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CHANGES IN CENTRAL BANK MONEY MARKET
OPERATING PROCEDURES IN THE 1986s!

I. Introduction

In the last few vears central banks have made extensive changes in
the procedures they use for regulating bank reserves and influencing
developments in short-term interest rates. Such money market
operations have long been the principal means for implementing
monetary policy in some industrial countries, particularty in large
ones with broad financial markets. Money market policy has,
however, assumed a larger role in recent years as reliance on direct
credit and interest rate controls in domestic monetary management
has declined and as financial markets have become more integrated
internationally.

Though the techniques emploved by individual central banks in
their money market operations are still strongly influenced
by differing institutional, legal and political environments, common
aims and tendencies can be observed in the recent changes. In general
terms, innovations affecting the use of central bank credit facilities,
new market instruments and the adaptation of reserve requirements
have been designed to make the implementation of money market
policy more flexible and to ensure its effectiveness in a more complex
environment.

The essential characteristics and objectives of central bank
operating procedures can be set out and compared in a fairly simple
analytical framework. The central bank has a monopoly of the note

"The authors gratefully acknowiedge advice from Dr. H. Beckelmann and
Dr. J.R. Bisignano and comments from colieagues including P. Andersen, C. Borio,
1. Marguardt and P. O’Brien. They have also been able to draw upen discussions
with central bank economists and their presentations at a meeting at the BIS in
November 1985, Errors of fact or interpretation are, of course, the authors’ own, Our
thanks go to S. Arthur for preparing the graphs.



issue, acts as banker to the banks and the government, and normally
also operates the interbank clearing system. In most countries
the central bank also holds the official external currency reserves of
the country and may purchase domestic securities for its own
account. All these functions are reflected in the central bank’s own
balance sheet. Provided the central bank has adequate control over
developments in its total assets and liabilities other than bankers’
deposits, it is in a position to control the terms under which banks can
obtain the central bank balances they wish to hold for clearing
purposcs or need for meeting compulsory reserve requirements. The
credit or market instruments which the authorities use for making
marginal adjustments to the reserve position of the banking system
influence interest rates in markets used by individual banks as
alternatives for making reserve adjustments - particularly the
interbank market. Indirectly they aiso influence interest rates on
banks’ short-term borrowing and lending operations and other
interest rates in the economy.

The central bank’s money market operations may be guided by
proximate or operating guides for money market interest rates or for
bank reserves. These normally have to be set and adapted flexibly in
order to meet more basic objectives. In many cases the operating
objectives have been designed to be consistent with the achievement
of intermediate targets for the growth of the money stock or for
particular exchange rate relationships. Money market policy in
Group of Ten (G-10) countries - on which this paper focuses — does
not, however, rely to any significant extent, or even presuppose,
direct causal influences running from the volume of bank reserves to
the money stock. Except to the extent that they have influenced the
central banks’ money market operating procedures, the intermediate
and figai objectives of monetary policy are not discussed in this
paper.

? parallel developments in central bank moncy market operating procedures have
taken place in recent years in many other industrial countries see BIS Annual Report,
various recent issues.



Some general characteristics of the recent changes in central
banks' money market procedures and the reasons for them are
identified in Section II of this paper. A framework for analysing the
impact of these operations on the supply of and demand for bank
reserves and on the determination of interest rates in the money
market is set out in Section III. The following three sections outline
the changes which have taken place in individual countries in central
bank credit facilities, market instruments and reserve requirements,
and analyse in some detail the way the procedures now used in
individual countries operate. Section VII turns to the link between
control of money market and central bank credit to the government,
and looks at the ways in which government debt management has
constrained money market policy in individual countries. Section
VI discusses the impact of structural changes in money markets and
of external constraints, which have become tighter in most countries
in recent years, on the use of instruments. Throughout, the focus is
primarily on comparisons of the problems encountered and the
solutions adopted in different countries. Given that the changes in
procedures are in many cases very recent and that for many countries
the kind of daily or weekly data which would be needed for
meaningful statistical analysis is not available or is difficult to access,
the approach is essentially descriptive and graphical. The concluding
observations contain some reflections on the likely implications of
foreseeable further changes in the domestic and external environment
for the effectiveness of the procedures central banks use in
implementing money market policy.

II. Common tendencies and the broad objectives of the changes

The recent changes in central banks’ money market operating
techniques and procedures display several common tendencies.
Firstly, steps have been taken in many countries to restrict or
discourage recourse by the banks to conventional open-ended central
bank credit facilities. Typically, posted interest rates for official

7



discount or secured credit can be changed only by a rather
cumbersome and conspicuous process, and in many countries these
rates had in the past tended to serve as a fairly rigid peg for money
market interest rates. In some cases these lending charges are now
changed more frequently on the basis of a formula or are scaled in
ways that permit the central bank to change the effective marginal
cost of accommodation by action to influence the banks® need for it.
In others official rates are still set in the conventional way, but they
are now at penal levels which tend to serve as an upper limit for
market rates. Secondly, central banks in many countries have in
recent years made increasing use of flexible market operations and
other fine-tuning instruments both for increasing the supply of bank
reserves over time and for counteracting influences on reserves over
which the central bank has little direct control. Thirdly, in many
countries the burden of reserve requirements has been lowered in
recent years, and only limited use is now made of changes in reserve
ratios as a means of making adjustments in banks® reserve positions,
Reserve requirements still serve, however, as a fulcrum for money
market management in many countries.

A comparison of the broad objectives of the changes in central
bank operating procedures during the last ten years shows a desire for
more flexibility in interest rate determination to be a recurrent theme.
However, the kind of flexibility that has been aimed at and the
underlying objectives have changed over the years.

The concerns about inflexibility in interest rate setting which
emerged in some countries in the fate 1970s and early 1980s primarily
reflected a belated recognition of a bias towards delaying increases
in interest rates to the extent necessary to counter a build-up of
inflation. In one or two countries the difficulties involved in deciding
upon or implementing changes came to be seen as so intractable as to
call for changes in procedures intended to give the market a greater
role in short-term interest rate determination. That operational
changes designed to reduce the degree of discretion available to the
authorities in setting interest rates would permit closer monetary
control had long been a main thrust of academic monetarist criticism,



Thus the shift in the United States from interest rate to bank reserve
operating objectives in 1979 was intended to put in place a
mechanism which would permit interest rates to respond
“automatically” to deviations in the money stock from the target
course in a way which would tend to counteract the deviations.
Though an element of discretion was retained, the change was
foltowed by large gyrations in interest rates at both short and long
term but also by increased volatility in the growth of the money stock.
In the United Kingdom procedural changes made in 1981 were
designed to permit a bank-reserve-based system of money stock
control which was not, in the event, implemented. Efforts were made
to confine official influence over interest rates to the very short end of
the maturity spectrum, but these soon had to be abandoned. In most
other G-10 countries, however, money market policies retained an
explicit interest rate orientation. Apparently, central banks
experienced little difficulty in judging the level of interest rates
required to bring inflation under control. In Japan and Germany, in
particular, they accepted responsibility for timely interest rate
increases and were able to limit interest rate volatility.

Short-term interest rates now play an important role as operating
objectives in nearly all G-10 countries. Increased flexibility in
short-term interest rates has come to be been seen mainly as a way of
adapting interest rate oriented money market policies to cope with
shocks in the economy, volatility of expectations in the private
financial markets and exchange market pressures. In many countries
interest rate determination in the financial markets has become more
competitive as a result of deregulation and/or financial change
brought about on private initiative. Individual financial markets
have also become more closely integrated internationally. Inevitably,
central banks have had to take into account faster responses of
market interest rates and exchange rates to changes in expectations
about developments in the economy and in policy. Generally, the new
instruments have been designed to facilitate the conduct of monetary
policy in this new environment.

The basic aim of central banks has been to create adequate scope
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for changes in money market interest rates or for stabilising rates
through appropriate adjustments in bank reserve positions.
However, in many cases new procedures have also been designed to
permit more complex interest rate strategies to be pursued. In
particular, while attempting to stabilise inflation expectations and to
protect domestic money market rates at the longer maturities most
relevant for influencing investment decisions in the economy, some
central banks have sought to let very short rates take the burden of
countering exchange market instability. In some countries new
instruments have also provided a means for testing market reactions
to changes in interest rates before giving stronger signals which might
prove difficult to retract.

II1. A framework for analysing central bank money market
operaiing procedures

Changes in central bank money market operating procedures and
some of their implications can conveniently be compared and
contrasted in the context of a simplified model of the demand for and
supply of bank reserves. This framework can be used to explain how
the central bank can influence the determination of short-term
interest rates.” The basic idea is that given the demand for central
bank liabilities in the form of bank-notes and reserve deposits held by

¥ The underlying assumptions are that institutional constraints prevent banks
achieving full balance-sheet adjustment immediately and that most other variables in
the economy can be taken as given. Ways in which market expectations of longer-term
developments may influence interest rates are discussed below, and the analysis is
extended in Section VII. Even so, the airn is not to consider interactions between the
evolution over time of short-term interest rates and developments ia the intermediate
targets or ultimate objectives of monetary policy. Feedbacks from developments in the
economy to conditions in the money market may be considered as subsumed in the
central bank’s calculation of the objectives of and constraints on money market
policies.
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the banks - whether for clearing purposes or for meeting reserve
requirements - the central bank can control short-term interest rates
in the interbank market? fairly accurately by operating on the supply
of bank reserves which the central bank monopolises. Transactions
by individual banks designed to procure reserves from other sources
net out in the interbank clearing and merely redistribute reserves
provided by the central bank. The central bank’s ability to control
short-term interest rates fundamentally depends on its capacity to
ensure that the banking system can be induced to call upon it for
marginal accommodation. A precondition for this is effective control
over the volume of bank reserves supplied by movements in the other
components of the central bank’s balance sheet.’

In principle, the central bank can accommodate the banking
system’s marginal reserve needs either by providing credit to the

*In most countries there is a well-defined domestic market for short-lerm
interbank deposits or loans or for transactions between banks in the deposit liabilities of
the central bank. In some countries a limited range of non-banks, such as particular
government agencies {c.g. the post office), security dealers and discount housces, or even
insurance companies, may participate. Typically, {ransactions are exccuted in day-to-
day, overnight or call meney, though term markets (including, in some cases, markets
in Treasury or private bills), in which participation is largely confined to banks, may be
included.

* The process of interesl rate determination on the money market need not be
essentially different in countries where there are no reserve requirements. Even if banks
do not hold reserves at the central bank, the latter can influence money market interest
rates flexibly by adjusting the terms and counditions on which it accommodates the
residual demand for bank-notes, provided the banks are kept dependent on such
residual accommodation by suitable developments in the other items in the central
baik’s balance sheet. Where this cannot be done, interbank rates may be pegged to the
rates applied on reserve-absorbing facilities offered by the central bank or by the
government, including facilitics for investment in short-lerm government sccurities,
provided the interest rates applied are determined by the central bank. Of course,
control over the position of the supply curve for bank reserves is not sufficient for direct
quantitative control over reserves {or central bank money) when the demand for
reserves changes. This requires, in addition, that the supply carve be made vertical (see
below).
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Diagram

Interest rate determination in the money market
Cenfral bank acconumodation of bank reserve needs

fa}
by an open-ended fixed inrerest
rate credit facility
;
D D,

b)
by a facility with a rising scale
af charges (or conditionality)

if a shift in the demand for bank
reserves (from D to D)) is met at a single
posted official lending rate (i), the
market interest rate (r) can be raised
(to 1)) or lowered enly by changing the
posted rate {to ). I the amount of
reserves  provided by transactions
outside the central bank's control (0G)
is not limited effectively (0G, > OR))
the market rate can fall below the
official rate {e.g. to ry}). The analysis
remains essentiaily the same even if the
banks hold extremely small amounts of
reserves or if they use credit Tacilities to
finance their heldings of bank-notes.
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[fariscinthe demand for bank reserves
is partly accommodated at posted
charges {p) set higher than the basic
lending rate (i), the market rate rises
{frem r to ry} withowt any need for
central bank action to change the
discount rate. The effect may be simijar
il conditionality, in effectively
graduating the cost to banks of
increasing recourse lo ceniral bank
credit, implies that the supply curve
slopes smoothly upward to the right.
Should the demand for reserves fall
short of OG at i, a floor can be placed
under market rates (at r;) by an open
offer to accept placements of excess
reserves, This would make the demand
{or reserves perfectly elastic at the rate
applied {d).



(cj
by open market operations only

(d)
by a combination of market
aperations and credit facilities

0 G M

Aninelastic supply of reserves provided
only by market operations (GM) may
have to be adjusted very flexibly to
prevent large movements in market
interest rates (from r to 1)) in the event
of shifts in an inclastic reserve demand
schedule (from D to 1)) or of changes
in the non-controlled supply of reserves
(0G). The potential movement in rates
may be smaller (r to x,) o the extent that
averaging or carry-over provisions in
the reserve requirements make the
demand for reserves more interest-
elastic (D; and Dy).
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Quite complex strategies become
feasible. For instance, a reduction in
the supply of reserves provided by open
market operations (from GM to GM))
which induces the banks to borrow
from the central bank to satisfy their
marginal reserve needs could cause the
market interest rate (1} to rise above the
basic official lending rate when credit at
this rate is rationed (1, > 1). Under
some arrangements the siope of that
part of the supply curve which relates
to borrowing (i.¢c. borrowed reserves)
may be influenced by the banks’
expectations. As in the other cases,
relatively high charges on open-ended
centrat bank lending facilities (p) and
refatively  low  rates on  special
placement facilities (d) may set upper
and lower Iimits to movements in
market rates.



banks, for example through facilities for the rediscounting of
commercial bills at posted interest rates (borrowed reserves), or by
engaging in open market operations fo provide non-borrowed
reserves to the banking system on a temporary or more permanent
basis. The choice of instruments for supplying reserves can be seen as
influencing the elasticity of the supply curve for bank reserves or as
“fine-tuning” its position. To the extent that central bank credit is
made available unconditionally through traditional open-ended
facilities for discounting or advances, the supply curve for borrowed
reserves may be represented as a horizontal line drawn at the level of
the charge applied (case (a) in the diagram). Changes in interest rates
can, in these circumstances, only be effected by deliberate action to
shift this curve. The introduction of conditionality and a rising scale
of charges for central bank credit can make the supply curve step or
slope upwards to the right (case (b)). Alternatively, open-market
operations may be used to shift the supply curve so as to permit the
authorities to encourage flexible and inconspicuous interest rate
adjustments at their discretion (case (c)). The new market
instruments introduced in many countries in recent years may also be
used to keep the total supply curve stable by offsetting incipient
changes in the supply of bank reserves attributable to factors over
which the central bank has little direct control. A combination of
borrowed and non-borrowed reserve procedures can also be used to
influence the shape of the supply curve in the range of its intersection
with the demand curve (case (d)). In addition, some central bank
operations may have an impact on the position and slope of the
demand curve, especially to the extent that they influence the banks’
expectations about the future availability of reserves and interest
rates. Finally, as is discussed in other sections of this paper, the use of
specific instruments may serve as important signalling devices in ways
which are difficult to depict in the comparative static framework of a
diagram.

Some of the major influences on the supply of bank reserves and
the role of the new instruments can be illustrated by analytical tables
of the kind many central banks use in reviewing their money market
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policies. Central banks in most G-10 countries publish such tables,
which are based essentially on their own balance sheet, though some
presentations extend beyond it. (In some cases, for instance,
movements in the government’s position vis-4-vis the central bank
are related to the government’s overall financing requirement, and its
borrowings outside the central bank are itemised. Developments in
Treasury-owned foreign exchange accounts, corresponding to
movements in official foreign exchange reserves held by the
government, are also shown separately in some cases.) The
arrangement of countries’” presentations differs in other ways, which
partly reflect differences in operating objectives and institutional
arrangements such as the inclusion in the definition of banks’ reserve
assets of items other than claims on the central bank.® Fiven s0, it is
possible in most cases to identify balance-sheet items indicating
similar categories of central bank operation and to classify them in
broad categories which facilitate comparisons between countries (see
Annex).

