDS BANK GROUP
Year of Issue
a. LLOYDS BANK PLC

1973 717 Convertible Subordinated Unsecured Loan Stock 1984 53.4
1974 97 Subordinated Notes 1980-1989 (US$20m) 9.0
197497 Subordinated Loans 1981-1984 (US$75m) 33.7

96.1

b. LLOYDS EUROFINANCE IUV

1975 Guaranteed Floating Rate Notes 1983 (min.7i{%) (US$75m) 34.1
1980 Guaranteed Floating Rate Notes 1990 (min.8%) (£ or US$payable) 50.0
1980 Guaranteed Floating Rate Notes 1992 (min.5}%) (US$100m) 41.8

125.9

c. LLOYDS FIRST WESTERN CORPORATION
1974 8{7% Promisory Notes 1982-1994 (guaranteed and subordinated)
(US$40m) 18.0

d. LLOYDS BANK CALIFORNTA
1974 417 Capital Notes 1975-1989 (Subordinated) (US$8.4m) 3.8

e. LLOYDS AND SCOITISH PLC

1981 Debentures payable in more than five yvears (controlling interest
in Lloyds and Scottish, acquired 1981) 6.5
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3. MIDLAND BANK GROUP

a. MIDLAND BANK PLC
1972 71% Convertible Subordinated Unsecured Loan Stock 1983-1993
1972 1037 Subordinated Unsecured Loan Stock 1993-1998
1975 Floating Rate Capital Notes1982 (US$50m)
1976 Floating Rate Capital Notes 1983 (US$50m)

b. MIDLAND GROUP SUBSIDIARIES
1974 9,97 Secured Loan due 1997
1976 83% Guaranteed Bonds 1986 (US$70m)
1977 Guaranteed Floating Rate Notes 1987 (US$50m)
1977 837 Cuaranteed Bonds 1992 (US$75m)
1978 Guaranteed Floating Rate Notes 1993 (US$125m)
1979 Guaranteed Floating Rate Notes 1989 (US$125m)
1980 Guaranteed Floating Rate Notes 1992 (US$150m)
1980 8.7 CGuaranteed Bonds 1980-1990 {DM180m)
1981 4.6% Capital Notes 1989 (US$8.9m)
1981 Guaranteed Floating Rate Notes 1991 (US$150m)
1981 Guaranteed Floating Rate Notes 1994 (US$75m)
1981 5%7% Comvertible Subordinated Debentures 1996 (US$4.3m)
1981 Other Long Term Borrowings

4, NATIONAL WESTMINSTER BANK GROUP

a. NATIONAL WESTMINSTER BANK LTD.
1970 9% Subordinated Unsecured Loan Stock 1993
1970 817 Subordinated Unsecured Loan Stock 1980(?)
v 1973 87.Bearer Bonds, Subordinated, 1979-1988 (DM 90m)
1976 9% Subordinated Capital Bonds 1980-1986 (US$50m)
1978 97 "B" Capital Bonds 1983-1986 (US$75m)
1978 Floating Rate Capital Notes, Subordinated 1982-1990 (min.5i%)
(US$150m)
1979 Floating Rate Capital Notes Subordinated, 1983-1994 (min.5t%)
(US$100m)
1979 337 Subordinated Loan 1987 ( Sw Fr 25m)

1979 311 % Subordinated Loan 1987 ( Sw Fr 25m)
16

b. SUBSIDIARIES
1977 Floating Rate Capital Notes, Subordinated, 1981-1984
(min.6%) (US$120m)
1979 US$ Floating Rate Capital Notes 1980
Various 31-61% Debentures Repayable in More Than Five Years

SOURCE: (1) Reports and Annual Accounts

(2) N.S.-Cdulbeck, Funds Management in UK Clearing Banks 1970-1980,
Unpublished paper, 1982, Table 22.
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AUTERDTIY TIvE
FEDERAL RLESFHRVE BOARD OF NUW YORK CAVITAL ADEQUACY FORMULA

B, ). THE FORMULA

Ascets Amownt Margin Capiial
Requirvenent.

hiskless Assets

Cash

Accruvals and Prepaid

. R.B. Stock

Treas. Bills, C., of Y. and U.5,
bonds due within 5 yeuars.

Savings & Depositary Bonds
C.C.C. ~ Cert. of iInt, 0%

Minimum Risk Assets

U.S5. Govt. - All over 5 yoars.
Other Sees. ~ 5 yearvs {(Grouvp 1)
FJi.A. & 507 V/A mugps.

Secured by U.S. Govts,

Secured by Life Ins.

Secured by Dassbooks

Drolers & Comi. paper

T AL Tivle T

Neg. "V'" Loans (Gtd. Pertion)
R.¥.0. Part. Loans (Gtd. Portion)
Short Term Loans to Mun,

W
»

Norinal Rishk Acocels

Balauce of Sccurities
(invest. pgrade)

Other Loans
{except classified)
Other Assets ' : 127

Sukstandard Assels .
(Tnelude Group II Securities) . e 207
Vortowt Assets

Doubrful

Real Estate

Stocks

Defaults e 50%

Fized Acoate

Lous

Bonking House

Banking llouse Incons x 5

TFurniture & I'ixtures B 3 ¢/

Croas Annetls

Vil o Res.

Mot Anantg



E.2. DEFINITIONS

The risk asset categories were defined as follows:

aj

b)

c)

d)

e)

£)

Riskless Assets -~ were a banks! required reserves and

highly liquid assets, specifically covering:-

(i) cash, accruals and prepaid, treasury bills and US
government securities maturing within five years,
and

(ii) bankers' acceptances and Federal Reserve Banks!
Stock, which were of comparable quality and short
term maturity.

Minimum Risk Assets - loans and investments that have .
less than normal credit risk or those that may be
readily pledged or sold.

Normal Risk v. Portfolio Assets - assets with normal or
usual banking risks.

Substandard Assets - assets with a greater than normal
banking risk as a result of the financial condition or
unfavourable record of the obliger, insufficiency of
security or other factors. This category recognises
that some aspects of banking business will involve a
greater banking risk but that such assets do not
necessarily contain an element of loss.

Workout Assets - to realise will require costly actions
with a high degree of uncertainty. They are unlikely
to be repaid without bank intervention and the bank 1is
unlikely to be repaid in full.

Fixed and Loss Assets - defined to include bank
premises, furniture and fixtures because they are not
considered bank investments in a true sense. These
assets therefore require the full 100 percent capital
cover.

SOURCE: Revell, J.R.S., Solvency and Regulation of Banks,

1975, p.31.



F.l.

APPERDIX SIX
FOIM FOR ANALYSIRG BANK CAPITAL
1955 FORM FOR ANALYSING BANK CAPITAL

{Dollar Anounts ia Thousauds)

AMOUNT CAPITAL REQUIREMENT LIQUILITY CALCULAT1ON
QUTSTANDING Fercent Aount
(1) PRIMARY AND SECONDALY RESERVE 47% of Demand Deposits ipc $ _
Cash Asscls § o7 367 of Time Deposits ipe
Gross Tortion of CCC or V-loans a e 1007 of Deposits of Banks :
Coing, Pap~r,link Accept.&Buks' Lus o 100% eof Other Deposits _
U.5. Govt. Sccs: 0.57% % 1007 of Borrowings .
Bills —— Allow.for spec. factors,if
Cevtificates,etc. (to 1 year} o info. availeble (+ or -} -
Othier (1-5 yrs,}(Incl. Treas.
Inv. Series A & B) h. Total Provision for -
Otlier Secs. Inv. Rings 182 orv - . 4,07 _ Liquidity e
Fquiv, {to 3 yrs.) _ .
TOTAL:  §_ temeee|Be Liguidity available from
Yriv, and Secowlary Res.
(2) MINIMUPM RISK ASSETS ("amt.outstanding” Jess
U.§. Govt. Sces. (5-10 yecars) . ,cap. required theveor) -
inv.Portion VUA Rep.&Modr’n lLoaus
Loans on Passlh'ks,U.5. Secs, or . €. Liquidity to be provided
CSV Life Ins. . from assels in Groups 2,
horet=term Principal Loans T 3 or 4(zero if B eguals
TOTAL: ¥ 47 or exceeds A,otherwise 4
) ) Hiipraet e e T ———— 1'35ﬁ B) —
'3) IKTEDRMRLIATE ASSLTS ’
G.5. Covt. Sec. (Over 10 vears) b, Liguidity available from
FI and VA Loans ’ T Min.Risk Assets(90% of
TOTAL: & i ez "amt.outstanding” in line
—_—=o—=xr= 2) e
4) FORTTOLIO ASSLTS(Gross. Uf_il(".s.) E. Liquidity to be ]»rc.vidcd
Investments{nol listed elscvhere) _ _ frow assets in Sroups 3 or
Loaus (rot Yisted elsewhere) - 4(zero 3L D equals cr exc-
ToTaL:  §____ 107 ~ ceds C,otherwise € less D} e
"piug 155 of st £100,000 of portfolio, 107 F. Liguidity available from
of wmext $100,{00 und 57 of nexl $332,0600, Tutermediote Assets(35% of
' "aor.outstanding”in liney_ o
5) VLD, CLASSYYED § OWWER ASSETS 6. Liquidity to be provided
1;;_};“_‘:‘ sYure. &Fixt,Othar Real from FPortfolio Assets{zero
retate .. —— if T equals or excceds K,
Stochs & D(-Ia.".'.‘“ “ W — 100% — otherw?.se E less T)
Assety Clasniiziod as "Loss . wE %k W —— e ———
Asscee Classified as "Doubtiut" . 50% —
Asscts Classified as "Substandard® 204 dxtro Capital Required ou Any Asscis in
Accruals,Fed. Res. bk, Steck, Prep. Groups 2-4 Used for Liguidity
Lxpen, 0%
TOTAL ASSLTS: §___ 6.5% of line C o
i 4,0% of line E
0) ALLOWANCE TOL TRUSIY DERT. (Amt,equal to 3007 of annwal gross -
earnings of Department) 9.53% of line G
7Y EXIRA CAP. REQD. IF ANS ASSETS IN GROUTS 2--4 USED FOR
LIQUIEITY (zevo i1 line € in Licbidity Caoloulation s
wero, orhervise Tozal in }iwe k) i1, Total Extra Cap. Req. s,
§) ALLE,FUR STEC.OR ALBLT.VACTORS, IF SHIO.AVAILABLE(+ or =) - S T
(e nutes on yoverss vide} ———_
9) TOTAL CAPLTAL REQUINEHENT (1 thru, %) LR
0) ACTUAL CAT. EYCV (Sui of Can,Stock,Surplus,Undiv.Profits,Res.dor Costing.,Loan Valuation Res.,
Het voapplicd Sec.Veluation kes.,Unatlocated Charge-offs, and any compavable -
itees) (Fxelude !Jc,‘;:‘cu‘.intion and Amortizarion Reserves) $,._._____.__.,....-
ML Lhaa requirement {10 wipus 2) — +5__ o~
Y AOUNT LY WILFCH AOEUAL L5 oL
LESS thaw requirencnt (Y winus 10} -8
2) ANUNT OF ACFUAL UAPITAL,ETC. TO KEQGITLMENT (10 divided by $) Z
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F,2, NOIES REGARDING FORI FOR ARALYSING BAHK CAT'LTAL (1950)