One such presentation can be seen in Table 1. It shows key
influences on the growth of bank reserves in two periods which
together span the 1980s. This kind of conceptual framework serves to
highlight the way developments in bank reserves normally depend on
movements in the central bank’s balance sheet. However, the
influence of the central bank over some of these items may be quite
limited, especially in the short run. Thus central banks® net foreign
assets, which grew only moderately or fell on balance in the early
1980s in most of the G-10 countries, expanded very strongly in the
second period shown in the table. In Germany and Japan, in
particular, the rise mainly reflected purchases of foreign exchange

6 Typically, the presentation is in terms of stocks prior to valuation adjustments or
of changes in such stocks, the idea being to isolate the effect of actual transactions from
valuation changes (which may be strongly influenced by accounting conventions). The
choice of the basic time unit and between end-of-period data and some kind of average
for the period as a basis is typically related to the specification of banks’ reserve
requirements (sec below).
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made in 1986 and 1987 in an effort to counter the depreciation of the
dollar. In other countries movements in central bank net foreign
assets were mainly influenced by tighter exchange rate commitments
implied by the exchange rate agreements in the European Monetary
Systern (France, Italy, the Netherlands and Belgivm) or by unilateral
policy decisions to stabilise the exchange rate of the domestic
currency in relation to another currency or a basket of currencies (the
United Kingdom, Switzerland and Sweden) .

Rapid expansion of credit to the government is also indicative of
at least potential money market controb problems in some countries
flraly, Belgium, Japar). It is widely understood that it may be
difficult to control the supply of bank reserves when the central bank
attempts to resist upward pressures on the interest rate on
government securities by intervening in the primary or secondary
market for government debt. However, the relevance, in practice, of
other behavioural and institutional constraints is sometimes
overlooked. In many countries the central bank still acts as a residual
source of finance for the government, and even when there is an
effective upper limit on the government’s direct credit line, seasonal
or random fluctuations in the government’s cash position can be a
large potential source of disturbances in the supply of bank reserves
(see Section VII). The severity of the constraint implied by lending to
the government may to some extent depend on the use that can be
made of reserve reqguirements to influence the demand for central
bank money. In a few countries non-banks have also been required at
times to place deposits with the central bank - in relation, for
example, to payments abroad for specific purposes (Ifaly) or on
investment account {Sweden). The resulting central bank liabilities
and certain other balance-sheet items are excluded from the table,
Finally, other constraints can be exacerbated by a relatively sfow
growth in the demand for currency. Almost universally, central
banks accommodate the public’s demand for currency, which in
many countries has a low interest elasticity.

Some central banks still express the way developments in (or
forecasts of} such items tend to be taken as given in planning

17



short-period operations by labelling them as “autonomous” ,7 soasto
distinguish them from items which mainly reflect the use of the
central banks’ instruments for meeting banks’ marginal demand for
reserves. The table shows increases over time in the guantitative
importance of market-type or fine-tuning instruments in some
coustries (notably Germany and Japan) at the expense of central
bank lending, which grew only slowly or declined in the 1984-87
period in most countries. However, in many countries the averages
for this period are influenced by the use of market instruments for
absorbing the impact on bank reserves of large purchases of foreign
exchange (e.g. Japan, Germany, France or the United Kingdom),
increases in central bank credit to the government (frafy and Sweden)
or a temporary expansion of last-resort lending to banks in
difficulties (the United States and Canada). Moreover, the amount
of reserves supplied or absorbed by a particular instrument need not
necessarily reflect its importance in the process of interest rate
determination,

The extent to which banks hold reserves at the central bank may
be influenced by the rules governing the interbank clearing systent,
and in most G-10 countries non-interest-bearing reserve requirements
help, together with banks’ minimum needs for currency, to establish
or strengthen the demand for reserves and to stabilise it in the short
run. Rules governing interbank clearing typically preclude overnight
debit positions vis-a-vis the central bank or make them subject to the
general rules and conditions applying to central bank credit. In most
cases cenfral bank deposits held by banks for clearing purposes can
be counted towards a larger need for central bank deposits stipulated
in reserve requirements on various categories of banks’ monetary

7 In the United States the somewhat misleading term “market influences™ is uscd.
Sometimes a related distinction is made between “defensive” central bank operations,
which are designed to offset the impact of autonomous influences on the supply of
reserves, and “dynamic” operations, which are designed to bring about changes in the
supply of reserves.
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liabilities (see Section VI). With only a few exceptions, provisions
permitting the averaging of reserve holdings over the reserve period
provide an eclement of flexibility in the early part of the reserve
period, while carry-over provisions for excesses or deficiencies or
access to central bank credit (even at a penal rate) may do so at the
end, Fairly generally, reserve accounting is lagged or semi-lagged so
that the holding period starts and ends later than the calculation
period - though these periods overlap. In only a few countries do
banks need to hold significant amounts of excess reserves.

In fact, the banks’ demand for reserves is normally quite
interest-inelastic in most systems in the very short run. At the limit,
the demand curve may be completely vertical, especially at the end of
the reserve-holding period. However, lagged reserve-accounting is
not the sole explanation; in systems which link reserve holdings to
bank liabilities banks can influence their demand for reserves by
changing the pace of credit-granting, but this influences their
liabilities only in the medium term.” In the short run the banks’
capacity to economise on reserves by manipulating the structure of
liabilities subject to reserve requirements is limited, and most of the
means that individual banks might employ to change their reserve
positions, such as borrowing on the money market or abroad, selling
securities or efforts to gain additional non-bank deposits, mainly
serve only to redistribute reserves, in the absence of accommeodating
operations by the central bank. Banks may take advantage of
averaging provisions in reserve requirements to adjust the pattern of
reserve positions in the light of their expectations about interest rate
developments during the reserve-holding period. However, the
exigencies of the clearing limit the control which individual banks can
exercise over current and prospective developments in their reserve
positions and also make it difficult for them to distinguish changes in
their own relative positions from changes in the position of the

¢ Indeed, their willingness to permit customers te make flexible use of loan facifities
and, within limits, to permit withdrawal of many types of deposit at notice may depend
on their reserve needs being accommodated in the short run with a degree of flexibility.
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banking system as & whole vis-&-vis the central bank. The build-up of
large reserve surpluses or deficiencies during the reserve period may
be limited by constraints on the incurrence of Habilities to the central
bank or by settlement lags in the clearing process which hinder quick
market adjustments of reserve positions at the end of the period.
Self-imposed limits on the amounts individual banks are prepared to
lend one another or concerns that large operations may turn ihe rate
against relatively large banks in the system may also play a role. {n
practice, in some countries the banks normally seek to follow a
trajectory which implies a fairly smooth rate of reserve accumulation
over the holding period, irrespective of their interest rate
expectations.

Given a faitly stable demand for reserves, the central bank can
normally use its position as monopoly supplier to influence inferest
rafe determination on the interbank market, On the one hand, the
central bank can control short-term interbank interest rates quite
closely, even in a context of unpredictable shifts in the demand for
reserves or changes in the elasticity of the demand curve during the
reserve period, by making the supply of reserves very elastic. On the
other hand, action to make the supply of reserves very inelastic, given
inelasticity in the demand, could imply very large fluctuations in
short-term interest rates unless the position of the supply curve can be
adjusted very flexibly. For this reason alone central banks in most
G-10 countrics have not wished to aim directly at meeting
guantitative targets for bank reserves. In the few countries which
have aimed at meeting operating objectives for bank reserves, scope
has been left for particular kinds of central bank accommodation
which could smooth erratic movements in interest rates in the
interbank market. A degree of quantitative restraint on the supply of
reserves has on occasion played a limited role in money market
management in other countries, especially at times when policies
needed to be tightened quickly. In particular, steps by the central
bank to slow down or accelerate the pace of reserve growth in relation
to the banking system’s planned trajectory for reserve accumulation
may be used to bring upward or downward pressures to bear on
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money market interest rates. Even though reserve needs are
eventually accommodated, banks may be left uncertain as to whether
the accommodation ultimately provided will take relatively expensive
or low-cost forms. Action of this kind may pave the way for changes
in official rates and may also directly influence the banks’ asset or
liability management, and even their credit-granting behaviour. Even
so, most central banks now normally gear their money market
operations mainly to objectives for short-term interest rates and have
only been prepared to permit somewhat more flexibility in the
determination of money market rates at particular maturities.
Central banks can normally rely on their influence on interbank rates
being closely reflected in short-term interest rates on domestic
markets with non-bank participation, in short-term interest rates in
the offshore markets for the domestic currency, and in the rates
applied by the banks for short-term lending to their customers.
Different types of sirategy may be followed in interesi rate policy.
One possibility is for the central bank to seek to exert direct influence
only on money market rates at very short maturities, taking action to
balance the market day by day and permitting interest rates on longer
maturities to be influenced by market expectations. To a large extent,
of course, these expectations would reflect market judgement about
likely official responses to developments under way, given the
objectives of policy. Alternatively, the central bank may seek mainly
to influence rates on somewhat longer money market maturities (e.g.
at terms ranging from one week to two months) by periodic
operations at suitable maturities. Given appropriate averaging
provisions in the reserve requirements, banks would tend to stabilise
the day-to-day interest rates in the context of purely stochastic
disturbances provided they are confident that unexpectedly large or
protracted liguidity disturbances will be countered by supplementary
official operations at about the prevailing interest rate. Furthermore,
the availability of standing facilities for increasing or reducing the
supply of reserves on the initiative of the banks may tend to set [imits
on fluctuations in the day-to-day rate. Day-to-day interbank rates
may, however, move quickly in response to changes in expectations
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about the near-term prospects for interest rates.” In this case, too, the
markets will attempt to anticipate changes in interest rate policy.
Provided they do so correctly, such responses could be helpful if, for
one reason or another, adjusiment of interest rates on the authorities’
instruments takes time to implement, In some instances quick market
interest rate responses which serve, say, to counter exchange market
pressures might even obviate the need for official action.

In situations where active arbitrage takes place along the yield
curve of money market interest rates or, as in many countries, where
only a limited number of banks participate in the markets, signalling
devices often play a major role. Such signals may come from changes
in the type of instrument used by the central bank in supplying
reserves and in the maturity of the operations concerned as well as
from changes in the interest rates applied. Widely publicised changes
in discount rates which do not normally lie close to market rates (but
which may affect the cost of emergency accommodation in the case
of reserve shortfalls} may be used mainly for signalling purposes.
They may indicate the central bank’s intentions with regard to
underlying interest rate tendencies or, in the context of discretionary
policies, the authorities’ views about the relative importance of
divergent developments in the different indicators of monetary
developments and iikely future responses to the persistence of
emerging trends,

? It has been argued that profit maximisation should induce banks to adjust their
accumulation of reserve holdings so as to eliminate expected changes in day-to-day
interest rates within the reserve-holding period -~ with the result that the rate should tend
1o follow a “martingale” sequence, irrespective of whether the authorities are targeting
interest rates or bank reserves. In facl, as indicated above, bank behaviour evidently
displays more risk aversion, and institutional factors constrain reserve accumulation
paths. In the United States large movements in the day-to-day interbank rate in
response to “news™ revealed by weekly announcements of developments in the money
stock were regularly observed during the 1979-82 period, when the Federal Reserve was
targeting non-borrowed bank reserves. However, these movements became less
pronounced once the Federal Reserve adopted procedures more adapted to stabilising
short-term interest rates (see Section IV).
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The following three sections compare developments in central
bank operating procedures during the 1980s in individual G-10
countries in the light of the generalisations set out in Section I and
the framework outlined in Section II1. The emphasis, particulasly in
Section 1V, is on the way the instruments interact in influencing
interest rates in the interbank money market. However, an effort is
made to consider reasons why procedures still differ from country to
country. By the same token, an atiempt is made in Sections VII and
VI, which deal with domestic and external constraints on money
market policy, to include institutional comparisons that may help to
explain why difficulties of which some central banks are acutely
aware have not been encountered {or perceived) by others.

V. Central bank credit facilifies

In most countries central banks have traditionally offered
standing credit facilities which could be drawn upon on the initiative
of the banks,m in case of need, at charges known in advance and
normally subject only to infrequent change. Such arrangements may
originally have been designed mainly to finance clearing imbalances
or, perhaps, as a channel for last-resort assistance at times of stress.
In addition, however, though various kinds of conditionality have
applied in principle, central bank credit facilities have also served in
most countries to meet part of the reserve needs of the banking
system as a whole in a regular or continuing way.

In many countries the provisions governing the granting of
central bank credit (see Table 2) have been simplified over the years,
notably by reducing the range of special facilities for privileged

% In some countries, including Belgium, Canada, France, Japan, the Netherlands
and the United Kingdom, money market dealers, bill brokers or discount houses or
security dealers which intermediate between the banks and the central bank in certain
types of transaction enjoy ceniral bank credit facilities. Typically, either the operations
are marginal or the bodies concerned can be considered analytically as part of the
banking system.

23



1502 A1) 2 TUISERIOUL £QIIay; ‘sARD Ty $B SHIEP PUD PUE 1IBIS 110G SUnunc
Aq parenofes s1.3382 JWN00sI( (£) "AJIoR] S0UBADE ATBUIPIO Y] ISPUN SAUY UPAID PISIHINUN J0J PIdNPOLIT] s2M EILYD UOISSIWWIOD B CRE[
Ag[A U] (x) "9781 19N FRYI JB S0URLY JO JURE 243 UMM §pa3noid a1 11s0depsl 01 24BY S¥ERG ‘Iaasmoy] loded 1300x0 ULII-WINIPIW 10§ $YURQ ¢
PRI3J0 51 9181153101l PaBaiiaiad v 1e A1H10e) JUNOOSIPAL W () "IN [255] 341 01 [Enba 15827 18 $BA O1RT 9419891 yse0 35BI0AR 2ANBINUIND
511 &ep Burpeoaid oyt wo J1 ponad SUIPIOY-3AI9503 & JO KB 1SB] SU1 U0 3DURAPR UE 33E] A[uo Aew YUBQ W (A} "1UPaJO TBROISID 10§ SABD (] (N}
"SIPRR [BaIROLIER WELIRD I0f sypuow 9 (1) “reded palunodsip sy jo of1 Surutewal sy3 01 Fulpucdsaliod SPOLIA (S) “palo usunsnipe
10§ Past 33 SISHINNIOS 341063y [215Pag U, (1) ‘uede[ jo yueq 241 4 patnuIaiep SWIpus| Jo Juawieds: pue [UsUNojR “Fuywr] (b} (x5
295) [§-0861 W1 199]J5 U1 sea 2EI2Ins v (d) JUsWeNNUS [£101 543 30 syouTn Jaddn oy u FUm0110q o 28Iey0Ins B ssodulr sluy) Aue 1e ued
Hueq SPHRLIGISN Y 1, (€) "SUl1d0 JO $500x0 Ul SYURG 110 01 SUIPU] JOJ 21ET JUNEISI 24T 1AA0 9t JO FFIRYDINS v (1) “Souo Suipassid Y3 Jo
SABP O JO §T S UIGNA LAY RUSPUN SHONRIAIO 10} 558210UT 50381 A1eUs  {1U) “BpEUE, JC JURH SU) JO UONSIOSIP 23118 PaX1} Suim0110q 1Ay
10} s3§red a1el yueq 18 pouad SuIp|oy-aa1asal 3aam-omy Tad Furmeip 2u0 LU (7 918l 20UBAPE 3iseq 3U) OF [eNbo §1 v10nb oY1 SuIpsssxs
SROUBAPE 10} 3121 291 7361 J0quIsrdag a0UIS () "WAISAS SHULADE PUE IUNODSIP JOPUN SUMOIIOG [2301 10§ SYIUOL € 10] 13§ 311 $BI007) {f) -Auo
Al[108] 20URADR AIYILO (1) "Wo1sAs wionb sures sopun $3dUBAPE pUE SUnUROISIPRY (1) *AJUO 3P0 JUnodsI(Y (8) swalsis wonb vyziedas
01 103{qns SaIUBAPE PUR FUNUNOISIPY (J) {1x21 238) upaId PapuaIxs 103 Ajdde sares Surpuay Iay31y] (9) "$1IPaId JRINNONSE UIRIID 10)
Aidde smer 1m0 (p) -siseq 9jqRIBAWOD B 0T PIUSAUOD 21T $18L PRIOND 341 1811V (0) *$90UBADPE PAINIIS JO SUBO] JO WIOJ 311 $2B] 1P HUueq
[BI1U53 3501 (q) FUIPUI] UOOUINYR 10} SIUAWRBURLIR JIPUN JO 2181 FUIPUS] WRLTULY 18 SUIpUa] [BU0ISEII0 ‘WwopBury panup 2yl 107 ‘SHIq
Ainse21], 30 ofesad pue sseroind WI-1I0YS 10§ AU0R) | uoksuad,, Suipuels ‘20UBLE 10J S30UBADE WI-PaXi] pue AIBUIPIO ‘A[Rl] 10 (B)

rprugLCdw IR 151 JO YINUL 150] J4BY ABLI SAIIOB] 11PaId SUNIIRNL]

U3 JO 2WOS 131 Ay Ul pruiedye ¥ SUOUMINISUL [RIGURUL O3 11PAID YUeq [RAULD J0] SIAWASUELIE [RUONN NS 2Y7 SASLIBUIIINS Q[qeI AU, »
S91BIS PN 13 1G] ‘WOPSULY paituf)

) G0 PUBLISZUMS THD ‘UIPIMS TS ‘SPURIISIISN 11 TN ‘uede[ g1 “AJRI] 1 L] ‘AURuLen 1gQ ‘aduel] L fepeurn tvD ‘wmnideg tqy

Ay Xy My As SUCIS1A01d [e108ds 1BYI0
Ny e Sx # Sx POIURLE UPaId 10) Spoliad LN
= « S1RIJ[1G AInseal],
0} none[e: v Ajre[nFol 1sal 2181 [BOYIQ
® ® % % % # s $3IBJ ISDIIUL IDIBW 2A0QE MOU JIBY [RIO1 10 £33
d b, APATRISTUTIIPE PRIDLIISSY $8300Y
d Oy u, W, I Na 2100H JO $530X2
Ul SUIMO1I0q 10 951002321 Juanbaly 10) Lifeusg
[ Iy pound g 1940 Sutmolioq sSessae 01 ajqeondde viond)
= U, Ha " 8y % Js sBUIa0 10 sejonb 01 10alqns ssa00y
. % P w (2) 5781 3dURAPE 1O REO] UBYT JOMO] )R JUNOISICY
™ ® Qe 9 Qs Qs =M # ® i * () f1qeitear N[I0B] 20UBADE 1O URO]
® w * » % * ® slgefieak LH[I0B} 1UROISIP AIBUIPIO
SN 90 | HO | 9S8 | 1IN | 4T L1 40 | ¥4 | ¥O | d4

»S3TBL 182.107UT PR3sod YIim S9NIIOR] IPAID HURG [BIIUSD JO SOTISLIOIORIBID [BUONNINSU] "7 91qL.L

24



credit.’! By the late 1970s advances or secured (fombard) loans had
largely supplanted the traditional rediscounting of bills as the normal
instrument for meeting banks’ reserve needs. In some countries
discount credit is still granted on congessional terms in limited
amounts or for special purposes, but the rate applied normally has
little impact on interest rates in the interbank market."?

Fairly generally, however, though elements of flexibility in the
effective marginal charges applied were introduced in the early 1980s
(see below), the cumbersome procedures laid down for effecting
changes in the basic interest rates appliedm came to be seen as an
impediment to prompt adjustments in money market rates. Political
difficulties experienced in achieving agreement on, or in
implementing highly visible increases in, official interest rates were a
major consideration in some countries. In some cases the extent to
which the design of the facilities left the initiative in making liquidity
adjustments to the banks came to be viewed as a potential obstacle to
effective monetary control.

Central bank credit facilities of the conventional kind may not be
indispensable but they may nevertheless serve useful purposes. In
practice, last-resort assistance has often been provided by purchase
of securities or by other means. In some countries open-ended credit
facilities have been suspended or abolished altogether and other ways

M In this respect the impression given by Table 2 may be somewhat deceptive in that
some remaining arrangements may have lost much of their former significance.

12 1n the United States the term “discounts™ normally also covers secured Ioans. In
some countries minimuam periods for which discount {or other concessional credit) is
made available raise the effective cost of using it for shorter-term adjustments of reserve
positions. In France, where rediscounting at privileged fixed interest rates of
medium-term export paper had reached a scale which threatened to undermine the
authorities’ control over money market interest rates, the banks agreed in 1981 to
redeposit the liquidity created by new operations with the Bank of France at market-
related rates (see also Tabie 2). The element of subsidy involved in such rediscounting
was subsequently reduced substantially by raising the discount rate applied in relation
to market rates.

B Typically, these call for approval at the periodic meetings of the central bank
governing board and in some cases, at least tacitly, for approvai by the Treasury.
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of coping with clearing imbalances have been found. Other
market-related instruments are now available for providing system
reserves. Yet closing the discount window need not increase the
central bank’s influence over interest rates or bank reserves if, for
instance, banks respond by holding larger free reserve balances. In
the Unifed States, in a context of highly developed money markets,
discount facilities have continued to be used for relieving liquidity
pressures in a way which may even at times have facilitated monetary
restraint. Though the use made of them elsewhere is different, central
bank credit lines have also remained in place in most other countries,
and the impact of the charges applied on market interest rates has
been reduced by operational changes which have tended to
discourage extensive recourse to the facilities. Typically, banks are
still permitted to exercise some discretion in deciding when to use the
facilities under arrangements which imply either that the posted rates
tend to set an upper limit on fluctuations in market interest rates or
that the effective posted rate can be varied flexibly.

A distinction has traditionally been drawn between systems like
that of the United States, in which the central bank makes extensive
use of outright purchases of securities on the open market for
supplying (non-borrowed) reserves to the banks, and ones in which
the liquidity, not only of individual banks but also of the banking
system as a whole, is more dependent on direct central bank lending.
In the latter money market interest rates were seen to be inherently
more closely influenced by rates applied in central bank credit
operations.]4 In the United States discount credit is rationed by

"% The Fact that in the absence of large government berrowing requirements (and a
large market jn outstanding government securities} the expansion of central bank
money in Japan and in many European countries was for many vears based on lending
to the banks (which financed bank lending to the private sector) and the accumulation
of foreign exchange reserves was no doubt an underlying influence on the instruments
used. Another distinction which is sometimes drawn depends on whether the banks hold
free reserves or rely on central bank credit to accommodate their residuat required
reserve needs. The analytical significance of this distinction may also be limited in a
context of uncertainty about the conditions under which reserve needs will be
accomrnodated.
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administrative constraints on the use by banks of the Federal Reserve
discount window in a way which permits the discount rate’ to be kept
below the day-to-day interbank rate (the Federal funds rate) by a
variable margin. Moreover, the Federal funds rate could also differ
from the rate on the outright security transactions which constituted
the Federal Reserve’s archetypal instrument. The tendency in
countries other than the United States to restrict access to credit
facilities and to make increased use of various market operations in
supplying bank reserves may have tended to make any such
distinction less meaningful. On the other hand, as pointed out in
Section V, some of the new operations still differ from open market
operations in the United States in that they are conducted by special
procedures in ways which make for a very close relationship between
the rates applied and money market rates,

More important, however, is a distinction which has emerged in
recent years with the use in the United Sfates of operating objectives
for bank reserves. Somewhat paradoxically, the net result seems to be
that in contrast to the tendency in other countries, where the
influence of official discount and secured lending rates on interest
rates in the interbank market has decreased, the influence of the
Federal Reserve discount rate on money market rates in the United
States, though still indirect, has increased.

In the United States changes in the discount rate typically had
little impact on the market rate prior to 1979 because open market
operations were geared to keeping the Federal funds rate (the
overnight interbank rate} within a narrow range. The adoption in
October 1979 of operating objectives for bank reserves changed this
situation by permitting the banks’ demand for reserves to influence
market interest rates. Because large, frequent and prolonged recourse

' The basic rate appiies for short-term adjustment credit and for seasonal credit to
banks in agricultural communities. Higher charges are applicd under special facilities
for extended credit designed to permit banks to deal with sustained liquidity pressures.
Because the pressure to repay extended credit promptly is less streng, the Federal
Reserve treats it analyticatiy as non-borrowed reserves {see below).
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by banks to the discount window is discouraged by the Federal
Reserve, the banks’ willingness to borrow depends on the past,
present and expected future differential between the discount rate
and short-ferm interest rates in markets which individual banks can
use for adjusting their reserve positions - particularly the Federal
funds market. This relationship can be expressed by a borrowing
function in which this interest rate differential is an important
explanatory variable.

Under the procedures in place between late 1979 and mid-1982,
when the Federal Reserve employed non-borrowed reserves as the
principal operating objective, borrowing at the Federal Reserve
served as a safety valve but also as a channel for transmitting reserve
pressures to interest rates. The arrangements were ostensibly
designed to permit money market rates to respond automatically to
deviations of M; from the target course in a way that would tend, in
time, to stabilise the growth rate of that aggregate - provided the
demand for it remained stable. In the case, for instance, of an
acceleration in the growth of M, in relation to the objective,
borrowed reserves would have to rise in the absence of an adjustment
in the non-borrowed reserve path (or in the banks’ demand for excess
reserves). As a result, upward pressure would be placed on the
Federal funds rate. In practice, the Federal Reserve Open Market
Commiitee continued to make implicit judgements about the level of
interest rates likely to be consistent with meeting the monetary
growth targets, and to estimate the corresponding level of borrowing,
which was then deducted from the forecast demand for total reserves
to derive the target for non-borrowed reserves.'® Provided that the
discount rate remained below the Federal funds rate, the interest

' Total reserves {i.e. required reserves plus excess reserves) are forecast on the
assumption that there will be little change in excess reserves in the very short run, but
some allowance is made for increases around quarterly settlement dates and for a trend
increase. (In fact, the influence of the borrowing and reserve reguirement regulations,
e.g. with respect to carry-over {see Section V), is quite complex.)
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elasticity of borrowing at the Federal Reserve (given interest rate
expectations) could serve to moderate movements in the Federal
funds rate. Indeed, adjustment and seasonal borrowing became
highly volatile and, as can be seen in Graph 1, the fluctuations in
borrowing were closely related in the short run to fluctuations in the
Federal funds rate (the discount rate being relatively stable). Under a
restrictive objective for non-borrowed reserves, increases in the
discount rate (or the impoesition of a penalty charge) tended, given
limited scope for adjustments in bank liabilities in the short run, to
strengthen upward pressure on money market rates both directly
and indirectly via their influence on perceptions of the stance of
policy. The Open Market Committee continued to lay down a
tolerance range for movements in the Federal funds rate between the
Committee’s periodic meetings, but this range was so wide (normally
4 percentage points) that the funds rate usually remained well within
it

Since mid-1982 non-borrowed reserve objectives have been
adjusted weekly, in the light of deviations of required reserves from
the projections, so as to achicve the desired degree of monetary
resiraint or easc buf also with a view to permitting more stability in
the short run in bank borrowings at the Federal Reserve (borrowed
reserve procedure). In effect, the incentive to borrowing provided by
the margin between the discount rate and the Federal funds rate still
serves as a fulcrum for a policy which has brought about more
stability in the Federal funds rate.'® This largely explains why the
Federal Reserve never acceded to monetarist proposals to establish
market procedures for rationing Federal Reserve credit by attempting
to raise the discount rate above the Federal funds rate, though it

' Though the funds rate was not always in the middie of the range.

¥ In1 the short run the Federal Reserve tends in practice to accommodate random or
quarter-end influences on the demand for Federal Reserve credit even when they are
large enough to affect average borrowing over the reserve maintenance period so as Lo
nrevent large swings in the Federal funds rate.
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Graph 1. United States: Money market interest rates
and Federal Reserve operations
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conceded that delays in adjusting the discount rate had at times
permitted the margin between the two rates to become very large. 2

The underlying relationship between the Federal funds rate and
the level of bank borrowing at the Federal Reserve - given the
discount rate - became less predictable after a lengthening of the
reserve-holding period in early 1984 (see Section V1) gave more scope
for banks’ interest rate expectations to influence the timing of the
constitution of their reserves.” Subsequent experience showed that in
some circumstances the Federal funds rate could still vary over a
fairly wide range even in the absence of adjustments to the objectives
for borrowing.

in the period following the plunge in stock market prices in late
1987 the Federal Reserve responded to the risk of financial fragility
by supplying liquidity generously through open market operations
geared fairly directly to norms for the Federal funds rate. In a context
of great uncertainty about reserve needs, ong objective was to
minimise the risk that the Open Market Committee’s policy
intentions would be misunderstood. Against the background of an
apparent rise in the demand for required and excess reserves and of
strong disinclination on the part of banks to use the discount
window, the Federal Reserve made no attempt to avoid an
unexpectedly steep decline in adjustment and seasonal borrowing.
For a time management of the supply of bank reserves remained
sensitive to the lingering reluctance of banks to borrow from the
Federal Reserve, but by the spring of 1988 non-borrowed reserve
operating procedures were again in place and were being used to
encourage a rise in the Federal funds rate.

A surcharge applied in the 1980-81 phase of severe monctary restraint for
excessively frequent recourse to adjustment credit by large banks implied an effective
cost much closer to, but still generally below, the Federal funds rate (see Graph 1).

® Moreover, in 1984, when funding difficultics experienced by a major bank led to
a strong rise in adjustiment borrowing, the Federal funds rate came under upward
pressure as banks sought to demonstrate the absence of a need to borrow and attempted
to protect fufure bosrowing possibilities.
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In most other countries central bank operating objectives have
continued to be more clearly expressed in terms of interest rates, with
central bank lending procedures playing a more explicit role in
guiding and stabilising money market rates.”’ The principal changes
in the design of central bank credit facilities in recent years have
consisted, firstly, in the application of procedures for varying the
effective marginal cost of recourse by the banking system more
flexibly, and, secondly, in the introduction of disincentives to the use
of the facilities. As a result, the posted rates came to serve less as pegs
and more as boundaries for market rates which could move in
response to market forces or to the use of more flexible instruments.
Moreover, in many countries other than the United States the interest
rates charged for central bank accommodation under standing open
facilities or, in their absence, occasional accommodation are now
normally penal,

A variety of instruments for flexibly raising the effective marginal
interest cost of central bank credit in relation to the basic discount or
sccured-lending rate were developed in the 1979-82 monetary
restraint period - in some cases, it is true, by refining procedures used
previously during the 1970s. In Germany for a time in 1981 and 1982
the Bundesbank made lombard credit available only under a Special
Lombard Facility at a cost higher than the ordinary lombard rate. In
Belgium and the Netherlands variable penalties for borrowing in
excess of credit quotas or for borrowing in the upper of two tranches
into which the quota was divided were applied at various times. In
Belgium and France certain types of marginal central bank
accommodation were for a time offered only at market-related rates.
In Jtaly and Sweden reserve supply policy could be adapted so as to

' The objectives for specially adjusted concepts of the central bank money stock
published in Germany and Switzeriand are intermediate objectives which the authoritics
seck, at least in Germany, o meet largely by appropriate settings of interest rate
instruments. To a considerable extent the use of norms for the “monectary base” in Jaly
seems (o refiect the difficulties experienced in preventing rises in centrai bank credit to
the Government from undenmining monctary authorities’ influcnce over short-term
interest rates (see below).
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make penalty charges applicable to borrowing by individual banks at
frequent intervals (in the case of [7a/y) or in excess of specified limits
{Sweden) so as to raise the effective marginal cost of central bank
credit to the system. As explained below, arrangements which
permitted the central bank to exercise a very high degree of discretion
in granting credit to banks and in determining the conditions applied
were already operative in Canada and Japan and were put in place in
1981 in the United Kingdom.