A thoreugh appraisal of the capital needs of a particular bank wust take duve account of all
relevant factors affecting the bauk, These include the eharncteristics of its assets, jts
liabilities, its trust or other corporate responsibilities, aud jrs manapement - as well as

the bistory and prospects of the bank, its customers and its community. The complexity of

the prnb]om reguives a considerable exercise of judgement. The groupings and percentages
supgvstLd in the Form Fer Analysing Hank Capltal can necessarily be no more than aids Lo the
excrcise of judgewent. '

The requirements indicated by the various items on the form are essentially "norms™ and can
provide no morc than an initial presumption as te the actual capital required by a particular
bank. These "nmorms™ arc entitled to considerable wuight, but various upward or downward ndjust-
ments in reyuirements may be appropriate for a particular bank if special er wnusual cireumstances
are in fact present in the specific sitwvation. Such adjustments could be made individually as the
requirements are entered for cach group of assetsy but it usually is preferahle, pavticularly for
future reference, to combine them and enter them a3 a single adjustment vader Item 8, indicating
on the Analysis Form or awattached page the specific basis for cach adjustment,

The requirements suggested in the Analysis Form assume that Lhe bank has adequate safeguavds and
insurance coverage against fire, defalcation, burglary, cte, Lack of such safcpuards or covecape
would place upon the bank's eapital risks which it should not be called upon to bear,

ITEM (4) — PORTFOLIO ASSETS

Concentration or Diversifiecation - The extra requirerent of 157 of the first $100,000 of portfolln
10% of the nezr $100,000, and 5% of the next $300,000, as specified in icem 4, is a rough approxi-
mation of the concentration of risk (lack of diversification) which is likely in a smaller peovtiolio,
and which is usually reflected in the somewhal larger proportion of capital shown by most banks with
smaller portiolios, ‘This requirement is applied te all bauks, but is naturally a larper portiom of
the total capital requircuents of bawks with smaller pertfelios. Nowever, a particular portfolic,
whatewver its size, may in fact have cither more or less concentration of risk than other porticlios
of simijar size, Xf there is in fact substanrially greater or lesser concentraticun of risk in Lhe
portfolio assets of the particular bank - a8 for example dependunce upon a smaller or lavper nusber
of cvconomic activities ~ it would be appropriate te increase or decrease requicements corresporlingly.

s Avrnpt(d By Bank - Vhen dralts Liave been accepted by the hdnn, ordinarily the customers'
ity Lo the bank ghould be Lreated as Pertlolio Assels if the acceptances are oulstavnding, or
the acceptances thewselves should be so treated if held by the bank,

ITEN (53) - FIXED, CLASSIFLLD, AND OTHER ARSEIS
Renkal PIOL_ ies = Bank premises, furniture and fixtures, ond other real) estate are assigned a

Joo% Yequivewenl as a first approximation, since these assets usnally are not availalble to pay
depositors mless the hank goes into ligquidatien, and even then they usually can be furned iwte

cash only at substantial sacrifice, However, sume properties which brieg in independent income,
such as bonk premises largely rented to others, mry be more readily convertible into gash b} welling
or borrowing on then, and iuw such situations it may be appropriate to reduce the 1007 reguiremnut

by an.amount equal to an ascemed "sacrifice'” value, such 2s, say, two or three times the pross
anmual independenl income,

Stocks - In the case of stocks, their wide fluctualions in price supgest a 1007 roguiremeant as o
first approximation, liowever, in some cases it may be appropriate to reduce the 100Y requirement
apainst a stock by an amount cqual te an assumed “sacrifice" value, such as the Jowest market value
reached by the stock in, say, the preceding 36 or 68 months.

dedcn Assels — In some cascs assels may be carried at book values which appear Lo be belew rheir
actial value, and m1y thus appear to proevide Lidden streesth, Hewever, any allovance for such a
situation should be made with greal caution, and only after toking full account of possiblc declines
in values and the great difficulty of liguidating assers in distress circumstances,

ITEN (G) = ALLOWARCE FOR TRUST DLPARTMFNE

| Seeuritivs = The regunirement for Che trust department shosld in ne eveal be less than
ntoel an curilicos dupouxtvd with the State anthorities for the proicelion ol private
ur court trusts, siace sweh gecuritive are not dVdJldth in cadinary cirvcwmstances o prolect
Lhe bank's depositers.
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LIQUIDNYTY CALCULATION

Perceutages of Deposjls ~ Flie provision for 477 liquidity Jer demand deposits of individuals,
partaerships and corporations actually represenks 30-1/3% veseible shrinkape in deposits, plus
207 of the remaining 66-2/37. 364 of Liwme depesits 1.p.c, represents 207 shrinkape, plus 707

of the remaining 80%, 1u botl instances, the provision for 2070 liquidity for remaining deposits
is to help the bank continue as a poing concern even alter sufferivg subslantial depesit
shrinkage.

Among possible special factors Lo be considered in conmeclion with the ligquidity caleulation

would be concenlration or diversification of risk ameng deposits, This wmight be duc to such

things ns dependence wpon a smaller or larger number of ceenamic activities, or preponderence
of large or small deposies - large deposits usually beiug wore velatile.

Liquidity Available from Asscls — Liquidily available from primary and sccowdary reserves is
assumed Lo equal (e amount oi those assets less only Lhe vegular capital required theveon,
since the regular capital specilied for these assets assumes forced liquidation, Howaver, tLhe
regular capital spesificd for other assets {i.c. those in Groups 2-4) is only a portion {approx-
imately 40%) of that required for forced liguidation, Therefore, in delerwining the liquidity
available frem such other assets, the amount of such other nssets must be reduced by nore than
the regular spacified capital, '

Extra Capital Reguired - This extra capital is to cover possible lenses in forced liquidatiou

of assers other than primary amd secondary resevves in case they had to be uscd to provide
liquiditv., The 4% indicated for Line E amounts Lo an automstic addition to the 6,5% that has
alrcady been applied to Line €, and results in a total extra requivewent of 10,57 of the liquidity
to be provided frem Tutermediate Asscts. Similarly, the total extra requirement on the liquidity
to be provided Lyom Portfolio Assets is 20%. If the game amounts of extra capital were stated as
percentages of the assckbs tn be liquidated rather than of Lhe liquidity te be provided, the
percentages would be smaller, namely, 67 of Minimum Risk Asscots, 9Z of Intermediate Asscts, and
15% of Portfolio Asscls,
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Fode 1972 ronm rolt ANALYBING BANR CAYITN,

EYQIDITY CALOCLATION

Amount Poy
outstamding Cont Calvvlatiom
Demand depos - s —
Savings dep —— 25 .
Time deposits  I0Cumder $100,000 e a -
Tipe deposits, PPe, STod 000 and over S0 ————— .
Depunits of hanks e KO —_
Guher deposicn — B0 —
TOTAL Drposirs T "
Bar rowings 100
T i —— e [
Other 1iabilities {a} 100
Spen i [Aciorg:
pecial factors — 100

TOTAL LIQUIDITY CAICULATIN (b}

()

(h}

(e}

(d)

MENORAREA

"Other MHabilities™ & Leanst Consumer
insralment” are shown net efy

TadeTs PesSerVOS seannsrnrsens .
Encoie collected but

T R :

YLLQUIDYTY AVATLATLY TRON ASSETS™ is to
be apprepared only wotil it cqunals
EOTAL LAQUIDITY CA! CULATION"

e

th Assets™ are shown ver of!
Requited resetvessonvevevenas

"TavAlL ASSETSY are shown net of assets
classificd as?
Dovbtfuliiierssnsnarsnarinnes -

LOSSeasnssrsananasrsansonnnne

Avount Capital Caleulazien Capital Colcwlation  Liguidity Availabie
Outgtanding Crediv Risk Market Risk From Assets )
Percent Amount  Pereent Amount  Amount Agpregate

(1) PRIMARY RESFRVLE
Cash assets (c) o_ [\ 0 o]

Federal funds sold 0. )] [i] [
(1) TOTAL [ o

{2) SECONDARY RESERVE

Coamercial paper & bankers

ReCeprances __l___ 1

Securities maturivg under 1 yr:

Uu.s, Treasury o 0 *

Government Apencies o 0 *

State,county & municipal 0 —vT v

Other Group 1 0 —_—— T T
(2} TOTAL : —__ T S— —_—

{3) MINIMUM RISK ASSLTS -

Securities maturing 1-3 yrs:

U.5. Treasury ! 0 0 #

Governmenl Agencies 0 3] ®

State,county & municipal 2 *

Cther Group 1 2 g
(3} TOTAL

(4) IRTERGDIAMT. ASSFTS = —

Secuyirvies wcturing 5-10 yrst . .
U.5, lreasury -0 0 *
Government agencics 0 0 *
State,county & wanicipal 3 *
Other Greup 1 3 1%
Loans espezially seiured or
gueranteed 3 15
(4) TO.J.AL H——rr e " __] = S L —— 8 a
(5) PORTFOLIC ASSETIS -
Securities maturing over 10 yiss
U.S. Treasury 0 0 ®
Government zgencies o 1 [4] * _
State,county & cunicipal N =S *
Cther Group 1 5 25 .
Loans: Peal estate — 5 25
Consumer instalient {ay 5 25
All other . 5 5
: (5) ToraL -

(6) FIXED,CLASSIFILD & OTHER ASSETS .
Bank premisces - e e *See reverse side for securities computa-
Furniturediixlures ,other real tion whick take account of quality,yield

egiate oo and narrower matyriky ranges.
Group 2 securitivs 90

Croup 3 & 4 sccurities R 1)

bsscebs classifivd sulstandard —e 20

Atcruale & other assots — o .0

(&) TOTAL

{7) TOTAL CAPITAL CALCELATED FOR
BMARKET RISK
(6) TUTAL CAPLTAL CALCULATED JI'OR
CREDIT RISE i
(Y) TUTAL ASSELS () S —
(1) TRUST BEPARTMENT GROSS
EARNINGS P

{11) SPECTAL IACTORS

[$F3]

TOTAL CAPVIAL CALELLATION {surs of lines 7 Lhrough (1)
(13)

ADJUSTED CAPITAL SURLCTURE; & CAFITAL STMUCTURE FRDLX

(Adjusted eapital styectare divided by 1ine (2).eiiiisrresnaienestasonasneoncad

(14) ABJUSTED L4EVEY GAPITALY & UOUITY CAFLTAL (KDEX

CAdjusted rguity capiend divided by Pine (12} oo oiiciiasininersriersnncnssnseed

CAPTIAL RATIOLN

A Juated eepital ctrosture as a pereont of

tetal nusetn A belnl anuets miuwn primary roserved, 4, Treasury apd Apepey m»n'urilh-.u‘_______.”_.'{:
talal depusitn, En

Mjusted equaivy Ccapital Ay n pereent wft s
R N L RARUIFH ‘;llw;;;»1 LoMELein prinary remerven, B0, Treanary #nd hpiieey recuritiens o E;
tatal depasiyn 7
Sdjueted capital crrainare s palal sopliel areande plas .‘l.-.‘-,u.-.-: A ey E1 T s el Jasps winan anaet g

il v nod M peren it et e Cied gt faot

e o 1 i A A £+



¥oh, ROTES KMGARDLEG FOIM FOR ABARNESIRG BANL CAYTITVAL (1972)

A Lhorough .'|]1p|'.-||'::::[ uf Lhe capital peeds of a particular bank moat talie due acceount. of all 1elevant
facLors affecting tbe bmdi, Theze doclude the chvvacteristies of jts aseeis, its
trust or other corperate rospensibilities, and dts panagement = as vell gz the hictory and prospects
ol the bank, jLs custowers aud ite commnity.  The o ll-}:il_'y of the probles yequives o considerable
exeveise ol judpeent. The proupings and percentapes rupnested in the Yorm for Analysing Bank Capiral
can pecessarily be no wore than aids Lo the exercise of Judgaent,

Piabilities, its

The yequircenents indfcated by the various ifvms oo the Terw are esventially "norms" and can provide
no more than an initinl presumplion as to the actual capival raquived by a partirular baok. These
"norms'' are entiiled te considerahle weipht, but vorious vpward o downward adjustwents in reynire-
ments way Le appropriate for a pmticulay baek 30 special or v
in the spocific situation. Snch ad)
Analyeis Form,

11 efrenmstances are in fact present
tmenks may be entered woder "Special factors' indicated en the

The requivemenle supgpenlod in the Analyeis Form assume 1hat the baph lhas adequate safepuards and
insurance coverape apeinsl firve, defadeation, barglory, cte, Lacl of nuch safegriords or coverage
would plice uped the baak’s capita) risks which it chauld not be called upen to beav,

* SECORLTIES COUPUTANTONS which tale accomnt of quality, yicld and narrover maturity ranges. Tor
determining mavket 1ish tuiie the following eteps:
1. Ppislribute the bank's heldings of U.5. treasary, 0.8, Agency and State and Polirical Subdiviasjons
jin the following markets:
‘ U.5. Goverument Apenciocs States and Political
0.5, Treasury and corporations Sutdivisions
Avi. hvg, Avg,
Yeurs Cpu.l Cpn.. Cpits,
(Over Through Rate Par hook <‘ tate” Par Bioch Rate ar Loolk
T ‘ g 5 .":...,_..._.-_ 5 i =g I R
i 5 RSN F—— — —— — -
5 S e - [ [
UV | RSN PSRN RSSO NP § - Lt et e e e m e ]
3 10 !
T i PSR [PCRS, P— _-.| [ NI IO PRI, DA NP S ..I
T (RSP FVUTISPN U NI P :
:
{
—— ; — ;
Totals $ § § ¢ i
T T L AL TR H

a i TEUTE Covermment t BLates awd
! V.S, Treasury{ Agpereics and Ioiftieal ) e e s s e et e
'! Corporations Sobdivisions HICH YIELDS
} e r i rmm—en i s - n
Avi. Avp, Avp, S I3 Covev et Statres aud
Years Cur. Cur. tur., [reasury  agencica ang political
Over Through  §hkt. g bk, Het,, » corpurnl Lons suh-
Yid ™| ket ' YHLY [ Mavkel™) Yid, Y] Mavket™ division:

1 ¥ ¥

7.73 TE7 5,07

P - T - T TUEVH R
T T !___ - fn‘.!’..'i —_b.-j)'m
[N SO I e B Pt T
___________ L SRS PR [NV (RS S

e e [E Sl AL & .-

B RO

Averape coupon rale. The preferred tethad is o obrgin by computioye selfual anaual ecoupon §reomas
I | P ¥ I P i

penerated by pecurities inoa given eell and dividing such ammual cevpon incors by the par value
of the enll, o the alternabive, The average conpa vate my beodopnted o deceribod overleil.,
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‘ (Noe ner ry b ocomplete 0F overape coupen vale is hnewn). Average corrent warket yioehd
(approszimite yirld he for morket value shown) may be obtoined [row actval Loouledpe of yields
usied to obLain abeve mavket value or by selec ting o simple investment Jssue for cach ¢oll rhat
is representat of that paviiewdar celd, eog, Tor State and political subdivicions with wainritics
of fyom 1070 yoears, selecl o sevliom gprade isoue matuving in 15 years or ae close 1 15 yoears o6
is availilte, Divide (e mavhel value of the dsswe by par valoe and locate Lhe yesultanl waloe in
the Compreiwnsive Bong Valoe Yoaliles under the eoupon rate of (he junue sciecled mul trace across
Lo maturity vicld, Buber maturity yield under "Avg, Cur, YW abeves TF informition concerning
L andividunl secnrivies comprising cacle el b s wmavailable, cuter racket yield oblajued fron
a general rewicw of rates prevoiling ak or vear the Bime of pricing,

2, Price the securities iu gach rod) to yicld at the hiph yield rvate set forth in Uhe high yield
matrix. Hote! Friee as thouph cach cell was 2 gingle issue vsing averape coupon rate amd fetal
par value.  Asmeve maitsitics for each eelld follevst 1-€) vear); 1=201) yeurs); 2-53(31 vears);
5=10{1Y yeors); 10-20(05 years); 20025 years {except asewar 20 yoars [or U.8, Apeoncies)).  Hote:
If bank has 2 ecnventration of Jower quality muaicipal securiticr add about 50 bnsis pointg tn
bign yield Lor “atates and political subdivisions",

n

3, Determine the aseaat of paxivug probable markel depreciation fn cazh cell by soltyacting the
parket value obiaired froem step 2, above frow the bocok value of securities, Dinter actual figare
For maximea poteniial ow t Jogs in the spprogriate rovket risk cclmm, corbining vhere pecostany
in order Lo covlorm Lo distribution as appeacs on the [remt of the Torn,  If cowputations shoew
polential market appreciction enter zero lon market risk.

Metlind for Impeting Coupar

Par value 4 Harket value = Assencd prico

Locate assuiwel price in the Compreliensive Bond Valwation Tahles agroming 2 coupon cqual to awerage
current yield, Trace the price to the yield te watveity colunn in the tablea,  The yield to mucority
is the iep L awerage coupon rate of that particular eell,  (Note: fwing, to the ventrainte of Lhe
talile rize the yield may have to be interpelated; a more precise mselbod For oblaining the yield way
be achieved hy utilizing the mathemat load equation fov determining such yields).

Note: TF (lw abeve dlara are wunavailable and as an alternative butl lTaes desirablc sethod, the following
pereentage ganrges wy e usedd
A1) securibies oexbering wader 1 oyear, ) percenty }-5 years, # percent; 5-10 years, 15 percoenty
over 10 yeavs, 35 percent,

SOURCE: G Varjs,

a CiLibodr, 1973,
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7.5, PUIPLEMENTARY AMALYSIS 14 YORM ALC

Mie disaster valuation appreach based on the 1930%'s can be seen in the liquidity
ralculations, The percentages for demand and time deposits of individuals,
sartnerships and corperations ave determined from the worst deposit 'shrinkages'
axperienced during the 1980's. To this is added a 20% margin, supposedly to
2nable the bank te maintain itself as a going concern. 'Thus a 477% requirement
 time depesits ipc actually represents a thirty-threc and a third percent
shrinkage plus 20% of the remaining sixty-six and two thirds percent. Similarly
36% is 207 shrinkage plus 207 of &80%. '

-~

.

It: is interesting to note, however, the 100% requirement against all other. deposits,
Fhus if primary and secondary rveserves are not sufficient to cover these liquidity
requirements, then assets in successive less liquid categories will have to be used.
Again incorporating the disaster valuation approach, if such asscts are used then
they will be valued on @ forced sale basis or gone-concern,

-

Of more analytical importaence, however, is the notes accompanying the statistical
breakdowns. It notes that special factors to be considered in connection with the
liquidity calculation will be excentiation or diversification of risk among deposits.
But it also noted that the napital needs of a bank must take into account all
relevant factors affecting tho bauk, Thus whilst no guidelines were laid down

for judging the manngement, higtory and prospects of a bank, the Board of Governotvs
would ronsider tlizse Iaclore. Interestingly cnough though their conclusion was

"The complexity of the problem requires a considerable cxercise of judgment.. The
groupings and percentages serpasted in the Torwm for Analysing Bank Capital can
necessarily be no morve thac aids in the exevcise of judgment.'’

In 1972 form ABD vas revised (o take into scceunt the two 'eredit crunches' of
19606 and 1969. ‘I'lms, the disaster valuvation vwas now to be based on the experiences

of the period 1950-1971. The new features were now:=-

igstineiion betwenn credit risk and wavkei risk,

N
=

+ Cash assets to he colculated et of reserve asselis,

(9%
-

Harket rizk to be calculsted for different classes; coupons and maturitics
of warketalble zecuritics in an 18 cell matrix,

. . w . . w3 . ) » . .