In most of these countries the posted basic rate for central bank
advances or loans had normally stood below money market rates in
the past. Though the central bank had ultimately been prepared to
accommodate system reserve needs in the short run, individual banks
were generally discouraged from having recourse to central bank
loans and advances other than in limited amounts for short periods.
Typically, the steep rises in the effective marginal cost of central bank
credit in the early 1980s were accompanied by even steeper rises in
day-to-day interbank rates as constraints on access to central bank
credit were tightened or administered more stringently. More
recently, with the central bank typically making more active use of
market operations in supplying liquidity, money market rates could
move below the key central bank lending rate in a group of countries
which included Germarny, Italy, Belgium and Switzerland. (A
relationship of this kind had been established much earlier in
Canada.) Though facilitated by economic conditions which made a
decline in market rates appropriate, the change was regarded in many
cases mainly as a structural one designed to make the last-resort
character of the official credit lines more clearly evident. A
comparable situation also exists in France, where the announced
interest rate on a standing facility under which the banks can acquire
reserves on their own initiative (see below) now normally stands
above money market rates. In Belgium and Canado the desired rate
relationships have been achieved by arrangements providing for the
regular resetting of official rates. In most other countries, however,
more flexibility in money market rates has been brought about in
ways which permit normally stable official lending rates to continue
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to serve as an anchor for market rates and allow changes in these rates
to retain their traditional function as clear signals of the authorities’
intentions. The role now played by central bank credit facilities in the
authorities® operating procedures in the various G-10 countries other
than the United States is explained in the following paragraphs.

In Germany, under the arrangements for supplying bank reserves
in operation until 1985, the day-to-day money market rate often
tended to remain close to and just above the Bundesbank’s lombard
lending rate. Although lombard credit was not intended to be used
for meeting lasting reserve needs, it in fact often served to
accommodate the system’s residual need for reserves.”? The
day-to-day rate moved up in relation to the lombard rate after 1978,
when the availability of lombard credit was restricted by quantitative
limits for a brief period. It came to rest just above the relatively high
interest charge on the Special Lombard Facility, which was made
available when access to ordinary lombard credit was suspended in
1981. In the event, accommodation under the Special Lombard
Facility remained almost continuously on offer, though there was no
official commitment to this effect. A progressive lowering of the
interest rate on the special facility underpinned the subsequent
progressive decline in market rates, and a close refationship between
the rate on ordinary lombard facilities and the day-to-day money rate
re-emerged when these facilities were reopened. In January 1983,
however, a structural change in this relationship took place when the
Bundesbank raised the lombard rate to a level above that applied in
its temporary security operations and began to use these market
operations to supply reserves more liberally (see Graph 2). These
changes provided a strong disincentive to the use of lombard credit
(other than in exceptional circumstances). It also freed money market
rates throughout the maturity spectrum from dependence on the
lombard rate, permitting them to move more flexibly in response to

** At times of unusual reserve ease the market rate could move lower if the banks
had little outstanding lombard credit to repay. In this situation the discount rate could
tend to check the fall to the extent that utilisation of discount ceilings decreased.
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Graph 2. Germany: Money market interest rates
and Bundesbank operations
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changes in the rates applied to the Bundesbank’s markef operations.
To preclude the possibility of excessive liquidity in the market causing
too sharp a fall in the day-to-day interest rate, the Bundesbank
introduced a new facility under which it offers the banks Treasury
bills with maturities of normally three days as an outlet for surplus
funds.

In many respects the new money market control procedures
introduced in France in December 1986 operate in a similar way to
those now in place in Germany, though the institutional
arrangements are different. Thus money market rates are now guided
mainly by the rates applied in periodic acquisitions by the Bank of
France of paper by tender operations in much the same way as rates in
Germany are influenced by the Bundesbank’s temporary security
operations (see Section V). Though traditional open-ended credit
arrangements have played no steering role since the ordinary discount
entitlements were abolished in 1971, a reactivated short-term
“pension” (a type of reversed transaction in securities or bills) facility
continuously available for use on the initiative of the banks normally
sets an upper limit to fluctuations in the day-to-day money market
rate. (It was a seven-day facility until August 1988, when in a context
of uncertainty about developments in money market rates banks were
offered a choice between five and ten-day maturities.) A lower limit
can be set by short-term (normally day-to-day) liquidity-absorbing
“pension” operations conducted on an ad hoc basis at the discretion
of the Bank of France.

It is interesting to compare these arrangements with procedures in
the Netheriands, where the banking system as a whole has remained
dependent on accommeodation granted by the Netherlands Bank in
the form of traditional credit and “special loans” at market-related
interest rates (see Section V{b)). To ensure that this situation would
continue to prevail as the Netherlands Bank accumulated a new
portfolio of government securities (see Section V(a)), a reserve
requirement for banks was introduced in July 1988. The Netherlands
Bank regularly announces in advance banks’ average entitlement to
discount and lombard credit over three-month periods (sec Graph 3).
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Graph 3. Netherlands: Money market interest rates
and Netherlands Bank operations
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A surcharge may be imposed at short notice on borrowing in the
upper tranche of the entitlement (expressed as a certain percentage of
the penalty-free lower tranche, the so-called borrowing quota). Such
a surcharge was in effect (for the first time since 1981) between May
1986 and January 1987.% Nor mally, provision of liquidity by special
loans has been geared to keeping the banks® residual average credit
needs within the limits set by the entitlement, but even when no
surcharge has been in effect the quotas have at times been set
restrictively so as to keep the banks heavily dependent on
accommodation provided by special loans. Under these
circumstances day-to-day money market rates, which normally tend
to remain just above a level set by the ordinary rate for secured
advances (plus the surcharge when it is in effect), have at times risen
much higher. The system can help to ensure rapid rises in money
market interest rates when losses of official foreign exchange reserves
increase the banks” need for cemtral bank accommodation (see
Section VIII). However, it lacks the type of downward interest rate
flexibility which has been introduced in other countries in recent
years in that when market rates move down to a level close to the rate
on secured advances, market rates can he lowered only by a lowering
of this official rate.

In Belgium the official rates for discounts and secured advances
have remained at a higher level than most rates in the interbank
market since late 1984. However, the former no longer directly
influence the latter. Since May 1985 the official rates have been fixed
weekly in relation to (in practice higher than) the rate on three-month
Treasury certificates, an arrangement which essentiafly serves to
discourage the use of central bank credit by banks to finance the
acquisition of short-term government securities. In fact, bank
holdings of such securities, of which a proportion matures every day,
had become so large that banks were no longer dependent on central
bank accommodation.’® In this situation the rates on short-term

® For a time in the early 19805 a second, higher surcharge applied for borrowing in
excess of the entitlement.
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Treasury certificates, which affect the banks” willingness to acquire
and hold them, and, in turn, other short-term interest rates, had
become the key rates in the System.25 One implication is that liftle
scope is left for the play of market forces to influence money rates at
any maturity, and virtually any change in rates has to be initiated by
an official decision. Another is that in the absence of an official
interest rate response, downward pressures on the currency may tend
to be reflected both in sales of official foreign exchange reserves and
in a decline in Treasury bill sales (or net redemptions). To the extent
that this induces the Government to increase its net short-term
foreign currency borrowing, the official external reserves are
protected by what has been called an “automatic® mechanism,
though it is not a market one (see Section ViII).

In Jtaly the basic official discount rate has in recent years also
been applied for ordinary advances {under facilities which individual
banks can use, within agreed limits, to regulate fluctuations in their
reserve position) and as the basic rate for fixed-term advances from
the Bank of Italy. Since 1984 it has generally stood above the
overnight money market rate,"‘6 though the overnight rate has moved

* As one, two and three-month Treasury certificates are continuously available on
tap, banks can use them to invest reserves at any time and can also structure their
holdings in such a way as to permit expected reserve losses to be covered by
redemptions.

% The rates are set by the Board of Management of the National Bank, which can
also move the discount rate within a range specified at the weekly meetings of the Bank’s
Council of Regents, which officially sets the discount rate. The National Bank shares
with the Treasury responsibility for setting rates on six to twelve-month Treasury
certificates (which are issued by a tender procedure) and those on four-month paper
issued by the Securities Market Stabilisation Fund. The covernight interbank rate is
determined in a market segmented by regulations relating to the placement of clearing
balances (see Section V).

% The development of the overnight market began in the 1980s. The interest rate in
the longer-established interbank sight deposit market has typically responded only
slowly to pressure on bank reserve positions. Given the existence of structural borrow-
ing and lending and the absence, until recently, of a distinct term sector, not all nominal
sight deposits may actually have been liquid. The pattern of rates may also at times have
been affected by disequilibriain the credit market associated with the use of credit ceilings.
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back up above the discount rates in periods when the lira was under
pressure in the exchange market. In these circumstances market rates
have tended to move up towards the maximum penalty rate applying
for frequent recourse to fixed-term advances from the Bank of Italy,
as they had done in earlier years at times when the supply of reserves
could be effectively restricted. In an effort to make banks’ recourse
to credit from the Bank of Italy more predictable the maximum
periods between the use of fixed-term advances which trigger
application of penaltics were shortened in 1983 in order to provide
banks with a stronger incentive to repay advances as soon as the need
for them diminished, and the duration of the advances was made
variable, at the Bank of Italy’s discretion, up to a limit of twenty-five
days. In May 1985 a commission charge for unutilised credit lines
available for ordinary advances was introduced, together with
arrangements under which the Bank of Ttaly could cut the lines at
short notice if necessary. The proposed averaging arrangements for
reserve holdings (see Section VI) will give banks more scope for
managing their reserves flexibly. It is envisaged that the ordinary
credit fines will be progressively curtailed as the permitted scope for
reducing the Ievel of reserves increases. The intention is that the
official rates for fixed advances should in future be changed more
flexibly and be kept high in relation to market rates.

In Switzerland, too, the official lombard rate has generally been
kept at a higher level than term money market rates in the last few
years. Prior to a change in January 1988 (see Section V1), the banks’
compliance with the high cash liquidity requirements specified in
banking legislation was monitored only at the month or quarter-end.
Under these circumstances the banks’ demand for Swiss franc
reserves typically surged up strongly for one or two critical days each
month. Between 1981 and early 1988 the National Bank placed
quantitative limits on the extent to which it was prepared to
accommodate these “ultimo” demands for reserves by discounts and
secured loans and called for binding advance notification of the
banks® end-month accommodation needs. Partly reflecting the
difficulties banks experienced in forecasting their end-month reserve
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positions, very short-term interest rates at times rose very steeply at
the “ultimo” - with two-day Euro-currency at times reaching peaks
of over 100% (on an annualised basis). The National Bank is under
an obligation to rediscount a particular category of stockpiling bills,
but it could quintuple the effective cost of funds which are needed
only for one day by imposing a minimum five-day term. In carly
1988, when the monthly pattern of money market rate developments
had become much smoother, the five-day rule was abolished, and the
rediscounting facilities have come under more general review. One
question is whether it would not be appropriate to set the basic
discount rate at a level which would be normally higher than market
rates.

In Sweden new money market mechanisms introduced in
December 1985 included a graduated scale of charges rising above the
basic discount rate for Riksbank lending to the banks, with the steps
based on each bank’s borrowing in relation to its own capital. The
change resulted in the development of an active interbank market for
day-to-day money at interest rates which can be flexibly influenced by
changes in the banking system’s need for accommodation brought
about by central bank transactions in government securities (see
Graph 4). Arbitrage ensures that the day-to-day money rate is
determined by the cost to the marginal borrower of central bank
credit. A refinement of the scale of borrowing charges in early 1988,
when each step of the scale was split into two, enhanced the
Riksbank’s ability to guide the day-to-day interest rate at levels
above, but largely independent of, the basic discount rate. Should an
excess of reserves emerge, the interest rate paid on a deposit facility at
the central bank, which is below the lowest rate in the scale of charges
for borrowing from the Riksbank, would place a floor under the
day-to-day rate.

In Japan the basic official discount rate still lies well below the
call-money and bill rates in the interbank market. Central bank credit
is rationed by credit lines established under the provisions of the bank
credit control (“window guidance”) system. Moreover, decisions
about the daily allocation to banks are made completely at the
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Graph 4. Sweden: Money market interest rates
and Riksbank operations
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discretion of the Bank of Japan, which may also withdraw at any
time credit granted previously, so as to impose “repayment
pressure”. Decisions about the daily allocation of credit also affect
the charge applied, which is calculated (both start and end-dates are
calculated as a full day) to make the effective cost of using Bank of
Japan credit rise as the period of utilisation falls and can reach twice
the basic charge in the case of use for one day.?‘? In Japan, therefore,
central bank lending has long been a highly flexible and powerful
instrument which is stil} used, in combination with new market
instruments, either to offset daily fluctuations in bank reserve
positions or to tighten or ease these positions. The discretion which
the Bank of Japan can exercise in setting the terms of
accommodation can place the banks in a situation of great
uncertainty as to the conditions under which future reserve needs will
be met. Any acceleration or deceleration of the pace at which reserves
are provided in the course of the reserve-holding period in relation to
a steady growth path normally has an immediate effect on interest
rates in the interbank call-money market. In recent vears the
deregulation of the money markets has atlowed these rates to move
somewhat more freely than in the past in response to changing
pressures on reserve pnositious.28

in Canada Bank rate (the Bank of Canada’s official lending rate)
has since March 1980 been set each week at a level normally V4 %
above that of the average rate in the previous Treasury bill tender - a
similar formula had been used for setting Bank rate between
November 1956 and June 1962 and had remained in effect between
1962 and 1980 for setting the rate charged for liguidity assistance

 in principle a surcharge of 4% over the basic rate applies when individual banks
have to borrow in excess of their quota, but banks avoid such recourse, and in effect the
daily allocaticn procedures usually function as the effective limit on recourse.
Arrangements for “special lending” by the Bank of Japan for periods of up 1o three
months at rates higher than the discount rate were made in 1981 but have not been put
into effect.

B The amplitude of the movements has not, of course, been large by the standards
of many other countries.
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granted by the Bank of Canada to security dealers under purchase
and resale agreements (see Section V). Under these arrangements,
which were largely designed to help cope with increased volatility in
interest rates in the United States, Bank rate normally remains above
the interest rate on day-to-day interbank loans, though changes in the
term structure of money market rates can influence the size of the
margin. Advances by the Bank of Canada are used only occasionally
by individual banks to meet shortages of reserves caused by the
exigencies of the ciearing.zg indeed, accommodation at Bank rate is
available to individual banks only once in each fourteen-day reserve-
holding period; the charges for more frequent recourse are entirely at
the discretion of the Bank of Canada. Moreover, the imposition of a
one-day lag in the crediting of the proceeds of payments for
short-term securities transactions and interbank loansin the books of
the Bank of Canada implies, in effect, that individual banks have
been able to cover shortages of cash arising on the last day of the
reserve-holding period only by advances from the Bank of Canada.
Uncertainty about the terms on which end-period reserve needs will
be met has provided them with an incentive to aim at holding a buffer
of free precautionary reserves at the end of the reserve period, with
the result that increases or decreases in the day-to-day interbank rate
can be induced by raising or lowering the daily supply of reserves in
relation to the banks” planned trajectory for the accumulation of
excess reserves during the holding period. Although it is planned to
restructure reserve requirements, retention of the special clearing
rules should permit the Bank of Canada to retain close control over
the day-to-day interbank interest rate.”

* In 1985 term loans and other shori-term advances were extended on a large scale
toindividual banks which encountered liguidity problems, but the anzounts outstanding
have subsequently been reduced.

¥ New clearing settlement arrangements introduced in July 1986 eliminated the
cost to banks of the one-cay lag by an accounting procedure involving backdating, but
did not change the incentive to build up excess reserves sice banks still cannot adjust
their reserve positions on the last day of the reserve-hoiding period without recourse to
the Bank of Canada.
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In the {/nited Kingdom continuous publication by the Bank of
England of a minimum lending rate was terminated by the 1981
money market reforms. This change formed part of an effort to
overcome # propensity to delay making changes to official posted
rates by permitting market judgements - formed on the basis, inter
alia, of developments in the money stock - to exert more influence on
interest rates. At the same time, the authorities terminated the
practice of deliberately creating reserve shortages by issuing Treasury
bills in excess of expected Treasury cash needs at the weekly auction
and of relieving them subsequently - either by purchasing Treasury
bills at posted dealing rates or by lending to the discount market’' so
as to make the authorities’ chosen minimum lending rate effective.
The authorities have since sought, in effect, to balance the money
market each day, offsetting estimated surpluses and deficits by
market operations without the aid of reserve-averaging or other
arrangements for absorbing disturbances in the supply of reserves.
They have continued to operate an interest rate based monetary
control system. At first they tried to confine their operations to very
short-term market transactions in bills at interest rates quoted by the
discount houses at the invitation of the Bank of England. If the rates
offered were unacceptable (in that they lay outside an unpublished
band), additional reserves could be supplied or withdrawn. However,
these arrangements were not successful in disengaging longer-term
money market rates from direct official influence (see Section V). In
addition it came to be recognised that in some contexts procedures
which could permit a clearer official lead in the formation of interest
rates were needed. Since 1985, therefore, the Bank of England has
from time to time refrained from buying the full amount of bills
necessary to accommodate the system and has instead invited the
discount houses to borrow from it - once, in January 1985, at a
minimum lending rate posted in the morning for one day and on

*'Most Bank of England money market and lending transactions have
traditionally been conducted with specialised bill discount bouses, which in effect play
an intermediary role between the authorities and the banks.
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many occasions under the “2.30 arrangements” which come into
effect at a time of day when the position of the market is fairly well
established (see Graph 11). Such lending is effected at interest rates
and for periods chosen by the authorities. The duration is normally a
week or kess but has been longer on oceasions when the aim has been
to stabilise interest rate expectations.u

V. Market operations and fine-tuning instruments

Outright purchases of securities in the open market, often
regarded as a kind of prototype of open market operations, are still
of minor importance in money market management in most
countries. It is more in the development of new techniques and
instruments for use in supplying and withdrawing bank reserves on a
shori-term temporary basis and for fine-tuning interest rates that the
major changes have taken place. Some of the instruments concerned
are similar in certain respects to ones developed earlier in private
markets. In some cases their use by the central bank involves
transactions in private markets at prices quoted by dealers. In others,
however, the interest rates applied can be flexibly set by the central
bank, though in other respects the transactions may be little different
from an ordinary credit operation. Since these newer techniques and
their implications for the conduct of monetary policy are less well
known, some fairly technical information is included in the following
sections. The use of market instruments in individual countries is
summarised in Table 3.

fa) Outright market transactions in securities and bills>’
Ouiright purchases in the secondary market of Federal
Government and, to a more limited extent, Federal Agency securities

21n addition, “late assistance” may be given on undisclosed terms at the end of the
day, when the outcome of the ciearing is known.

B Including sales by the central bank of its own or government paper for the
purpose of absorbing bank reserves.
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have long been the principal instrument for providing bank reserves
on an enduring basis in the United States. Transactions are handled
“over the counter”, the bulk of the orders being placed with so-called
“primary” dealers in ‘Treasury securities, some of which are
specialised departments of money-centre banks. Normally, dealers
are requested to tender for securities of a particular type and
maturity. Allocations take place at the most favourable bid prices, up
to the point at which the desired amount is purchased or placed (“US
allocation system”}. The institutional context is one of an unusually
sharp distinction between debt management operations, which are
conducted by the Treasury, and monetary policy operations,
essentially consisting in net purchases in the secondary market,
conducted by the Federal Reserve. The Federal Reserve does not
acquire government securities in the primary market, though it may,
in effect, redeem securities directly“ and does so in periods when
large reductions in bank reserves become necessary.

Generally, the Federal Reserve engages in only three or four
outright purchase transactions in notes and bonds each year and not
more than two open market sales. Normally, transactions are heavily
concentrated in the Treasury bill market, which is very broad.
Operations are typically conducted in a way which minimises their
direct impact on the structure of yields.35 Market participants are

*By submitting low bids which seem: unlikely to be successful in funding
operations. For securities it wishes to replace it may make “non-cormpetitive” bids.
Such bids, which are often also made by small investors, are allocated in full at an
interest rate determined by setting “competitive” bids against the remainder of the
amount offered for tender. “Even-keel” procedures, under which Treasury funding
operations were taken into account in the conduct of Federal Reserve operations, were
abandoned in the 1970s.

*In the long run a rough proportionality is maintained between the maturities of
Federal Reserve holdings and that of total Treasury issues. In purchasing medium or
long-term securities, the Federal Reserve secks neither to utilise nor to impose a
particular view of the interest rate outlook and accepts the existing market yield curve.
At times, however, sales of bills have beer: undertaken on a large scale with a view to
underscoring the thrust of policy.
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usually able to anticipate the timing of these transactions and do not
interpret them as a policy indicator. As much as half the System’s
total outright transactions are handled by it acting as counterparty to
foreign central banks instead of passing their orders on to the market.

In Canada, too, purchases of government securities have long
constituted the main asset counterpart of the expansion of central
bank money over time. However, in contrast to practice in the United
States, the Bank of Canada acquires securities for its own account in
the primary market to a considerable extent by buving government
bonds at issue and by participating in the Treasury bill tender. These
operations do not play an important role in the short-term
management of bank reserve settings, but they have been used to
signal the Bank of Canada’s interest rate intentions, for instance at
times when the management of day-to-day rates was ineffective in
countering downward pressures on term money market rates coming
from strongly held market expectations of capital gains on securities
induced by falls in interest rates in the United States. Open market
operations in bonds have also, on occasion, been aimed at directly
influencing the term structure of interest rates, while the influence of
operations in Treasury bills, either in advance of or at the tender, may
be enhanced by market awareness of the link between the Treasury
bill rate and Bank rate. The Bank of Canada’s ability to influence the
tender rate has decreased, however, in recent years as the volume of
purchases by other participants has increased.

In most other countries outright purchases of Jong-term securities
by the central bank have been limited in scope and have played
virtually no role in the conduct of day-to-day money market policy.
Given the narrowness of the markets for fixed interest securities other
than government bonds, many central banks have wished to avoid
operations which might tend to distort developments in long-term
interest rates or might tend to circumvent limits on central bank
lending to the government. Such considerations still carry some
weight in Germany, Belgium, the Netherlands and Switzerlignd. In
addition, the development of open markets in negotiable public or
private sector short-term paper is still impeded by taxes on security

49



transactions in Germany and Switzerland; in the Netherlands the
Treasury deliberately restricts its recourse to short-term financing,
and in Belgium short-term Treasury paper is available only to banks.
However, in Japan, France, Sweden and Italy, in particular, the
authorities have actively encouraged the development of open
markets in short-term securities in recent vears, partly with a view to
paving the way for open market operations. In some countries the
central bank has regularly taken up government securities either
direct from the Treasury (as in the case of bonds for subsequent sale
“on tap” in the United Kingdom or Treasury bills in Japar) or in the
process of, in effect, underwriting syndicated issues or auctions {as in
Italy). In such cases market operations by the central bank in the
securities concerned may at times have to serve mainly for absorbing
bank reserves. In Japan and Sweden outright open market operations
in bills and short-term securities are now used to a significant extent
for regulating the supply of bank reserves and for influencing the
term structure of money market interest rates. However, only in the
United Kingdom do they constitute the principal instrument for
money market management.

In Belgium and the Netherlands the central banks have not
operated on the market for government securities at all in recent vears
and have also refrained in principle from purchasing other kinds of
bonds.’® The Netherlands Bank has recently decided to build up a
small portfolio of government bonds acquired from the Treasury at
issue for use in transactions which could signal the Bank’s views with
respect to bond yields and the term structure of interest rates.
However, the intention is not to make any significant change in the
procedures for money market management or in short-term interest
rate policy, which is still mainly geared to ensuring that commitments
within the European Monetary System with respect to the exchange
rate of the guilder are met. Instead, open market operations in the

* In Belgium intervention on the secondary market and amortisation operations
are carried out by the Securities Market Stabilisation Fund {Fonds des Rentes), an
independent body which is, however, managed by the central bank.
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capital markets would serve as a supplementary indirect instrument
of policy - in place of direct credit restraint’’ - which, if effective in
exerting an independent influence on the term structure and the
demand for money, might help to underpin the exchange rate
objective in the medium term.

In Germarny the Bundesbank has engaged only sporadically in
major open market purchases of securities and has never held a large
portfolio of bonds for any length of time. It may not purchase bonds
direct {rom the issuer. It engages in operations designed to ensure a
steady market for fixed interest securities issued by the Federal
Government and its funds, but only for the account of the issuer. In
order to absorb bank reserves, the Bundesbank has at times soid
“mobilisation™ paper {Treasury bills and Treasury discount notes
(*U-Schitze™) issued by conversion of a long-standing illiquid
claim on the Government) and “liquidity” paper (liabilities of the
Bundesbank) to banks and non-banks.”™ The interest rates are
determined by the Bundesbank in accordance with money market
policy: as in the case of “financing” paper issued by the Treasury,
which is not specified as being within the Bundesbank’s “money
market regulating arrangements”, only certain types of
“mobilisation” and “liquidity” paper are, in principle, eligible for
sale to the Bundesbank prior to maturity. A standing facility offered
by the Bundesbank for the temporary investment of excess bank
reserves in Treasury paper now effectively serves to place a floor
under fluctuations in the day-to-day money rate in normatl
circumstances. In Switzerfand the National Bank has in recent years

*1n 1986 and 1987 the banks had undertaken under arrangements concluded with
the Netherlands Bank to limit their contribution fo domestic liguidity creation
(essentially, bank credit to the private sector and long-term lending to the public sector
minus the increase in banks’ long-term non-monctary labilities). In providing an
incentive to borrowing by banks on the capital market, these arrangements had been
intended to help stecpen the term structure of interest rates and to moderate the public’s
demand for monetary assets.

*In practice, mainly public bodies such as the Post Office and foreign central
banks.
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gradually built up a portfolio of securities - mainly bank and
cantonal bonds - with a view to diversifying its liquidity-supplying
instruments. In the 1960s and early 1970s the National Bank issued
special sterilisation paper (“rescriptions”) on behalf of the Treasury
to neutralise some of the effects on bank reserves of official
purchases of forelgn exchange; it is empowered to issue and
repurchase interest-bearing, non-negotiable notes drawn on itself but
has not used this instrument for managing bank reserves, (Some
issues were held by a foreign monetary authority in 1980-82.)

For some years the Bank of Japan has also followed a policy of
gradually increasing its holdings of securities, including ten-year
government bonds, to help meet the trend rise in the demand for
central bank money. These purchases are made in the open market
(i.e. from dealers as well as banks) by means of a tender procedure
which at first took four to five days to complete but was subsequently
simplified to permit same-day transactions. Tenders have become
smaller in amount and more frequent, but the operations are still not
normally used for very short-term or seasonal reserve adjustments.
To help offset the impact on bank reserves of seasonality in the
gavernment accounts and in the note issue, the Bank of Japan has
since the early 1970s purchased and sold first-class corporate bills
{(and bills of financial institutions with corporate bills as collateral) in
the market on a considerable scale. However, the average stock of
commercial bills which it holds has grown little over time (see
Graph 5). Sales in the call-money and bill markets of self-addressed
and self-accepted bills drawn by the Bank of Japan with maturities
ranging from several days to a few months have also been made from
time to time. (The longer-term bills drawn for sale in the bill market
are normally reseld in the market by shori-term money market
dealers.) This instrument can be used to supplement changes in
lending, in making day-to-day or hour-to-hour adiustments in bank
reserve positions and for helping to counteract secasonal swings. Most
of the Treasury bill issue is still normally taken up directly by the
Bank of Japan, but the Bank has since 1981 sold short-term Treasury
finance bills to a limited extent in the market for the purpose of
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Graph 5. Japan: Money market interest rates
and Bank of Japan operations
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absorbing seasonal surpluses of bank reserves. Its degree of freedom
in determining the timing and amount of these sales has increased
gradually, but the market has not expanded enough to permit the
execution of buying operations. In 1986 the Bank of Japan purchased
certificates of deposit for the first time, and it is considering
cominencing transactions in commercial paper in 1989. Market
operations at different maturities and in different instruments {which
may be used simuitaneously to supply and absorb bank reserves)
permit the Bank of Japan to exert an influence on the term structure
of money market interest rates and help to ensure that interest rate
policy impulses are effectively transmitted from the interbank
market, which can be closely controlled by the Bank of Japan, to
markets which are open to the participation of non-banks.
Operations in Treasury paper and in CDs were explicitly developed
with the latter objective in mind.

In November 1988, following a period in which open market rates
had moved well above interest rates in the call and bill markets, the
Bank of Japan announced that it would in future directly influence
only rates in these markets at maturities of up to seven days. It would
rely more on market forces for influencing rates at longer term. To
facilitate arbitrage the commercial bill market was extended to terms
of {ess than one month and the uncollateralised call-money market to
transactions at up to six nmonths.

In France outright purchases of private and public sector paper by
the Bank of France from credit institutions via discount houses under
a tender procedure introduced in 1973 (“achats fermes sur appels
d’offres”) subsequently constituted the principal instrument for
meeting banks’ foreseeable liquidity needs, at least in periods when
interest rates could be kept fairly stable. Since December 1986 these
transactions have been replaced by similar “pension” (security
repurchase) transactions (see below). With participation essentially
confined to credit institutions, these public tenders have never been
regarded as true “open market” operations. However, the Bank of
France reserves the right to undertake anonymeous transactions in the
secondary markets in bonds and other securities and has since
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December 1986 purchased and sold Treasury bills in this way on a
limited scale.

In Sweden open market transactions by the Riksbank, in the form
of outright purchases and sales of Treasury discount notes from
banks and dealers, were undertaken for the first time on a significant
scale in May 1984. Since then they have replaced the old form of debt
management (mainly secondary market sales of government
securities} as the principal instrument for actively influencing bank
borrowing from the Riksbank, particularly in circumstances in which
the aim is to bring about changes in interest rates (see Graph 4).
Transactions in Treasury discount notes at different maturities are
also designed to influence the term structure of money market
interest rates.