4. The liquidity caleulation shous wedueed requisements agsinst ipe time and
demaud deposits under $100,000, but tiwe depostts over $100,000 have a
requirement of 80%Z because of the wlatility of Ot's,
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APPENDIX 7
THE MEASUREMENT OF CAPITAL SEPTEMBER 1980
G.1. OBJECTIVES
The two most important objectives are:

1. To ensure that the capital position of an institution
is regarded as acceptable by its depositors and other
creditors; and

2. To test the adequacy of capital in relation to the risk
of losses which may be sustained.

It was concluded that the first objective is broadly met by
relating current liabilities to capital resources - a free
resources or gearing ratio - which is to be constructed as
far as possible from elements available to the public, For
the purpose of supervision the second ocbjective is the more
important, and will be measured by a risk asset ratio. This
requires information, an important part of which is likely to
-be available only to the supervisory authority and the
institution itself.

G.2, DEFINITION OF THE CAPITAL BASE

For both ratios there is a common definition of shareholders
funds to which certain adjustments will be made.

1. Shareholders Funds

a) Share Capital.
The amount paid up (whether in full or in part) on the
issued ordinary and non-redeemable preference shares,
plus the share premium.

b) Loan Capital.

Loan c¢apital which is fully subordinated to other
creditors (including depositors), which has a minimum
initial term of five years to maturity and incorporates
no restrictive covenants: subject to a maximum of one
third of the total capital base net of outstanding
goodwill and to straight line 'amortisation' in the
last five years of life,

c) Minority Interests.
When included in accounts as a result of the
consolidation of subsiduary companies not wholly owned.

d) Reserves,
Comprise balance on profit and loss account and general
reserves, however described, including ‘'inner
reserves’'.

e) Provisions.
General bad debt provisions less any associated
deferred tax asset.



2. The Gearing Measurement

The gearing of free-resources ratio is determined by
incorporating the following deductions to shareholders'
funds:

a) Investments in subsidiaries and associated companies
and trade investments. The preferred treatment is to
consolidate the business of the subsidiary and the
parent, but where this is not done a deduction from the
parent!s capital will be made. Such investments are
likely to be used as a basis for gearing by the
affiliate, and unless some adjustment is made the
capital in the parent will therefore be geared on
twice, In addition lending to such companies which has .
the character of capital should also be deducted in
full,

b) Goodwill.
This is justified on the grounds of the uncertainty of
the value of that part of the cost of acquiring an
asset which exceeds its net value.

c) Premises.

d) Equipment and Other fixed assets,
A full deduction of these fixed assets is made on the
basis that it is imprudent to employ depositors' funds
to finance the offices from which banks operate and the
equipment used in the business,

3. The Risk Measure

Some of the deductions from the capital base made in the
gearing ratio are equally appropriate for the risk asset
ratio. Thus investments in subsiduary and associated
companies, trade investments, goodwill, and investment in
plant and equipment will be deducted as before, However, in
terms of capital risk, bank premises are no more vulnerable
to loss than other property assets. For the risk and
calculation premises will therefore not be deducted but will
be treated like other balance sheet assets.

In calculating the capital base for the purpose of the risk,
extra adjustments may be made to reflect any genuine hidden
values in the balance sheet and to any over~statement of
assets in relation to their market value.

G.3. CAPITAL RATIOS
1. The Gearing Ratio

The gearing ratio measures the adjusted capital base against
all other non-capital liabilities apart from contingent
liabilities which are incorporated within the balance sheet.
Acceptances are excluded because they are more appropriately
considered within the risk measure of capital adequacy, and
secondly because they are not always separately identified in
published balance sheets, they are inconsistent with the
objective that the gearing ratio should, so far as possible,
be capable of being calculated from published accounts.



2. The Risk Asset Ratio

The risk asset ratio establishes the proportion of the
adjusted total of risk assets represented by the capital base
as modified above. Each category of asset currently
identifiable from statistical returns is ascribed a risk
welght. These weights attempt to reflect the relative risk
of loss arising from credit or investment and forced sole
risks inherent in a particular class of asset., The adjusted
total of risk assets is calculated by multiplying each
balance sheet asset by its risk weight. Assets and their
risk weights are classified as follows:

(a) Nil weight Bank of England notes and UK coin
Other sterling notes
Balances with Bank of England
Special deposits with Bank of England
Debits in course of collection on banks
in the United Kingdom
Balances with overseas offices of the
reporting bank
Lending under special schemes for
exports and shipbuilding
Certificates of tax deposit
Items in suspense
Refinanced lending at fixed rates
Gold physically held in own vaults
Gold held elsewhere on an allocated
basis.

{(b) 0.1 weight Foreign currency notes and coin
UK and Northern Ireland Treasury bills.

(c) 0.2 weight Debit items in course of collection on
overseas banks
Market losses with listed banks,
discount markets, etc.
Market loans to UK local authorities and
publiec corporations
Balances with banks overseas with a
maximum term of up to one year
(including claims in gold)
Bills other than UK and Northern Ireland
Treasury bills
Other loans and advances to Northern
Ireland Government, UK 1local
authorities, public corporations and
other public sector _
British government stocks with up to
eighteen months to final maturity
Acceptances drawn by UK and overseas
banks and UK public sector
Claims in gold on UK banks and members
of the London Gold Market.

(d) 0.5 weight British government 'stocks with over
' eighteen months to final maturity
Northern Ireland government stocks
UK local authority and other public
sector stocks and bonds



(e)

(£)

(g)

1.0 weight

1.5 weight

2.0 weight

Acceptances drawn by other UK and
overseas residents

Guarantees and other contingent
liabilities.

Market loans with other UK residents
Other 1loans and advances, net of
specific provisions for bad debts, but
excluding connected lending

Assets leased to customers

Working capital provided for overseas
offices of the reporting bank, both in
the form of deposits and in other forms
Balances with banks overseas with a term
of one year or over {(including claims in,
gold)

Claims in gold on non-banks

Aggregate foreign currency position (as
defined in the Bank of England's paper
on 'Foreign Currency Exposure!)

Other assets e,g. silver, commodities
and other goods beneficially owned by
the reporting bank

Other quoted investments, not connected.

Connected lending (to be looked at case
by case and to exclude market-type
lending where this can be separately
identified)

Unquoted investments (subject to case-
by-case treatment)

Property (includes all land and premises
beneficially owned by the reporting
bank}.

3. Composition of gearing and risk asset ratios

(a)

(b)

(e)

(d)

{e)

Capital base

Adjustments to
capital base -
deduct

Adjusted capital
base (a-b)

Gearing ratio Risk asset ratio

Share capital

Loan capital
Minority interests
Reserves

General provisions

Investments in Investments in sub-
subsidiaries and sidiaries and
associates associates

Goodwill Goodwill

Equipment Equipment

Other fixed assets Other fixed assets

Deposits and other
non-capital
liabilities

Gearing ratio
{c:d)



Adjusted (Derived

(f)
total of from the
risk applica=-
assets tion of
the risk
weights)
(g) Risk asset ratio
(c as a percentage
of )

Source: Bank of England, 'The Measurement of Capital', Bank
of England Quarterly Bulletin, September 1980,



APPENDIX §
CAPITAL RATIOS FOR LONDON CLEARIRG BANKS 1975-1981

H.1. The following tables represent a rudimentary measure of
the gearing and risk asset ratios for the major clearing
banks. The data has been taken from publicly available
information. In this respect the study is limited but serves
a useful exercise by illustrating the basic trends and key
components of the ratios.

The information disclosed by the banks is not consistent. but
an attempt has been made to structure the data in a
comparable fashion., The following assumptions have been,
made:

1. Deferred taxation has been left out of the computations
of the capital base. The uncertainty and differing
treatments of deferred taxation make this omission
necessary. It is of course appreciated that where
substantial sums accrue to reserves instead of the
degerred tax account then this will improve the capital
ratios,

2. The figures for general provisions until public
disclosure in 1978 are calculated as one percent of
market loans to other UK residents.

3. Certificates of Deposit and inter-bank placings over 30
days are grouped ftogether. Lloyds Bank do not,
however, disclose these figures.

b, The disclosure of foreign currency 1liabilities 1is
generally limited. Where disclosed they would
significantly increase the value of risk assets.

5. The distinctions between acceptances, engagements and
guarantees are not always clear. Where this
distinction is not made, the figure for acceptances and
engagements are taken to include contingent liabilities
in respect of guarantees as well.

6. Securities guaranteed by the British government were
given a risk weighting of 0.3, as the relevant maturity
schedules are not publicly available.

T All the information was taken from the publlshed annual
reports and accounts.



BARCLAYS BANK GRQOUP

H.2.

! A it B i1 ¢C It D W E il F TG il H i
1] BARCLAYS BANK GROUP  1975-1981
D e e e o e e e e e e e e e e e
3ICAPITAL BASE FOR GEARING RATIO (f£m)
4 YEAR
511ITEM 1975 1976 1977 1978 1979 1980 - 1981
e e e e e e e e e e e e e e o e e e e e e —
{Share Cap 201 202 203 232 233 282 284
8!Pref Cap 0 0 0 0 0 0 0
9/Ret Prof 41 60 100 199 305 296 275
10!Res Rev 21 74 77 77 148 150 156
11|0ther” Res™ 497 535 625 780 995 1231 1514
12iShare Prem 12 13 1y 70 T4 33 38
13iTotal Res 571 683 816 1126 1523 1710 1983
14]5555555555555555555S5555555S55555555555555555555555555585555555555555555555S5555555555558
1513/H Funds : 773 884 1019 1358 1756 1992 2267
16!55555555S5555555555555555555555555555555555555555555555555555555S55555555855555555S555885
171Gen Prov 106 127 149 111 145 177 202
181Min Int 59 66 70 68 86 102 132
19{Loan Cap 122 178 240 227 262 323 432
20/35555555555555555S5555555555555555S5555555555555555555S55555555555555555S55S555555555S585
211Total Cap Base 1059 1255 1478 1764 2249 2593 3033
22|5555555555555555585553S555S555555555S55555535555555555S555S5S555555855555855555S5555588558
23|Less;
24{Trade Inv 29 34 36 28 35 35 39
251Inv Ass Cos 85 114 129 159 168 190 229
26|Prem & Equip 428 529 565 594 713 795 924
= U U - - -
281Adj Cap Base 517 579 748 983 1332 1574 1842
29!:::::::::::::::::::::::::::::::::::::::::::'—':====="—'==::::::.‘:'—':::::::::::::::::::::::::::
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BARCLAYS BANK GROUP

' A 11 B I !l D it E |} F 't G it B |
37 IGEARING RATIO
38 Essssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssss

391 YEAR

40| ITEM 1975 1976 1977 1978 1979 1980 1981
41)55555555555555555555555555555555555558555555555555555555555585585555S5555855S55555588888
42!Deposits 14494 17254 19348 20841 26300 31980 42834
43{Non-Cap Liabs 877 909 1400 1390 1928 2700 3087
e e e
451 Total N-C Liabs 15370 18163 20748 22231 28228 34680 45921
46 1Adj Cap Base 517 579 748 983 1332 1574 1842
47l cmmm e e e e e e e e o e e e e e e e i e
48iGearing Ratio (%) 3 3 4 4 5 5 y
qg::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::=============:=====
501

511

521 RISK ASSET RATIO

53 1CAPITAL BASE

B SEE S ESSSS S80S S8 eSS S a8 0S8 8 S8 S8 5885588885585 85585585588555558855885835855585858555858588888
55 1ITEM ~ YEAR

56| 1975 1976 1977 1978 1979 1980 1981
S —— — S —

58 |Tot Cap Base 1059 1255 1478 1764 2249 2593 3033
59{Less:

60| Trade Inv 29 3k 36 28 35 35 39
61}Inv in Ass Cos 85 114 129 159 168 190 - 229
62|Equip & FAs 61 67 64 68 107 143 175
3 T S S T ——— —— ——— -
64]RA Adj Cap Base 884 1041 1249 1509 1938 2226 2591

65l:::::::::::::::::::::::::::::::::::::::::::::::::::===:::::=========::::::::::::::::::::
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BARCLAYS BANK GRQUP

1976

553
2080
307

393
1978

12717

193

26
454

34
114
280
42

YEAR
1977

312
2529
346
N/A
502
2018

N/A

14857
193
N/A
N/A&

21
601

36
129
292
501

N/A

13504

304
N/A
N/A

19
721

28
159
208
526

N/L

15364
867
N/A
N/&

26
836

35
168
242
606

i 6 I B |
1980 1981
259 386
4326 4895
481 782
5510 6704
822 727
4089 5504
N/A N/A
18662 26807
1408 2054
N/A N/A
N/A N/A
22 32
906 - 790
35 .39
190 - 229
174 224
652 749

g2 [555855555555555855S5555S555555535558S 5555555555855 85555S3S553S58555555585555555558555588

! A il B H
68 |RISK ASSETS
69| Risk Weight :
701& ITEM 1975
72(0.1 Treas Bills 567
7310.2 Call money/short noti 1624
T4 Bills other T Bills 545
751 CDs{Bank placings >30 days N/A
7610.3 HMG Stocks 483
7710.5 Acc/Engagements 1490
781 Fgn Currs N/A N/A
791 Guarantees See E/Accepts
8011,0 Mkt loans to other UK 10569
Y Leased Assets 157
821 Debtors N/A N/A
831 Instal Finance N/4A N/A
841 Other quoted Inv:
851 UK 33
86 | Elsewhere 273
8711.5 Con Lending: '
881} Trade Inv 29
891 Assoe Cos 85
90 {Unquoted Inv 245
91{2.0 Property 367
93!Total Risk Assets 16465

19550

22335

24368

30222

37537 49922
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BARCLAYS BANK GROUP

i A it B ] € it D I E il F R T ¢ N O S SR
96 IWeighted Risk Assets

97 IWeighting Year

98] 1975 1976 1977 1978 1979 1980 1981
99} -= —_— —— e e e e e e e e e
100!0.1 57 55 31 30 36 26 39
10110.2 434 77 575 1178 1617 2063 24706
10210.3 145 118 151 157 130 247 218
10310.5 745 989 1009 1083 1603 2045 2752
10411.0 11031 13390 15671 14548 17092 20998 29684
10511.5 537 641 685 592 668 598 737
10612.0 734 623 ~1002 1052 1211 1304 1497
107 |5S5SSSSSSSS5555355555555555555555585555555555555555555555SS555555555555555S855558S555558
108! Total risk adj assets 13682 16594 19123 18650 22356 27281 37403
109} ==2=====c=====zz==z====-ss=cmss=c=sn==oSSESTTooSSEESSCMECSSsSS-SSZoSSTooSSSTESSSCz=oISozsssaz
1101Risk adj Cap Base 884 1041 1249 1509 1938 2226 2591
11 e e e e e e e e e e e e e e e e e o e e e
112/Risk Asset Ratio 6 6 7 8 9 8 7
113l =2sc=s=cz-szcr-ssc=mco=sco=-sSooSsSSSSSELCESCoTSSSSCCSSSSSSSSCSSSSSSESSSSSoSSooe=sSsEZooSsSssE
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LLOYDS BANK GROUP

H.3.

i A il B e C R D HH E i1 F H G P H '
11 LLOYDS  BANK GROUP 1975-1981
]
d e e e o e e o 1 e e et e e B P e e e e e B e e e e A e e A e e e £ e e e e e
31CAPITAL BASE FOR GEARING RATIO (f£m)
L YEAR
51ITEM 1975 1976 1977 1978 1979 1980 1981
e e e e e e e o 1 2t e e e e e e e e e e e A e e e e e e 2 e e e e e e
71Share Cap 130 166 166 166 168 171 178
81Pref Cap g 0 0 0 0 0 0
91Ret Prof 30 . 60 63 106 162 172 157
10iRes Rev -4 21 5 17 5 2 137
11i0ther Res §i2 437 556 745 878 1046 1224
12\Share Prem 0 38 0 1 2 3 17
131Total Res 438 555 624 868 1048 1224 1535
1U4)555555555355855555555558555555553855583555555555S555555555335555555555SS8S55S55585555558
" 1518/H Funds 568 721 730 1034 1216 1395 1713
16 !9555555555555555555555555555555555555555555558555555555855555555853555555555555555555558388
17!Gen Prov 62 78 88 4y 53 67 107
181Min Int 2 2 3 4 3 9 a1
19iLocan Cap 126 185 173 163 152 236 1352
201555555555555S555555S5555555555555855S5S555535555555555553S55555SS555555555555555558555858
21i{Total Cap Base 758 986 1053 1245 1424 1706 2253
22 ! E05 555555558855 555 8858885855558 3858085558858 8 5555555583585 585585558358555858S558588388355858558
23 Less;
241 Trade Inv 75 71 78 95 111 148 147
251Inv Ass Cos 55 58 64 81 99 134 133
26iPrem & Equip 378 432 471 509 533 581 773
0 e
281Adj Cap Base 250 425 Y 561 681 844 1200
29 } oot e il e e e e G b~ er e . et ey ipeec el e e i el et~ e & el el el e el e
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LLOYDS BANK GROUP

! A i1 B it C It b I E it F It G il H |
37 IGEARING RATIO
38 |lSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSS

391 YEAR

40} ITEM 1975 1976 1977 1978 1979 1980 1981
41)58555555555555558553855555555555555555585555855555585555855555555555S5555558555555555858
42 {Deposits 9085  10ThH6 12394 13521 16009 18118 25309
43|Non-Cap Liabs 113 135 171 42 79 118 206
Y | e e e e e e e e e e ———————— e et e e e -
45!Total N-C Liabs 9198 10881 12565 13563 16088 18236 25515
461Adj Cap Base 250 425 4 561 681 84y 1200
e ————— e e e e e e e e e e e e e e e
481Gearing Ratio (%) 3 y h 4 b 5 5
1{9=:::::::::::::::::::::============::::::::::::::::::::==:==:===:====:::::::::::::::::::::
50

51}

52} RISK ASSET RATIO

53 |CAPITAL BASE

54| 5555555553555555555558555855855555585555855585585555S58585555555555555583535538555558585558558S558858
551 ITEM YEAR

561 1975 1976 1977 1978 1979 1980 1981
Y D e L
£8|Tot Cap Base 758 986 1053 1245 1424 1706 2253
59|Less:

60| Trade Inv 75 71 78 95 1N 148 147
611Inv in Ass Cos 55 58 64 81 99 134 133
62]Equip & FAs 40 46 58 88 97 117 143
B3 | e e e e e e e e e e ——————
64!RA Adj Cap Base 587 811 853 982 1117 1309 1830
65I:::::::::::::::::::::::::::::===:::::::::================:::::::::::::::::::::::::::::::
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LLOYDS BANK GROUP

! A v B8 1t ¢ It D 1 E 1
68 RISK ASSETS
69|Risk Weight YEAR
70i& ITEM 1978 1976 1977 1978
Tlle——emee s e, —————————————— - e e e e e e e e e
7210.1 Treas Bills 105 24 63 38
7310.2 Call money/short noti 1669 1616 2186 2357
74] Bills other T Bills 160 262 206 203
751 CDs(Bank placings >30N/A N/A N/A N/A N/A
7610,3 HMG Stocks 452 519 4os 432
7710.5 Acc/Engagements 1031 1379 1382 1467
781 Fgn Currs 5387 7521 11531 16315N/4
791 Guarantees See E/Accepts
8011.0 Mkt loans to other UK 6158 7791 8784 9778
81! Leasea Assets N/A N/A 151 218
824 Debtors N/A N/A N/7A N/A R/A
83! Instal Finance N/A N/A N/A  N/A N/A
841 Other quoted Inv: ‘
851 UK 2 1 2 1
861 Elsevwhere 192 258 232 298
8711.5 Con Lending: ‘
B8 Trade Inv 75 71 78 95
891 Assoc Cos 55 58 &4 81
90} Unquoted Inv 39 51 51 54
9112.0 Property 338 386 513 421

F 1! & It H !
1979 1980 1981
2 35 1
2365 2362 3436
391 290 233
N/A N/A
282 332 500
1753 2359 3788
N/A /A
12224 14306 20308
324 584 1008
N/A N/A
N/A N/A
3 8 3
293 296 313
111 148 147
99 134 133
52 50 k1
436 16 629

G2 !SS58555555S55555585585555855555555555555555555555555855555555555555555555555555538855588
93)Total Risk Assets 15662 19936 25636 31755
91‘ I -3 S-d=d b3Sl bt et et ff ol i e e o n ) el el el el e e el e

18335 21366

30539
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LLOYDS BANK GROUP

g

| A it B I} C W b Wt E VI F T H |
96 |Weighted Risk Assets
97 iWeighting ‘ Year
g8} 1975 1976 1977 1978 1979 1980 1981
L e —— - - ————————————————— ——
10010.1 11 2 6 l.l 0 3 0
10110.2 366 376 478 512 551 530 73}
102!0.3 136 156 148 130 8s 100 150
10310.5 3209 4450 6456 8891 877 1180 1894
104}1.0 6352 8050 9169 10294 12844 15194 21631
105{1.5 253 270 - 289 34 392 4g6 481
10612.0 676 T72 825 841 872 g28 1258
107 |5555555555555SS555585555555555555535555535555S5355355555858535585585555558S855355555585588
108 1Total risk adj assets 11001 18075 17373 21015 15621 18431 26148
109}:::::::::::::::::::::=====:====::::::::::::::::::::===========:=========:==:::::::::::::
1101Risk adj Cap Base 587 811 853 982 1117 1309 1830
11— e ———————— e e e e - ——— -
1121Risk Asset Ratio 5 6 5 5 7 7 7
113 ) 2===cce-sccssmcz==scsssonmo-oosooCECESECoSSEC NSNS CoCECToSSESSICESSCoSSCECESSoDoSESSSIoSSIEI
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MIDLAND BANK GROUP