In the United Kingdom the 1981 reforms were designed to make
market transactions in bills by the Bank of England the principal
instrument for regulating the money market - the idea being that
transactions should take place at a range of best prices guoted by the
discount houses. In fact, against a background of sirong pressures on
money market liquidity and a depletion of the supply of Treasury
bills in the market which came about in a context of persistent
overfunding of the Government’s borrowing requirement (see
Section VII), official purchases of private bills became, for a time, a
large and continuing source of reserves for the banking system. The
Bank’s efforts to lengthen the short average maturity of its bill
holdings so as to reduce the huge volume of purchases necessitated by
redemptions alone implied that the determination of term money
rates could not be left to the market, as intended. Term operations
may also, af times, have imparted a downward bias to market interest
rate expectations which made rate increases more difficult to
implement. Though the market could initiate declines in interest
rates, the responsibility for making increases was clearly passed back
to the authorities, and, contrary to the original intentions, the
political profile of short-term interest changes, which came to be
interpreted as an indicator of the success of overall government
policy, actually seems to have risen. After the decision to cease
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overfunding was taken in April 1985, the stock of Treasury bills in the
market, by then barely enough to keep the market in existence, was
able to rise and the Bank of England’s holdings of commercial bills
fell.

In {taly open market operations by the Bank of ltaly traditionally
consisted mainly in sales of government securities bought at issue in
an effort to control the impact on bank reserves of Treasury
borrowing at the central bank. The aim in recent years has been to
reduce the need for these sales and to create conditions in which
temporary security operations could form an effective instrument of
maonetary policy. The measures taken included an agreement
concluded with the Treasury in July 1981 (“the divorce”), under
which the Bank of Italy’s purchases of Treasury bills at the auction
for subsequent sale on tap were to be limited to an established
proportion of the issue, and various changes were made in the
procedures used by the Treasury for selling securities (see Section
VID.

{b) Reversed transactions in securities and bills

in recent years central banks in many G-1( countries have made
increased use of reversed transactions in domestic securities for
regulating money market developments - in some of these countries
these transactions are now the principal instrument used for this
purpose. Purchase and resale transactions, consisting in the purchase
of securities under a contract providing for their resale at a specified
price on a given future date, may be used to supply reserves in very
flexible ways, while sale and repurchase agreements can serve to
absorb reserves.”

The attractiveness of these instruments to central banks is not
difficult to explain. The operations can usually be implemented

¥ In the United States, where established market terminology is based on the
viewpoint of the dealer, “repurchase” or “RP"™ transactions by the System are
reserve-supplying operatiens, while reserve-absorbing operations (in effect reverse
RPs) are known as “matched sale/ purchase (MSP) transactions®”.
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guickly, without a significant effect on the price of the underlying
securities. In some cases existing private markets can be used; in
others special procedures lend the transactions many of the
characteristics of a secured loan. Yet in using them, central banks
need not be committed to previously published official lending rates.
In fact, the central bank can retain the initiative in setting the
amount, timing and duration of the contract and in deciding whether
to renew it or to let it unwind upon maturity. Hence the instrument
can easily be adapted for countering movements in the supply of
bank reserves from other sources while, if desired, preserving a
degree of uncertainty about the terms on which banks’ future
liquidity needs will be met. Reversed security transactions are now
used in implementing monetary policy in the Urited Staies, Japan,
Canada, Germany, France, the United Kingdom and Sweden, whilea
special loan instrument with some comparable attributes is used in
the Netherlands. However, the nature of the operations and the
purposes for which they are used varies from country to country in
some significant respects.

In the United States, where the private market for reversed
transactions in government securities has long been large and active,
the Federal Reserve now uses reversed security transactions on a
regular and continuing basis for adding to and withdrawing bank
reserves in large amounts for very short periods. The System can
normally effect transactions in large amounts within the day by
calling for tenders from dealers for particular maturities, which may
range up to fifteen days but are usually for one day.40 Even when the
scale of System RP operations has been geared mainly to objectives
for bank reserves, their timing has been influenced by awareness that
the Federal funds rate could record large fluctuations in the absence
of offsetting Federal Reserve operations {especially around quarter-

“1n 1987, for instance, gross repurchase transactions on the Open Market
Account came to $315 billion and gross matched transactions came to $851 billion,
compared with gross outright purchases of $37 billion and a total net increase in the
System’s portfolio of $11 billion.
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end statement dates). RP transactions can contribute directly to
stabilising interest rates in that they often serve to finance dealer
positions which might otherwise have to be liquidated. That dealers
normally have an option to terminate repurchase agreements in
advance of maturity and tend to do so if market conditions turn out
to be easier than expected can also at times help to moderate
fluctuations in interest rates. Most System operations are in
government securitics; some are in Federal Agency securities, but
System RP transactions in bankers’ acceptances were terminated in
July 1984. The Federal Reserve itself normally offers repurchase
facilities as an investment instrument for balances of foreign official
customers. However, by passing these transactions through to the
market it can neutralise the impact of increases in foreign balances on
the reserves of the US banking system.”!

In most other countries the nature and impact of the central
bank’s reversed security transactions is somewhat different. In most
cases private markets for reversed security transactions, where they
exist, are narrow and central banks have established special
arrangements for their own operations. In Germany and France
periodic reversed security transactions offered under an auction
procedure for perieds of several weeks or more now constitute the
principal instrument for supplying banks’ foreseeable reserve needs
and for steering short-term interest rates. Central bank reversed
security transactions may also, however, be used flexibly for various
other purposes which have varied from country to country and over
time,

In Germany, where the Bundesbank had published special
market-related rates at which it was prepared to purchase certain
types of domestic bills from banks under repurchase agreements
outside banks’ discount quotas at various times between 1973 and

“ “Customer RPs” are frequent but usuaily relatively small and, given that the
Federal Reserve normally indicates when it is undertaking such transactions, the market
vsually attaches more significance to “System RPs” as an indicator of Federal Rescrve
interest rate intentions. (There is no analogous instrument for absorbing reserves.)
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1982, reversed purchases from banks of securities eligible as
collateral for lombard loans began in 1979. These operations were
used more intensively as from 1982, first to smooth the development
of bank reserves in a context of large annual transfers of Bundesbank
profits to the Government and then to test market reactions to
progressive declines in interest rates. At that time the practice was still
to avold a build-up over time in the total outstanding balances by
using reductions in reserve requirements and increases in banks’
rediscount quotas to consolidate the provision of reserves by
temporary instruments. As from late 1984, however, the terms of the
repurchase operations were lengthened and they were used to supply
reserves in a more durable way. Reversed operations became even
more important, both as a source of reserves and as an influence on
market interest rates, when the lombard rate was raised above the
tevel of market rates in 1985. A subsequent decline in the outstanding
stock of claims mainly reflected its use to cushion the impact on bank
reserves of large net purchases of foreign exchange by the
Bundesbank in 1986 and 1987 (sce also Graph 2).

In recent years reversed security transactions have generally been
geared to covering the prospective reserve requirements of the
banking system for a month or two ahead in a way which ensures that
the banks’ needs f{or other types of central bank credit remain
limited. When a very short-term adjustment in reserve positions
becomes necessary, it is typically effected by other instruments such
as foreign currency swaps and the transfer of government deposits
from the Bundesbank to the banks. In these circumstances the
interest rates applied on reversed security transactions have served as
a centre of gravity for interbank money market rates at about one
month, white the type of tender used has served as a sensitive
indicator of the central bank’s intentions with respect to the
flexibility of the day-to-day interbank rate, as influenced, for
instance, by exchange market conditions.

The two different tender procedures which have generally been
used for security purchase and resale operations differ in the extent to
which they permit bids to influence the rate applied. Both permit the
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Bundesbank to exercise close control over the amount of reserves
supplied by reversed security transactions as well as over the timing
and duration of the operations. For “volume” tenders the
Bundesbank quotes a fixed interest rate at which it is prepared to
accept bids and allocates the total amount on which it decides by
scaling down individual bids. “Interest rate” tender procedures,
which have been used at times when it seemed appropriate to permit
somewhat more flexibility in the determination of short-term interest
rates, more closely resemble market practice in that banks are asked
to submit prices and amounts. Even so, a minimum rate announced
by the Bundesbank has tended to be followed in tendering by most
banks that are not active borrowers or lenders in the money market.
Until recently allocations have always been made uniformly at the
rate of the last bid which is within the framework of the total
envisaged allocation (“Dutch” allocation procedure). However, as
from September 1988 the Bundesbank used interest rate tenders for
two-month accommodation with “American” allocation procedures
(under which each bidder pays the rate indicated in the bid) together
with a volume tender for one-month accommodation. In November
1988 the American allocation procedure was extended to the tender
for one-month accommeodation, In a period in which market interest
rates had been high relative to the uniform tender rate banks with
ample collateral had an incentive to bid for very large amounts. More
important, the replacement of the single fixed allocation rate by a
range of rates quoted by banks potentially implied a substantial
further lowering of the profile of the charges applied in central bank
operations. Tenders originally took two days to implement but under
simpler procedures introduced in April 1987 can now be effected in
one day. The securities involved are typically lodged with the
Bundesbank in advance so as to facilitate the transfer under
arrangements similar to those applying to security for lombard
credit.

In France “pension” operations42 of various types have been used
for supplying bank reserves since 1969, with relatively more reliance
being placed on regular day-to-day operations or standing, term
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“pension” facilities than tender operations in periods in which
external considerations called for close control of money market
interest rates {see Graph 6 and Table 4). Under the arrangements in
place since December 1986 the Bank of France supplies the bulk of
the banks’ envisaged reserve needs by “pension” operations in which
it acquires by tender global mobilisation certificates representing
eligible paper maturing within a given period held in the portfolios of
credit institutions. (Normally the underlying paper need not be
deposited with the Bank of France.) Participants in the tender, which
now include major banking institutions as well as discount houses
acting on behalf of their client banks, are invited to indicate amounts
of central bank money desired at each rate they quote up to a limit set
by their holdings of eligible paper. Allocations are made at a uniform
rate fixed by the Bank of France to banks bidding at or above that
rate. (In practice, banks tend to make applications, at prevailing
rates, for the full equivalent of the eligible paper they hold, and the
bids have to be scaled down to a total chosen by the authorities.)
Usually there are about three to five operations per month with an
average term of about three weeks, but on occasion shorter maturities
have been offered in addition. As in Germany, the interest rate
applied has had a signalling effect and usually acts to stabilise term
interest rates in the money market. The procedures permit the central
bank to exercise a good deal of discretion with respect not only to the
size, frequency and duration of the operations, but also with respect
to the interest cost of reserves supplied in this way. Even so,
consideration has been given to the possibility of accepting bids at the
rates quoted, which could remove the subsidy implied in the use of a
uniform rate which is generally below the cost of comparable
financing in the market. The Bank of France also periodically uses
day-to-day “pensions™ conducted at market rates with large banks,

¥ To a considerable extent interbank operations on the money market take the
form of “pensions” - temporary transactions in securities and bills in which the titles
are not transferred from one balance sheet Lo another. (The standing official fixed rate
facility described in Section IV also takes this legal form.)
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Graph 6. France: Money market interest rates
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mainly for offsetting unexpected reserve shortages or deficiencies
which seem likely to cause large fluctuations in money market interest
rates. Since the termination of the fixing in December 1986, the Bank
of France has been able to exercise its discretion in deciding to report
such transactions to the market. A substantial volume of reserves was
supplied temporarily by means of this instrument following the stock
market collapse in October 1987.

Tender procedures comparable to the “volume” tender in
Germany are also used in the Netherlands for allocating special loans
(i.e. loans to banks which are not counted against the entitlements
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Table 4. Bank of France money market operations
(Amounts outstanding, in billiens of French francs)

1972 | 1974 | 1976 | 1982 | 1984 | 1986 | 1987

At variable interest rafes:’ 335 | 8.8 | 30.7 724 9244 373 775
Day-to-day “pensions” 14.6 1.0 0.3 8.4 .4 1.8 9.5
Term “peasions” 17.2 | 15.9 { 194 21.0 123 6.2 )

Tender operations 1.7 ] 699 1 11.0 43.0] 797 28.3] 5938
Treasury bills bought in market - - - - - - 8.2
At fived rates?; - 13.5 | 21.3 66.21 5551 352 3035
Discount credit? 11.4 | 13.5 | 21.3 78.81 B88.9} 7721 68.2
Biocked redepositing - - - =12.61-33.4|-42.0] 377
Total’ - 97.2 | 51.5 | 143.7 47,9 7251079

! Daily averages, calendar year as from 1984; previously end-month averages. ? Daily
averages, calendar year as from 1984; previously daily averages for banking months.
* Mainly privileged export credit (for 1972, end-of-year).

which apply to borrowing under standing facilities). The duration of
special loans is generally seven or fourteen days, a new tender being
held when they reach maturity. The rate apphed is normally refated to
current market rates. The loans are secured, eligible paper usually
being left in the custody of the Netherlands Bank to facilitate the
operations. As the Bank has until recently held virtually no
negotiable domestic paper, fpans have accounted for the bulk of
domestic assets, and, though the quotas for ordinary loans have been
increased from time to time, the outstanding stock of special loans
was on average quife large in the 1980-86 period. In the fate 1970s
prospective shortages of collateral prompted the experimental
introduction of a system under which the banks could assign part of
their private sector portfolio to the Netherlands Bank. Against a
background of weak private demand for credit, holdings of
government paper in the banking system subsequently increased, but
because they are unevenly distributed, the system’s collective quota
cannot always be exhausted unless some parties play a channelling
function in the market.

Because of the strong signalling effect of the interest rate on
special loans the Netherlands Bank has often been reluctant to use it
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to initiate a rise in the level of market rates. In fact, even in a context
of infrequent special loan operations the market has often adapted
short-term interest rates in a way consistent with stabilising the
guilder/DM exchange rate, given the credibility of the authorities’
commitment to this objective. At times when banks expected interest
rates to fall they have been inclined to defer recourse to special loans
in a way which has tended to delay the decline in interest rates. In
cases of this kind the Bank has sometimes issued a second
overlapping special loan. Use of special loans to supply liquidity
temporarily on a very short-term basis was formerly avoided, but
since mid-1986 loans for periods as short as one to three days have
been granted.

In the United Kingdom the Bank of England has in recent years
periodically carried out purchase and resale transactions with banks
In government securities (and in paper relating to government-
guaranteed, fixed interest rate shipbuilding and export credits)
outside the market on market-related terms proposed by the Bank.
Originally only used to meet peak seasonal liquidity needs in the
market arising in the main tax collection period, these transactions
carme to be used more often to help take some of the load of providing
cash to the banking system off normal day-to-day operations. The
use of the technique remained restricted by the availability of suitable
collateral in the banking system. Purchase and resale transactions in
comimercial bills with the discount houses have been conducted more
frequently, also on terms proposed by the Bank, either to mobilise
long-term bills not eligible for purchase by the Bank of England or on
occasions when expectations of declines in interest rates made the
market unwilling to offer long-term bills for sale on terms acceptable
to the Bank. Neither type of purchase and resale operation directly
contributes to establishing the official view of interest rates against
that of the market, however,

In Italy the central bank has since 1979 conducted reversed
operations in Treasury bills, variable interest rate Treasury
certificates and, to a lesser extent, other Treasury securities. Since
1981 competitive tender arrangements with an American allocation
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system have been used. The Bank of Italy does not announce a
maximum or minimum rate but reserves the right to refuse bids
submitted on conditions that seem extreme. Operations are usually
conducted at irregular intervals for durations of one to thirty days, as
specified by the Bank of Italy. In addition, since March 1984 the
Bank has regularly financed - by repurchase agreements concluded at
the Treasury bill tender rate — a predetermined proportion of the
quota of the issue which the underwriting syndicate of banks is
committed to take up. In 1988, to facilitate the development of a new
secondary market in government securities, the Bank of Italy
undertook to finance primary dealers within certain limits for up to
seven days by reversed operations concluded at the interest rates on
the securities involved.