H.4,

! A it B it ¢ it b 4t E W F Il G R - G
1 MIDLAND BANK GROUP 1975=-1981
D e e e o e e e e e e e e e e B e e e e e et e e e e e e B e e e e
31CAPITAL BASE FOR GEARING RATIO (fm)
Ly YEAR
51ITEM 1975 1976 1977 1978 1979 1980 1981
d e — _— -— ——————————— ———— e e -—
71Share Cap 133 133 133 163 163 164 165
81Pref Cap 0 0 0 0 0 0 0
91Ret Prof 18 55 62 892 134 134 84
10{Res Rev 0 ‘ 5 b4 -1 123 -8 12
11{0ther Res 383 400 460 603 701 85T 1083
12'8hare Prem 31 30 30 97 g9 102 10k
131Total Res 431 koo 554 791 1057 1184 1283
14 1555555555555555555555555555S555555S5555S5555555555555555855S5555555555555555555555555S85888
1518/H Funds 563 622 687 954 1220 1349 1448
16)555555555555555S55555555555555555855558555555555555555555555558555555555S5555555555585885888
171Gen Prov 60 70 80 40 42 46 69
181Min Int 10 15 12 9 14 33 336
191Loan Cap 151 231 283 326 362 LEN 754
2055555555555 5555555585 5555555 55555555555SSS5555555555555555555555555555553555555558958588
21|Total Cap Base 786 936 1062 1329 1638 1869 2607
22]!5555555555555955555555555555555S555555553555555555555555555S555555SSS555555558555S555588
23|Less;
24| Trade Inv 12 18 19 i3 63 36 35
25|Inv Ass Cos 115 140 150 148 a7 108 122
26 {Prem & Equip 279 300 318 340 510 585 940
) { u— S ———— - e e e
28!Adj Cap Base 379 479 575 801 967 1130 1511
29;::::'—'::::'—':::::::::::::::::::::::::::::::::::::::::::::::::::::::====================:==
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MIDLAND BANK GROUP

! A M8 It c ¥ D Mt E VL F W1 6 It B O
37 |GEARING RATIO
38!555555555585555355555555555555S55555555855555555555585S555555555355355555555555855585588

391 YEAR

40 |ITEM 1975 1976 1977 1978 1979 1980 1981
41]555555985355555555555555555585555555555555555353535555555555555585535558S555535855535888
42|Deposits 9213 10441 11754 13825 18042 22906 37748
43|Non-Cap Liabs 374 515 635 435 567 615 728
14 -- e e e e e e e i e e
45iTotal N-C Liabs 9587 10956 12389 14260 18609 23521 38476
461Adj Cap Base 379 479 575 801 967 1130 1511
Y7 e A - e e e e e e e e e e e e e
48!Gearing Ratio (%) y y 5 6 5 5 4
Y9lcc=corscor=scsomszo-ssooscoooscoonEsSCCCESSSCCSSSCoESCoSSSCSSTSCSSECSSToSTSCSSISSESE=IESsES
50!

5114

52| RISK ASSET RATIO

53 )CAPITAL BASE

5l ]SS5 8 855088 S8S 5858 855888585558 585858555855 888855555558 85555855535553553535385555388558588
E51ITEM YEAR

561 1975 1976 1977 1978 1979 1980 1581
Y T et T e e e e -— -

58{Tot Cap Base 786 936 1062 1329 1638 1869 2607
K9iLess:

60)Trade Inv 12 18 19 41 63 36 35
61/Inv in Ass Cos 115 140 150 148 97 108 122
62]Equip & FAs 34 45 57 62 76 100 186
63 e e ——————————— ——————————————— - -
641RA Adj Cap Base 625 734 836 1078 1401 1625 2265
65 : 34434+ 4 tt4 - It 113 it i ittt -ttt ittt i ettt A ot f -
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MIDLAND BANK GROUP

' A 1B

N/&

6955
121
207
185

19
47
77

18
140

12
271

! W F 1! 6 Mt B
1977 1978 1979 1980 1981
431 209 277 256 203
1291 2182 3076 3483 5023
374 394 317 108 479
2y 76 198 325 347
378 530 563 866 802
2142 2339 284} 2875 4961
N/A
8003 9467 12315 15977 27597
175 304 439 572 799
262 24y 253 287 334
247 318 430 491 799
27 33 68 98 99
19 67 97 222 2814
76 86 207 158 160
19 11 63 36 35
150 148 97 108 122
11 18 28 37 597
288 285 448 509 968

03 l5385555533555855555538858 5555533555555 35555555855558835588885558S885S55855S55SS8583588858

68 |RISK ASSETS

69 |Risk Weight

70l& ITEM 1975
i D e
7210,1 Treas Bills 499
7310.2 Call money/short noti 1152
T4 Bills other T Bills 147
751 CDs(Bank placings >30 126
76{0.3 HMG Stocks 466
T710.5 Acc/Engagements 1383
784 Fgn Currs 1960N/A
791 Guarantees See E/Accepts
8011.0 Mkt loans to other UK 6041
811 Leased Assets 79
821 Debtors 174
83! Instal Finance 143
841 Other quoted Inv:

851 UK 23
86 Elsewhere 31

87 |0ther assets 69
8811.5 Con Lending:

891 Trade Inv 12
901 Lssoc Cos 115
911 Unquoted Inv 7
9212.0 Property 259

94 |Total Risk Assets 12687

12517

14347

16740

21720

26708

43608

95 I =it et il ) g = gl

2€6



MIDLAND BANK GROUP

A

97 |Weighted Risk Assets
98|Weighting

991
100! -~

10110.1
10210.2
10310.3
10410.5
10511.0
10611.5
107i2.0

109! Total risk adj assets

111{Risk adj Cap Base

112]—amv

Year
1975 1976 1977 1978 1879 1980 1981
50 28 43 21 28 26 20
285 394 418 530 718 843 1170
140 110 113 159 169 260 21
1672 926 1071 1170 1422 1438 2480
6497 7533 8762 10433 13603 17648 29912
200 254 270 310 282 272 1130
518 542 575 570 896 1018 1937
108 ISSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSS5
9356 9787 11253 13192 17118 21503 36890
110} ======z=c===tc==ztsz=z==z==cotc-oroScCEsEESESE==LonEC oSS E=EZssSTo=S-STSSSCDSRESSLTTEZSZSCEoNSE
625 734 836 1078 1401 1625 2265
7 8 7 8 8 8 6

1131Risk Asset Ratio
11# = - -t i1 i i 4+ i3 1ttt 1 -ttt -ttt 1ttt A i -
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NATIONAL WESTMINSTER BANK GROUP

H.S5.

' A ' B 1t ¢ v p W E W F it 6 MW B |

11 NAT WEST BANK GROUP 1975-1981
2 e e e e e e o e 8 e 7 e 0 e et
3|CAPITAL BASE FOR GEARING RATIO {(Em)
4] YEAR
5 |ITEM 1975 1976 1977 1978 1979 19080 1981
P
7 |Share Cap 184 222 225 228 234 235 237
BlPref Cap 1% 14 14 14 14 14 14
9{Ret Prof 38 63 81 153 289 259 277
10}Res Rev 233 181 179 168 165 164 281
11}0ther Res 391 423 497 732 815 1106 1372
12iShare Prem 0 30 31 32 36 37 39
13{Total Res 662 697 787 1085 1306 1566 1969
14!555555555555555555555555555555585555555555555555553585555555555555SS55555555555555SSS588
151S/H Funds 859 933 1026 1326 1554 1815 2220
16 |555555555555555555555555555558S555S555555555555555555555555555555555555555555555555855588
17 1Gen Prov 91 106 120 73 91 115 125
18{Min Int 14 i5 21 25 22 19 23
19{Loan Cap 134 231 163 275 323 331 654
2055555555555 5555555S55555555555555555555555555555558555555555535585555555585555555885538558
211Total Cap Base 1098 1284 1330 1699 1989 2280 3022
221355555555555555558555855555555555555555558555555555855855555535855S885555585535388888S88
23|Less;
24! Trade Inv 83 80 80 35 38 35 36
25{Inv Ass Cos 53 62 72 80 88 08 101
26 |Prem & Equip 550 554 613 673 742 785 Q87
A T — L
28}Adj Cap Base 412 589 566 913 1122 1362 1898
29 = =34ttt et St b - i 4 bt
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NATIONAL WESTMINSTER BANK GROUP

i A ‘v B ¥t ¢ D {1} E VW F 4} 6 ¥t B |
37 IGEARING RATIO
38 |s55555555555555555555555555555555555555553555553835555S555885533355559555555555955558588

39| YEAR

LO[ITEM 1975 1976 1977 1978 1979 1980 1981
4] 5555555555555 5555555S558853553S585555555558588555539555555855585555555555555555555555555588
42iDeposits 13239 15384 17603 20228 26542 31820 39709
43 |Non-Cap Liabs 413 508 376 330 506 584 698
B} e — e e e e e e e e e e e
45!Total N-C Liabs 13652 15892 17979 20558 27048 32404 L0407
461Adj Cap Base 412 589 566 913 1122 1362 1898
471~ - e e ——————————— - ———
48|Gearing Ratio (%) 3 4 3 y 4 4 5
Y9l ==zc==z=cc=ss=ccscoczsozmzrcoazzszocszoczsosssormoscooooorsSscEEESSSScE=zSSSSSIISTSSSSIoSEE
501 :

51

Y4 RISK ASSET RATIO

53 |CAPITAL BASE

541 SSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSSS
551 ITEM YEAR

561 1975 1976 1977 1978 . 1979 1980 1981
Y T T - e i e e i e
58|Tot Cap Base 1098 1284 1330 1699 1989 2280 3022
59iLess: : :
60} Trade Inv 83 80 80 35 38 35 36
611Inv in Ass Cos 53 62 72 80 88 98 10
62|Equip & Fis 61 67 64 68 107 143 175
B3 i e e e e et e e e e 1 e e e e e B e e e B B
641RA Adj Cap Base 900 1076 1115 1517 1756 2004 2710
65 IRttt - e et e e
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NATIONAL WESTMINSTER BANK GROUP

! A B

42
12042
187
62
488

29
47

80
72
27
532

E Il F ! G | !