Reversed security operations have been used to help moderate
short-term movements in bank reserves in conjunction with the
fortnightly Treasury bill tender, the monthly inpayment of
compulsory reserves by the banks, and, more generally, swings in the
Government’s position vis-a-vis the Bank of Italy and in the
country’s official external reserves. The predominant need has been
for reserve-absorbing sale and repurchase transactions. However,
since late 1985, in periods when bank reserves were absorbed by
outflows of funds and unusually strong demand for government
securities in a context of interest rate declines, the Bank of Italy has
been able for much of the time to make flexible use of sale and
repurchase agreements to help steer short-term interest rates. With
the official basic discount rate generally at a higher level, the
overnight interbank rate has often followed the marginal rate at the
tender quite closely (see Graph 7).

Tenders with an American allocation system are also usually used
in Sweden for reversed transactions in Treasury discount notes by the
Riksbank. These are employed, in particular, to counter flexibly the
often sizable expansionary or contractionary effects on bank reserves
of movements in the Government’s cash position and o keep the
marginal cost of its lending to banks consistent with the objectives for
money market rates. In certain situations, however, the Riksbank has
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Graph 7. Ttaly: Money market interest rates
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chosen to specify an interest rate for repurchase operations. All
dealers in government securities are invited to participate in reversed
security operations. In August 1988 - in a situation in which banks’
reserve shortages were expected to be especially great, and in which a
lack of Treasury discount notes in the market preciuded the use of
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Table S. 1taly: Bank reserve creation on Treasury account
{Amounts outstanding at end of year, in billions of lire)

1977 1982 1987
Treasury securitics held by Bank of Ttaly*® 29,0661 38,059 71,781
Use of Treasury account at Bank of italy 4,796 31,910 61,981
(Unutilised balance available) (2,986} (—2,290) (1,101}
Total {including other items) 35,769 76,733 137,223

* Including Exchange Office.

reversed transactions for supplying reserves on a large scale - the
Riksbank used an auction procedure for allocating a large amount of
one-month uncoellateralised special loans to banks and security
dealers,

In Japar purchases of long-term government bonds under resale
agreements by the Bank of Japan began in December 1987, the
purpose being to increase the flexibility with which the supply of
bank reserves could be managed and to permit better control over
interest rates in markets which are open to participation by
non-banks.

The Bank of Canada normally enters into purchase and resale
transactions only with specialised security dealers. The operations are
carried out at Bank rate and serve only as last-resort accommodation
for use when financing is not available from other sources. Any
undesired effect on bank reserves is offset by other operations.
However, in recent years the Bank of Canada has occasionally
acquired short-term government securities from banks and dealers
for one day, at terms of the Bank’s own choice, in special purchase
and resale transactions designed to relieve unusual temporary strains
on bank reserves at the end of the reserve period. It is considered that
more intensive use of these transactions could reduce the efficiency
and speed with which the overnight money markets function. in 1986
a special sale and repurchase transaction was used by the Bank of
Canada for the first time to resist unusual downward pressures on the
cost of overnight financing.
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(c} Reversed foreign currency operations

Official spot purchases or sales of foreign exchange are normally
geared to objectives for the exchange rate, and their impact on bank
reserves and money market interest rates is considered as an actual or
potential constraint on money market policies. Even spot foreign
exchange market operations may, however, be geared to influencing
bank reserves and short-term interest rates, in the first instance, and
exchange rates only indirectly - especially in contexts in which
forward exchange rate expectations in the market are firmly
anchored by credible exchange rate commitments. In some countries
prior to 1973, and at least in the Netherlands more recently, the
central bank could sometimes regard spot foreign exchange market
purchases or sales as an instrument of a money market policy
designed to reinforce exchange rate stabilising interest rate behaviour
in the market. Outright forward purchases or sales of foreign
exchange which have a delayed impact on bank reserves can also be
used as an instrument of money market policy in some contexts (as
was done, for instance, in the Netherlands in 1987). However, swap
operations in the foreign exchange market, made under a contract
providing for the purchase and sale of foreign currency in the market
for two different value dates, are viewed in a number of countries as
being more clearly a standard instrument of money market policy.

These transactions have to be seen against the background of an
active interbank swap market in the currencies of many G-10
currencies, which has long played a major role in short-term
international interest rate arbitrage.43 For the major currencies
arbitrage ensures that premia or discounts quoted in the swap market
for a given maturity (converted into percentages per annum) are
normally equivalent to the corresponding differentials between
interest rates in currencies on the international markets, and the latter

% Swap markets, which serve in particular to cover banks’ forward foreign
exchange commitments to their customers, have normally been more active than
forward markets.
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in turn normally differ from domestic interbank interest rates only to
the extent that the relationship is influenced by exchange controls or
reserve requirement regulations. Official swap operations, which in
most cases involve spot purchases or sales under a contract providing
for their reversal at a future date (in some cases separate spot and
forward transactions are used), can be seen as analytically similar in
many respects to temporary operations in securities or bills - there is
a direct impact on banks’ domestic currency reserve balance at the
central bank, but the spot (or forward) exchange rate will normally be
influenced only to the extent of the impact on interbank interest rates
in the domestic currency.‘M (Since the foreign asset the central bank
acquires is covered forward, it may be regarded, in effect, as a
domestic currency asset.) Central bank currency swap operations
may be conducted anonymously in the market at the maturities
customarily traded there (normally one week and one, three, six and
twelve months with the operation only coming into effect two days
after the transaction), but more flexible contracts may be concluded
bilaterally with banks at agreed rates. Swap operations are an
established technique of money market management in Germarny, the
Netherlands and Switzerland and have been used from time to time in
other countries, including the Unifed Kingdom. In Germany foreign
exchange transactions under repurchase agreements involving
specific foreign currency securities have also been used at times by the
Bundesbank to influence bank reserves.

# Normally the central bank invests the foreign currency balances which it acquires
as a result of a reserve-supplying swap abroad but in some cases it simply returns them
to the domestic bank. Generally, US dotiars are involved, and it can be assumed that
there will be no effect on the level or structure of interest rates abroad. By relying on
exchange controls, some central banks have at times socught to influence the swap rate
for the domestic currency in the international markes directly and selectively or have
offered non-market swap rates in an attempt to influence the net foreign currency asset
positions of the banks. Currency swaps have also at times been used to influence
published official foreign exchange asset positions, but in the countries which now use
swaps actively as an instrument of menctary policy the swap positions are published
separately.
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In Germany and the Netherlands swap operations constitute the
most flexible instrument with respect to maturities, the volurne which
can be traded in any one deal and the speed with which they can be
carried out. They can therefore be used as a buffer to counter
undesired fluctuations in the credit institutions’ reserve balances in
either direction over short periods. Because a disadvantage of the
instrument is seen in the limited number of large banks which may act
as counterparties, it tends to be used only for this purpose and not for
supplying reserves on a permanent basis. In the Netherlands the
interest rates applied on swap operations by the Netherlands Bank
have on occasion been geared to inducing subtle changes in market
interest rates, but it has sometimes been found that the signalling
effect has not been as strong as hoped for, with the result that vVery
large-scale operations, which complicated the management of bank
reserves later in the quota period, were necessary to achieve the
desired effect.

In Switzerland, where the domestic bill and short-term security
markets are extremely narrow, the currency swap has become the
main instrument for managing bank reserves. Previously used mainly
for meeting the banks’ temporary end-month liquidity needs,
National Bank currency swaps became a permanent source of bank
reserves in the early 1980s in a context in which exchange rate
relationships did not call for large cumulative spot purchases of
foreign exchange by the National Bank. Beginning in the late 1970s,
the maturities of the National Bank’s swap transactions were
extended to periods of three, six and even, for a time, twelve months.
Contracts were regularly renewed and the total amount outstanding
subsequently rose progressively. In the 1981-87 period the National
Bank often sought to gear maturities to creating uncertainty about
the terms on which banks’ end-month liquidity needs would be met.
At the end of 1987 currency swaps amounted to the equivalent of
nearly half of the National Bank’s foreign currency assets, which in
turn accounted, together with gold, for nearly 90% of its total assets.
Operations are concluded at rates close to Euro-Swiss franc swap
rates with a relatively small number of banks.
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In the United Kingdom foreign exchange swaps between the
authorities and the banks have been arranged on only a few occasions
in the early 1980s, one reason being restrictive legal provisions
governing the operations of the Exchange Equalisation Account.
Currency swaps have also been used occasionally in France, but not
primarily for the purpose of managing bank reserves.

{d) Transfers of non-bank deposits between the central bank

and the banks

In countries where the Treasury normally holds cash balances in
excess of immediate needs with the central bank, shifting funds to
accounts with the banks may be a convenient way of dealing with
disturbances in bank reserves, especially when their timing and
expected short duration make it difficult to counteract them through
security transactions. Conceptually, one of the simplest and quickest
procedures for managing bank reserves, the transfer of government
deposits from the central bank to banks and back, can often be
effected in an inconspicuous way with little direct impact on
short-term market interest rates. However, a framework agreement
covering the distribution of the funds among banks, conditions of
remuneration and collateral requirements is usually necessary. Such
deposit transfers have long been the major instrument for regulating
bank reserves in Canada, and in recent years they have also been used
for fine-tuning purposes in Germany and, to a lesser extent, in
Switzerland., Adjustiments in Treasury balances with the Federal
Reserve have also been used to assist reserve management in the
United States on accasion.

In Canada it is considered that, although central bank purchases
of government securities provide the main instrument for expanding
the central bank money stock over time, extensive use of visible open
market transactions for adjusting bank reserve positions could have
unwelcome impacts on security prices and yields, given the relative
fack of depth of the domestic money markets. Although the
Government normally maintains most of its surplus funds on
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interest-bearing deposit accounts with the chartered banks®
(a practice which in itself limits the impact of changes in the
Government’s cash position on bank reserves), the Bank of Canada is
authorised by the Minister of Finance to request transfers of funds
between the central bank and the chartered banks under an
agreement with the chartered banks governing the shares of
individual banks in placements and draw-downs. Given that the
Government holds only smali non-interest-bearing deposits (from
which payments are made) with the central bank, the balances
available for shifting are sometimes too small. Hence a system has
been developed under which the government deposits at the central
bank can be created by swap operations in US Treasury paper46 with
the Exchange Fund Account (a government account in which the bulk
of the country’s foreign exchange reserves are hetd}. These
transactions are usually reversed when other factors inf fuencing bank
reserves permit (see Graph 8).

In Germany the Federal and State Governments are obliged to
deposit all their liquid funds in nhon-interest-bearing accounts with
the Bundesbank (Section 17 of the Bundesbank Act). With the
approval of the public authorities the Bundesbank can shift these
balances to the banking system.47 Given the uncertainty surrounding
developments in the Government’s cash needs (and strict limits on its
ability to borrow at the Bundesbank), the menetary authorities have

* Under a revised arrangement with the financial institutions in effect since April
1986 the Government pays specified charges for particular banking services but earns a
basic rate of interest on all its demand deposits, which are allocated to efigibie
institutions under an agreed formuta. Any remaining surplus funds are placed at
varying terms (most commonly for seven days} through competitive tenders, usuaily
held on a weekly basis. Financial institutions do not provide collateral.,

% As such swapped paper constitues the bulk of the item “other investments” in the
Bank of Canada’s balance shect, movements in this item, combined with those in
government deposits at the Bank of Canada, provide indications of the volume of bagk
rescrves supplied through shifts of government deposits to the market.

Deposns placed in the market are remunerated at the day-to-day money rate
minus an allowance for the cost of reserve requirements.
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Graph 8. Canada: Money market interest rates
and Bank of Canada operations
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been able to use this instrument only for day-to-day operations.
Nevertheless, it has proved a useful supplementary instrument for
fine-tuning bank reserve positions.

In Switzerland the Federal Government in principle holds its cash
balances at the central bank. Current-account balances beyond a
certain minimum and up to a certain maximum bear interest at
discount rate, and the Government may also make term deposits. A
convention between the Finance Department and the National Bank
which authorises the latter to redeposit such term placements in the
market, on the responsibility of the Government, helps to limit their
impact on bank reserves.

In the United States the management of Treasury balances at the
Federal Reserve - though not seen as a policy instrument - is the
subject of close consultation between the two organisations. On
occasion the Federal Reserve may ask the Treasury to build up or to
draw down its balances with it to assist with the management of
reserves. Under a 1978 agreement the Treasury undertook to keep the
balances on its accounts at the Federal Reserve (which are used for
making payments) reasonably steady around a specified level, leaving
its remaining balances with commercial banks in “Treasury Tax and
Loan” accounts (into which most tax receipts are paid). Large
short-run and tax-season swings in the Treasury’s balance at the
Federal Reserve could nevertheless continue, partly because the
collateral requirements made commercial banks unwilling to accept
more than a negotiated maximum amount of Treasury deposits.
Fluctuations at the end of the reserve-holding pertod have proved
particularly troublesome. In recent years increased variability in
Treasury balances at the Federal Reserve due to major changes in the
tax laws, the high level of Treasury borrowing and regular
Congressional delays in increasing the Federal debt ceiling has
reduced the precision with which the System’s Open Market Desk can
forecast factors influencing reserve developments.

In Sweden companies and local authorities hold voluntary tax-
free investment reserves and compulsory deposits in non-interest-
bearing accounts at the Riksbank. These have been built up for
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financing approved investments under various schemes that have at
times been regarded as important instruments of counter-
cyclical fiscal policy. Deposits and withdrawals have to be taken as
given for the purposes of short-term money market management. In
the United Kingdom a long-standing concern that the influence of
broader market mechanisms on the interest rates on official
operations might be reduced if the authorities were to bypass the bill
market by entering into bilateral negotiations with banks has
precluded the use of government deposits with banks as an
instrument for relieving shortages in the money market.

V1. Reserve requirements and the demand for bank reserves

To a considerable extent the market instruments described above
have replaced variations in reserve obligations as an instrument for
adjusting bank reserve positions. Reserve requirements are still in
place in all but a few G-10 countries, but in most cases the ratios have
been reduced substantially since the mid-1970s, and the non-interest-
bearing deposits which banks now have to hold at the central bank to
satisfy the requirements may not substantially exceed the amounts
they need for clearing purposes. In fact, reserve requirements now
serve mainly to influence the demand for bank reserves in ways
intended to be conducive to the achievement of money market
objectives. Most recent changes in the structure of the regulations
reflect this, or the hope that they can help to shelter certain domestic
interest rates from external influences as controls on international
capital movementis are liberalised.

The relevant technical characteristics of the arrangements at
present in effect in G-10 countries are summarised in Table 6. In
particuiar, as pointed out in Section III, provisions for averaging
reserve holdings over a reasonably long period can greatly facilitate
the management of short-term money market interest rates in normal
circumnstances. “Classical” arrangements which require the holding
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of deposits with the central bank™ in amounts linked by ratios to
certain categories of bank liabilities and incorporating averaging
provisions are in effect in the Unired States, Japan, Germany, France
and Canada. In Italy a transition from a requirement based on the
rise in bank liabilities to one based on their level began in 1982, and a
proposal to introduce averaging in the course of 1989 has been
announced. In Switzerland, where there is only a cash requirement
established by the Banking Commission for prudential purposes,
provisions for measuring compliance on the basis of monthly
averages of working days (instead of at the month-end only) came
into effect at the beginning of 1988. Averaging is not provided for in
the arrangements for reserve requirements introduced in August 1988
in the Netherlands, but the averaging provisions in the arrangements
for botrowing from the Netherlands Bank under the quota
(entitlement) system have broadly similar effects on money market
interest rates. (In contrast to the arrangements in other countries the
ratios can be varied flexibly from one period to the next.) In most of
these countries the holding period is about one month. The main
exceptions are the Unifed States, where the averaging period has been
lengthened from one to two weeks, and Carada, where it is split into
half-month periods. Provisions which permit a limited carry-over of
reserve surpluses or deficiencies from one period to the next are in
effect only in the United States and France.