1978 1979 1980 1981

188 185 256 155

3530 4558 5436 6112

338 391 586 621

- 361 478 639 799

668 641 647 674

1769 1910 2120 2951
N/A N/A N/A

48 37 35 28

14068 18115 22319 30112

362 661 987 1470

78 101 131 209
630 867 967N/ A

17 23 23 29

Ly 49 59 67

35 38 35 36

80 88 98 101

24 366 320 394

529 577 562 728

92 |SS5S5SS5S5555555555555555555555555555555S55555S5555555355555555555555555555555558585555858

c i
68|RISK ASSETS
691Risk Weight
7018 ITEM 1975 1976
Tl emmm e ———— —_—
7210.1 Treas Bill 129 225
7310.2 Call money/short noti 2163 2546
T4 Bills other T Bills 207 243
751 CDs{Bank placings >30 348 433
7610.3 HMG Stoeks 604 533
7710.5 Acc/Engagements 1230 1628
781 Fgn Currs N/A
791 Guarantees 37 50
8011.0 Mkt loans to other UK 9057 10615
811 Leased Assets 120 109
gz21 Debtors 4y 52
831} Instal Finance 323 411
84| Other quoted Inv:
851 UK 14 18
861 Elsewhere 19 24
8711.5 Con Lending:
881 Trade Inv 83 80
89| Assoec Cos 53 62
a0} Unquoted Inv 15 17
91}2.0 Property 483 479
g3}Total Risk Assets 14930 17523

19773

22768

29084

35220

441486

91' ' E R T R R S S oSS TS S S Co RN L N NS T o NN LS oo NS S C o RS S o oSS RN R o oE o EC N Lo CCos=sCCoEZCSmmCCCoEEZoSzz====2
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NATIONAL WESTMINSTER BANK GROUP

! A it B {t ¢ 4 v YV E i F I & it H
96 |Weighted Risk Assets

97 IWeighting Year

981 1975 1976 1977 1978 1979 1980 1981
T N S ' S
10010.1 13 - 22 24 19 18 26 16
10110.2 544 644 699 846 1085 1332 1506
10210.3 181 160 205 201 192 194 202
10310.5 634 839 897 908 974y 1078 1490
10411.0 9576 11228 12854 15201 19817 24486 31887
105i1.5 228 238 268 207 737 680 797
10612.0 866 959 1063 1058 1154 1124 1456
107 ] 855555555555 5555S555555555555S55S5555555555558885558885555855555585555355555555555555588
108]Total risk adj assets 12142 14090 16010 18438 23977 28919 37353
109 = ittt = A A A d Al b
110lRisk adj Cap Base 900 1076 1115 1517 1756 2004 2710
R p— S —— - S ——
1121Risk Asset Ratio 7 8 7 8 7 7 7
113 s2sssccmezroons oo E TSNS CoECECSSCSSCNCCESSRLEAZSSCSSCESSoSECTECoESRSSEESSoESSSoS
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WILLIAMS AND GLYN'S BANK GROUP

H.6.

| A W B 44 ¢ 40 p 4 E W F I} G 1 H |

1] WILLIAMS & GLYNS BANK GROUP  1975-1981
ol SR e e e e e e e e e e e e e e i e
31CAPITAL BASE FOR GEARING RATIO (im)
yi YEAR :
5{ITEM 1975 1976 1977 1978 1979 1980 1981
]
- - e e e e o e 1 o e e e - -
7 iShare Cap 34 34 3y 34 34 34 3y
8{Pref Cap 0 0 0 0 0 0 0
9|Ret Prof 5 7 7 11 25 29 36
10iRes Rev 0 5 0 0 15 0 0
1110ther Res 68 73 87 93 118 158 193
12!Share Prem 0 0 0 0 0 0 0
13|Total Res 73 85 93 104 158 187 229
14 ]S555858555855555855558585355355555555555855555855855858555855855583535555585558535558855853558588838
15i{8/H Funds 107 119 127 138 192 221 263
16 1555555555555555555555555S555S55555558555555555555SS55S355555555558S55SSS555558555588S888
17 |Gen Prov . 11 13 11 12 7 8 10
18Min Int ' 0 0 0 0 0 0 0
19|Loan Cap 11 14 36 31 61 55 71
2055555555555 55553S5S5555355555555S5555555555S55555555555555555555555555885SS5858S555585858
21{Total Cap Base 129 145 175 182 260 284 34y
22!555555555555555555555S535555555555555555555555555555553555555585585S5558S88555S385555588
23 |Less;
24{Trade Inv 9 10 9 9 9 8 8
251Inv Ass Cos 8 8 8 9 10 11 12
26)Prem & Equip 50 57 60 62 80 89 99
27l - SE——— S —
281Adj Cap Base 63 70 97 101 161 177 226
29]'::::::::::::::::::::'—':::========:======:============:::::::::::::::==:=:================
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WILLIAMS AND GLYN'S BANK GROUP

' A T N R R - B A O A A
37TIGEARInuG RATIO
3815555555555555355S553S555555555S555555SS355555855SSS555555555555555555555553S555S5585588S8

391 YEAR

LOIITEM 1975 1976 1977 1978 1979 1980 1981
}1!s555555535555555555555555555558558S55555855558555555555595555555558555885553555555555538
42 |Deposits 1574 1688 1687 1839 2007 2286 3174
43 |Non-Cap Liabs 29 35 43 71 62 67 85
§Y )} et e, —— ———————————————— ——— —
45{Total N=C Liabs 1603 1723 1730 1910 2069 2353 3259
46]Adj Cap Base 63 70 97 101 161 177 226
T L L TR e e e e ————
48iGearing Ratio (%) y 4 6 5 8 8 T
,49I=:==::::::=::::::::::::::::::::::::::.—.:.'.':::==::::::::::::::.‘::::::::::::::::::::‘.::::::::::::
501

51! ,

52} RISK ASSET RATIO

53 1CAPITAL BASE

Bl 5555558885558 5855S8555555555558555555883555555585558585588558585555585855838558588558355835888
55|ITEM YEAR

56: 1975 1976 1877 1978 1979 1980 1981
Y —_— e e e e e e e e
581Tot Cap Base 129 145 175 182 260 284 344
59}Less:

60} Trade Inv 9 10 9 9 9 8 8
611Inv in Ass Cos 8 8 8 9 10 11 12
62{Equip & Fis 6 7 10 12 13 15 20
631 —————————— e e ————————— e e e e e e e e e
64iRA Adj Cap Base 107 121 148 151 227 251 304
65]==:=====:::::::=====:====::::::::::::::::'—':::=====:==============:::::::::::::::::::::::
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! A |

i i B thC it/ D ¥ E ! F it ¢ i H !
68JRIsK ASSETS
69 |Risk Weight YEAR
70%& ITEM 1975 1976 1977 1978 1979 1980 1981
Tl e e e e e e e e e e
7210.1 Treas Bills y2 50 28 2 35 5 1
7310.2 Call money/short noti 262 251 246 270 272 133 822
TH] Bills other T Bills 20 20 19 22 39 56 26
7514 CDs(Bank placings >30 5 12 50 31 30 30 25
7610.3 HMG Stocks 28 10 148 129 81 75 15
7710.5 Acc/Engagements 186 234 230 234 230 257 225
781 Fgn Currs N/A N/A N/A N/A N/A N/A N/A
791 Guarantees See E/Accepts
8011.0 Mkt loans to other UK 1149 1288 1142 1246 1477 1589 2164
811 Leased Assets 13 14 21 32 59 89 130
B2} Debtors . Y 5 7 9 9 , 7 9
831 Instal Finance N/A N/A N/A N/A N/& N/A N/A '
841 Other quoted Inv: _
851 UK 4 0 0 3 3 12 13
86 | Elsewhere 1 1 1 1 2 3 8
87 10ther assets N/A N/A N/A N/A N/A N/A N/A
8811.5 Con Lending:
891 Trade Inv 9 10 9 9 9 8 8
90} Assoc Cos 8 8 8 9 10 11 12
91} Unquoted Inv 1 4 0 2 3 y 1
92{2.0 Property -4y 50 - 51 51 67 73 78
93 15555555555555555555855555555555555555559555555555555555555535555555555535535555585585888
94Total Risk Assets 1775 1956 1959 2051 2326 2649 3598
95 ! -t b et e et =g g Pt}
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| A ir 8 4t ¢ 1t o I E {} F I}l G S : S
97 |Weighted Risk Assets

98|Weighting Year

99| 1975 1976 1977 1978 1979 1980 1981
T00 § o mr o e e e e e e e e e e
10110.1 4 5 3 0 y 1 0
10210.2 ‘ 57 57 63 65 68 104 175
10310.3 8 3 Ly 39 24 22 22
10410.5 93 117 115 117 1185 128 112
10511.0 1171 1307 1171 1292 1550 1699 2324
10611.5 26 33 26 30 32 33 32
107i2.0 88 100 101 101 133 147 156
108 |55555555555555555555585555555555555585555555555555555855555555555555555555555SS555588585
109iTotal risk adj assets 1449 1623 1523 1644 1827 2134 2822
110}=====:============:::'—':'—':=======================:===:=::::::::::::::::::::::::::::::::::
111iRisk adj Cap Base 107 121 148 151 227 251 304
112} emem et e e e e e e e e R B S B e e e e e e e
113{Risk Asset Ratio : 7 7 10 9 12 12 1
1111'::::::::==:=:==="—'=:======::::::::::::::::::::::::::::::::::::::::::::::2::::::::::::2::2
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APPENDIX NIHE
THE MEASUREMENT OF LIQUIDITY BANK OF ERGLAND JULY 1982

The Bank of England assessment of bank liquidity incorporates
the following definitions:

I.1. LIABILITIES

1. Deposits of all types are included according to
earliest maturity.l The stability and diversification
of the deposit base will be taken inteo account in
discussion of appropriate guidelines,

2. Known firm commitments to make funds available on a'
particular date are included in the appropriate time
band at their full value,

3. Commitments which are not due to be met on a particular
) date are considered unlikely to be met in full and
cannot therefore be treated precisely. The extent to
which undrawn facilities will be included will be
determined with each bank, having regard to its past

and prospective draw-down experience,

4, Contingent liabilities are not included in the
measurement, unless there is reasonable likelihood that
the conditions necessary to trigger them might be
fulfilled.

(It may however be appropriate for certain special categories
of deposit, for example those where it is agreed that set-off
should apply, to be netted off against specific assets and
excluded from the calculation., The Bank of England would
expect to agree such treatment with individual banks).

I.2. ASSETS

Assets are measured by reference to their maturity, unless,
as in the case of overdrafts, they are repayable on demand in
practice only nominally, or unless they are marketable, or
are known to be of doubtful maturity.

1. Lending repayable on demand only nominally may yield
some regular cash flow but this cannot be measured at
all precisely. The Bank of England therefore propose
an individual treatment with each bank.

2. The treatment of marketable assets takes account of the
extent to which they can be sold for cash quickly (or
used as security for borrowing), incurring little or no
cost penalty; and of any credit or investment risks
which may make their potential value less predictable,
It is important that the market for the asset should be
sufficiently deep to ensure a stable demand for it. An
important factor in this is the willingness of the
central bank to use the asset in its normal market
operations. These considerations are recognised in the
measurement by applying varying discounts normally
against the market value of marketable assets, all of



which, are included at the start of the maturity
ladder, The following discounts apply to sterling
assets:-

Nil Discount -Treasury, eligible local authority and
eligible bank bills.
-Government and Government guaranteed
marketable securities with less than
twelve months remaining term ¢to
maturity.

5% Discount -Other bills and certificates of deposit

with less than six months remaining term
to maturity.
-Other Government, Government guaranteed.
and local authority marketable
securities with less than five years
remaining term to maturity or at
variable rates,

10% Discount -Other bills, certificates of deposit

and FRNs with less than five years
remaining term to maturity.
-Other Government, Government guaranteed
and local authority marketable debt with
more than five years remaining term to
maturity.

Discount to be determined - All other marketable
assets.

(Similar discounts will obtain on comparable foreign
currency assets. Assets not covered above will be a
matter for agreement, on a common basis, arising out of
discussion with individual banks.

Assets known to be of doubtful value are excluded from
the measurement, or treated on a case-by-case basis.

Contractual standby facilities made available to the
bank by other banks provide support which should be
recognised, and they are therefore included as a slight
asset, Due regard, however, will be paid to their
reamaining term and the possibility that they may not
be renewed, Standby facilities provided by a bank to
other banks are treated in the same way as commitments
to lend at some uncertain future date.

I.3. OTHER ITEMS

1.

Where items in course of transmission or collegtion are
material, credits in course of transmission are
deducted from debits in course of collection and the
balance added to assets at the start of the maturity
ladder.

Items in suspense are normally treated on a gross
basis,



In principle the measurement takes in all assets and
liabilities. Thus, liabilities should include any
significant non-deposit liabilities which mature within the
time span of the measurement: for example tax liabilities.
Similarly assets should include non-financial assets which
are marketable within the time span of the measurement.

Source: Bank of England, 'The Measurement of Liquidity'.
Bank of England Quarterly Bulletin, September 1982.
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' APPENDIX 10 E/ZNK OF LNGLAND 15.‘1'[‘.‘1( STA']:I STICS RETUTN FORM I3
N P Liabilitics
i . _ £090s
1tam no, Column 1 Column 2
. Sterting Other currencics
1 Notesin circulation “ ' . . o . . . . . .. l I
2 Deposit liabilitios e e e e e e e | _]
i .
1
2 Sterling
i Interest Non-lnterest
i bearing bLearing
é 1 Sightdeposits . - . .. .. ]
22 U¥ banking sector:
i correspondent balances e .- * * *
23 other .. . .- ‘e .. . - * .
2-4 UK public sector .. .- .. .. ‘. ' ' *
25 Cther UK rosidents - . .. . ’ . * ]
26 Overseas offices of the reporting bank: wross
deposits {excluding working capital} .. . . .
-7 Other overseas residents .. . .- .. * - .
28 Timedepasits e e e e [ ‘ -,_]
:1-9 UK bankiing soclor . .. .. . . . .
10 | UKpablicsector .. . . .- ‘.
11 Deposits with criginal maturity of 2 years or less . hd e .
212 Other depasits
213 | Other UK residents
_:2-14 Deposits withoriginal maturity of 2years oriase . . .
215 Dther ffeposits
218 Overseas offlices of the reporiing bank: gross
! deposits (excluding working capital) ., .. - . - -
?-17 Other cverseas residents .,
i’.’.-‘IB . Depositswith original maturity of 2 years orless " * *
2419 l Other deposits
H !
;2'20 i Ceititicates of deposit issued . .- .. .- . .. o . . .
221 : Promissory notes, bills and other negotiable paper issued -
P i
L |
ftems in cusponse .
(excluding interna! accounts} . . .. , * . ! hd l }
i
Credititoms in course of transmissionto ., . . " .- . . . [ r _l
: ;
1
+1  UKoffices of tha reporting bank - . e e . . . . . . .
42 Other banks in the UK e e e e e .
i t
2 -3 Banks and banking offices overscas e .. .. . e e . ve
S
{ ]
H ! .
3 Capitel and other funds .. .. . . . et e .. .- o | ] J
j {
}-1 W'orking capital provided by overseas offices:  informof deposits .. o e s .
s 1
32 7 not in form of daposits .
:5-3 Other capital and other funds (including all internal sceounts) . . . . ‘e -
oo
i | _ .
3 Totalliabilitios (equalsitem 21 Totol assets) . .. . N . ‘. S l | .
T
§ !
i !
: ! . .
7 Accoptances,tte. .. .. . e e e e e l [ |
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1¢

101
102
1103

1

11
12
113

-,
3.2, Assets
£.000s
o, Column 1 Column 2
Sterling Qiker currenciss
Cash .. . .- .. - . .. . .. . . . - . | ] ]
| Bank of England notes and UK coin . . . . B . e . .
[. Other notes and coin . .. - . - . . . P ]
! Balanrces with Bank of England (excluding special and supplomentary deposits)., .. . *
|
‘ Debititemsin course of collectionon .. .. .. .. .. . s [ —J
j UK offices of the reponting bark .. . . e .. . .. P .. . *
! Dther banks, ete., inthe UK. . . . *
E Banks and banking offices overseas - . . . . .
i .
! Market lcans . .. . . .. . . .. . v }
Placed with listnd banks, listad discount masket institutions and {isted brokers ., . ‘s
Monoy at call with listed discount market institutions .. - . . .
Othar money with listed discount niarket instilutions . o +e ‘- - ‘- *
Money ot cail with listed brokers .. . . ‘. e * _J
Other money with listed brokers “a
Sterling
Interest Mon-Interest
Balances with and loans and advances to bearing bearing
lisied banks : conespondent balances .. L . .
- *ather - - -. . o . ®
Centificates of depositissued by other listed banks . . i . - .
Promissory notes, bills and other negotiable paper issued by othet listed banks " . .
Placed with other UK residents ., - . . ‘. - . B
UK local authoritiss . . . . ‘- e . .
UK public corparations . . . .. P . . . ..
Other UK residents . . s s .- e . .- . . o
-

Placed overseas: balances with, andloans and advances to, overseas offices of the reporting bank

:balances with, and loans and advances 1o, other banks overseas . "

Special and supplementary deposits with Bank of England : special o

:supplementany

Bills {excluding lending under special schemes = item 15 below) .. e o ‘e .

UKTreasurybills ., .- s e . .. . . . . e .

Northern lrefand Treasury bills .. e e . . .- . .

UK local authority bills : eligibla forrediscount 2t Bank of England .. e . . .
others .. .; e .o . e . .

Other public sectorbiils ., .. . ' . . o e . . .

UK bankbills:  eligiblaforregiscountat Bank of England ., . . .. . .

. other . ‘e ’ e . . . e e o

Other UK bills .. e .. . e . . . ‘e

Overseas bills e e s . . . .. . . .. .. e

Lending underspecial schemos for exports and shipbuilding . .- v

Exports . . .. . e . . . ™ . . .
Medium and fong-term refinznceable lending at fixed ratos . s . . .
Shornt-term lending atratesolated to baso rate . . . o .

Shiphuilding ..
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N
. H
; - | R—— - -
o
l !
1lmm no.
{
ZIG ~ Othorloans ond advancss . . v . " o
:16'1 Northern lreland Government ., . . . . .
§62 - UKlocal authorities .. .. Ve R e e .
§6~3 Publiz corporations .. s . . . . .
5!6-4 Other publicgector .. . “ . . e es .
;:6-5 Other UX residents e e e
.16-6 Oversozs . e . . . . . e .
1:
17 Assotsleasad to customers ., . .. e . .
EIS Invnstments e . . . . ot e
] 24 Britishgovernmontstocks .. ., . e e e
] ‘n 8-2 With on2 year or lass1a final maturity . . . ..
"18-3 With over ane year but not mose fhan 18 months to final maturity
{84 With over 18 months but not more than B years to final maturity
i85 With over 5 years to final maturity and undated . . .
:IS‘S Morthern treland governmant stocks - - o e
ig7  Taxdepositaccoums e er e e e e e
188 UKlocalauthority stocksandlonds .. e Tee e .
:}8'9 Other public seclorsiocksand bonds . . . . v
1940 tavesiments ia listed banks v e e e e
:.IJ 41 Qther Ukinveshinents e ee e
3 %Dverseas investments:
1812 Warking capiial provicied for overseas offices in form of deposits ..
1.8-13 Otherworking capital .. .. e . v .- .
CIRAA D OMhet . e e e e e e
]e tems in suspensa (excluding internal accounts) . P

‘New issue applications .. .. . . .. . .

Other .. .- . . . e . . . .

Cthereassels . . . e .. . . .

Netspotpasitioningold .. ‘e o . . . .

Othecrassels .. . . . e P .. . .
Total assets (equals iterm § Total labilities) .. . . .

Arcoptances(atc.) .. .. . . . . v .
Accoptances .. . . .. . . . . .

E UK banking sactor e e e ee e e
[ Publicsector . .. . . . . .- .
Bunksoverseas ., . v . .. . . -
Other oveiseas residents ... e . . . . ..
i Other . . . v . . . .

!Rclinanced lending at fixed rales: sxports .. - . .

I _shipbuilding . e .

Totalwnount of overdraft, loan ond scenatonce facilities cuistanding

Resarvaratio - . .- . v "

.

.

4

£000s
Column i Ceoturan 2
Sterling Other currencing

—_—

|[ERNININE RS

N

SOURCE: Inter-Banl Research Organisation Report Ne.309, November 1976,
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