Contemporanecus accounting has been advocated only in
conjunction with guantitative reserve targeting, and the issue has
scarcely arisen in countries other than the United States, where the
lag between the beginning of the accounting and computation periods
was shortened to two days in 1984, fong after the shift to borrowed
reserves targeting had greatly reduced the potential significance
of such a change. Lagged or semi-lagged accounting, which is
operationally more convenient for the banks and also for the

* Banks’ holdings of currency count towards fulfilment of the reserve
requirements in the United States, Germany, Canada and Sweden and the cash
requirernents in Switzerland.

77



authorities in a context of interest rate oriented money market
policies, is used in all other countries.*

in the United Kingdom, where no averaging provisions have been
in effect since 1981, the authorities seek to balance the market each
day, normally through operations in bills. These operations are,
however, facilitated by arrangements which call for the holding of
non-interest-bearing deposits with the Bank of England in small
amounts fixed for six months at a time in relation to six-monthly
averages of banks’ “eligible” liabilities. Reserve requirements which
stipulate minimum amounts to be held throughout the computation
period are in effect in Sweden, where the arrangements for borrowing
and depositing with the Riksbank {(see Section IV) serve to balance
the day-to-day money market. This rate often fluctuates considerably
from one day to the next, and the Riksbank seeks only to meet goals
for it in terms of averages for periods of a week or two. The extreme
kind of interest rate behaviour which may arise in the absence of
averaging can also be seen in the regular month-end surges of very
short-term Swiss franc rates which occurred until the end of 1987 in
Switzerland (see Graph 9).°

In ltaly high coefficients applying to the growth of bank liabilities
served for many vears to counteract the effect on bank reserves of
increases in lending by the Bank of Italy to the Government, The
paying-in by mid-month of amounts based on the rise in bank
deposits in the previous month complicated short-run money market
management, particularly at the beginning of the year when the

* Contemporaneous accounting was applied in conjunction with a three-month
holding period for a brief span of time in 1985 and 1986 in Frawnce.

*The form of the averaging may aiso be important. In Caneda regular sharp
weekend declines in the day-to-day money rate seem to have been stimulated by an
averaging proceduse based on working days prior to a change in 1983 which gave a
weighting of three to Monday positions. [n 1986, when the arrangements for the
clearing settlement were changed (see Section 1V), the weighting of three was applied to
Friday (as is the case in the United States). In the other countries applying averaging, the
calculation covers all calendar days including non-working days (this may be thought of
as giving Friday a weight of three).
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Graph 9. Switzerland: Money market interest rates
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deposit growth was boosted by interest payments. However, this
problem should be mitigated by the proposed arrangements for
measuring compliance with reserve requirements as an average over a
thirty-day period. Reserve requirements set in relation to credit-
granting or to credit-granting in excess of certain limits have been
used in the past in France and [taly but are not at present in effect in
any G-10 country.

In the United States the Monetary Control Act of 1980 provided
for the phased extension of the application of a new system of reserve
requirements related mainly to transaction accounts’ to all deposit
institutions (formerly Federal Reserve member banks only). This
change was intended to facilitate the targeting of M, by using
operating objectives for bank reserves. In [faly the reserve
requirements were extended in 1982 to new types of bank liability,
but in 1983 yields on reserves held against fixed-term CDs were
increased so as to differentiate them from vields on reserves held
against sight deposits. In Germany reserve rtequirements were
restructured to ensure that they covered liabilities in the form of
bearer securities at up to two years in 1986, when German banks were
authorised to issue certificates of deposit. At the same time, the rate
schedule for time and savings deposits was lowered and simplified. In
Japan a change from a very progressive structure, under which all
deposits of financial institutions were subject to higher ratios when
deposits exceeded a certain amount, to one in which the increase
applied only to additional deposits was implemented in 1986.

Total bank demand for reserves depends on the interaction of the
reserve requirement regulations with the rules governing the clearing
and the provision of central bank credit. In most countries banks can
count their clearing balances at the central bank towards meeting

A lagged requirement applies to short-term time deposits and banks’ Euro-
currency liabilities (i.e. borrowings from related foreign offices (net) and from
unrelated foreign depository institutions (grossy; loans to US residents by foreign
offices of US depository institutions; and sales of assets by US depository institutions
and US offices of foreign banks to their foreign offices).
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reserve requirements. However, the incurrence of overnight liabilities
to the central bank is strictly limited by penalties in the United States
(where steps have also recently been taken to Hmit daylight
overdrafis), by convention and administrative procedures in Japan,
and by the application of penalty rates in cases of borrowing more
than once in each two-week reserve-holding period in Canada. In
Switzerland the banks must hold balances at the National Bank to
permit individnal transactions to be cleared throughout the course of
the day, but the introduction of new automated clearing procedures
in 1987 enabled the banks to economise on the holding of such
balances. In the Urited Kingdom clearing banks are expected to
maintain the credit balances required for clearing purposes in
operational accounts at the Bank of England (in addition to the
required non-interest-bearing deposits mentioned above). In
Germany, Italy, France, the Netherlands, Belgium and Sweden, on
the other hand, individual banks can, in case of necessity, usually
cover unexpected deficiencies at the end of the day, typically on the
terms applicable to secured advances from the ceniral bank (but
subject to special conditions). In Belgium banks can lend positive
clearing balances held at the end of the day in the call-money market
but may not be net borrowers in this market on average during the
month. Surplus clearing balances are taken up by the Rediscount and
Guarantee Institute (IRG), a semi-official market-maker in discount
bills, and the Securities Market Stabilisation Fund (Fonds des
Rentes). Banks hold virtually no deposits with the National Bank.
The differences in arrangements for settling clearing imbalances
affect not only the extent to which banks can take advantage of
averaging procedures (o adjust their compulsory reserve holdings in
the light of their interest rate expectations, but also the incentive to
hold excess reserves, at the end of and in the course of the reserve
period. In the United Siates the demand for excess reserves is
normally assumed to be stable in the short run, but it has in fact
undergone some marked shifts in recent vears. Increases in the
volume of transactions on reserve accounts and the phasing-in of
changes in reserve requirements under the 1980 Monetary Control
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and Depository Institutions Deregulation Act contributed to a trend
rise. However, movements have also been indicative of supply
influences. Excess reserves tended to rise, for instance, in periods
when, under borrowed reserve targeting, policy was designed to
prevent the Federal funds rate from moving far above the discount
rate. Typically, these were periods in which borrowings and shott-
term interest rates were low. In Switzerland the cash holding now
specified in the prudential requirement is much lower than under the
pre-1988 arrangements and is designed to correspond only to the
amount which would normally be held by a well-conducted bank.
Given the special arrangements, holdings of cash reserves by the
banking system as a whole substantially exceed the minimum laid
down. Fairly accurate forecasts by the National Bank of bank
demand for excess reserves thus became a precondition for the
continued viability of a money market policy which is geared more to
operating objectives for bank reserves than in any other G-10
country. Partly because of the difficulties experienced in making such
forecasts in a period following the introduction of the new reserve
requirement and interbank payment system, money market policy
has subsequently been guided more by developments in money
market rates and in the exchange rate of the Swiss franc. In Canada
uncertainty as to the cost of borrowing from the Bank of Canada
induces the banks to aim, under present arrangements, at
accumulating a stock of excess reserves at the end of the reserve
period which, though relatively small, is considered to play a central
role as a fulcrum on which the Bank of Canada could operate for
raising or lowering day-to-day money market interest rates. The
special clearing arrangements (see Section I'V) should ensure that the
banks continue to aim at holding reserves for transactions purposes
when the reserve requirement is abolished. In the United Kingdom
the banks notify the Bank of England of the target balances in their
operational accounts at which they will aim to assist the Bank in its
daily forecasts of the money market’s cash position. In fialy the
banks’ demand for excess reserves should be substantially reduced by
the infroduction of averaging provisions in reserve requirements. In
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other G-10 countries bank holdings of central balances beyond what
is needed for meeting reserve requirements are negligible and play
little role in money market management.

In Japan, Germany and France adjustments in the course of the
accumulation of required reserves in relation to the path desired by
the banks can be used by the central bank to bring about changes in
interest rates even though the banks do not aim at holding excess
reserves on average for the period or at the end of it. Developments of
this kind cannot be detected from published statistics of reserve
holdings in relation to required amounts averaged over the holding
period. Where banks do not aim at holding excess reserves, their
actual holdings at the end of the reserve period {or of the day in the
absence of averaging) normally reflect only unexpected disturbances
to which individual banks were exposed or, in some cases, difficulties
experienced by the central bank in countering disturbances in
the supply of reserves. Wider measures of free bank liguidity
incorporating, for instance, unused discount credit entitlements or
holdings of liquid government securities are published in some
countries, including [lfely and Belgium. However, these do not
necessarily indicate much about the capacity of banks to expand
credit in countries where policy is geared mainly to influencing the
terms and conditions under which banks’ marginal reserve needs are
accommodated. In this context the distinction between borrowed and
non-borrowed reserves also has little meaning, and one between
reserves provided on a temporary and permanent basis may be more
useful.

In recent years, efforts to cope with external constraints have led
to a tightening of reserve requirements. In France, in a context of
declines in money market rates in response to a strong position of the
French franc in the exchange market, reserve requirements were
raised on two occasions in 1986 with the aim of limiting the effects on
banks’ average costs, and hence their lending charges. Similar
considerations may have influenced the increase in the reserve
requirement in Sweden when the new money market arrangements
were introduced in 1986. In Germany the reserve ratios were
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increased in February 1987, for the first time since 1979, to offset the
effect on bank reserves of large Bundesbank purchases of foreign
exchange. In ffaly, in a context of inflows of foreign exchange,
reserve requirements were extended in March 1987 to the increase in
the foreign currency liabilities of the credit institutions calculated net
of amounts reinvested abroad or on-lent to other domestic credit
institutions. This requirement was suspended in September 1987.

VII. Government finance and monetary control

The ability of the central bank to control interest rates in the
interbank markets by using its instruments to make marginal reserve
adjustments ultimately depends on its ability to restrain the growth of
its other balance-sheet items, such as the currency issue, float and net
position vis-a-vis the government and net foreign assets.

Some of the new instruments described above have been designed
to cope with troublesome seasonal and short-term fluctuations in
these influences on the supply of bank reserves, and in most countries
procedures for ensuring a suitable evolution over time have long been
in place. In a few cases, however, special efforts have been needed to
restrict financing of the government.52 Normally this is essentially a
matter of establishing effective institutional limits on direct central
bank credit and domestic debt management procedures which ensure
adequate sales of securities in the markets at interest rates consistent
with the central bank’s objectives for short-term interest rates. In
some cases special arrangements have been needed to restrain
borrowing abroad by the government in foreign currencies because
the central bank was committed to converting the proceeds into
disposable domestic currency deposits. Technical problems may also

2 In the United States banks have found ways of increasing Federal Reserve float
at times when interest rates were very high, and special measures (including the
imposition of charges) have been taken to limit this.
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arise when non-monetary financing of the government becomes very
large in relation to the borrowing requirement — i.e. in a context of
“()verfunciing”.53

The central bank does not, in practice, make loans or advances to
the Treasury at all, or to any significant extent, in the United States, 4
Canadua, Japan, the United Kingdom, Sweden or Switzerland, while
direct central bank credit to the Government is effectively limited by
ceilings in Germany, France and the Netherlands. In Germany the
ceilings have been fixed in amount for many years and cover all types
of claims on the Government which the Bundesbank acquires
directly. In the Netherlands it has been found in recent years that
permitting some credit to the Government helps avoid some of the
interest rate fluctuations which might result from efforts made by the
Government to cover all its needs in the market, but the annual
financing arrangements concluded are designed to ensure that the
accommodation is only of a seasonal or short-term nature. In France
the Government’s credit limit at the Bank of France rises (or fails)
only in relation to the regular six-monthly revaluations of the official
foreign exchange reserves. This neutralises the effect of debiting
(crediting) the Treasury with the loss (or gain). In most of these
countries the Government holds deposit balances at the central bank.

In Belgium a ceiling on direct central bank credit to the
Government has remained unchanged since 1977, but a separate
ceiling on National Bank credit granted through a “second window”
to the Securities Market Stabilisation Fund under lines originally

* Principally used in the United Kingdom, this term implies net sales ol
government securities to domestic non-bank residents (or to non-bank residents and
nen-residents) in amounts exceeding the Government’s borrowing requirement - i.e.
{at least in the latter usage) an improvement in the Government’s position vis-a-vis the
banking system as a whole.

3% The previous stalutory authority of the Federal Reserve Board (o purchase
special short-term certificates of indebtedness direct from the Treasury lapsed in 1981,
when it was not renewed by Congress. Such accommodation had been subject to a fixed
ceiling and a thirty-day limit on the peried for which it could be extended and renewed.
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designed to finance interest rate smoothing operations in the
govermment securities market rose from B.fr. 30 billion in 1979 to
B.fr. 210 billion by the end of 1984, (During the same period the
bank-note liabilities of the National Bank rose by only B.fr. 27
billion.) The arrangements under which the National Bank’s discount
rate has been kept above the interest rate on three-month Treasury
securities since 1985 has closed a “third window?” through which the
central bank might, in a sense, have financed the Treasury indirectly
via the banks (see Graph 10 and Table 7). The Securities Market
Stabilisation Fund’s credit line was lowered to B.fr. 160 billion in two
stages in 1987 and 1988.

In Ifaly the limit on the Treasury’s overdraft facility at the Bank
of Italy increases automatically each vear in relation to the rise in
government expenditure, In the ten-year period ending in 1987 it rose
at an average annual rate of 23%. This has permitted central bank
advances to become, in effect, a permanent form of Treasury
financing (see Table 5). At the end of 1982, moreover, the
Government overran the limit, and the issue was resolved only when
Parliament approved an additional extraordinary temporary
advance. To date, the growth of banks’ compulsory reserves under
the incremental requirement has served as an “automatic” offset, but
the situation may change in future, as the transition to a system of
compulsory reserves based on the stock of bank deposits has begun to
slow down the rise in required reserve holdings.

Controlling the accumulation of government securities at the
central bank has often been secen as a question of devising
arrangements which free the monetary authorities from a
commitment to peg interest rates on government securities at low
levels - the classical example being the 1951 Treasury/Federal
Reserve “accord” in the United States. Whether auction procedures
are useful for this purpose has been discussed in other countries, and
moves towards introducing such procedures for issuing bonds have
been made in recent years in Japan, France, Italy, the United
Kingdom, Canada and Switzerland, Tender issues of Treasury bills
have been in use for many years in the Unifed Kingdom, Canada,
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Graph 10. Belgium: Money market interest rates
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Table 7. Belgiun1: Main components of bank liquidity*
{Amounts outstanding, in billions of Belgian [rancs)
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1981 1983 1983 1987

Treasury certificates at up to one year 381 649 542 1289
Rediscount ceilings at the National Bank 117 130 154 188
Bills rediscounted (a) 86 88 34 9
Awvailable margin (1) 3t 42 120 179
(Degree of utilisation (a)/ (b)) (74} (68j (22) (5}

* Including savings banks and public sector intermediaries.
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France, Italy and, for some maturities, Belgium, They have been
introduced in the 1980s for a new type of short-term Federal inscribed
security in Switzerland and for Treasury discount notes in Sweden.>>
Unlike the US procedures, however, the arrangements in effect in
other countries still generally make some provision for the central
bank to act in some kind of underwriting capacity, and in some
countries tap or syndicated issues of government paper still
predominate. In fact, as indicated in Section V, the central bank’s
holdings of government securities have remained quite small in
Germany, France, the Netheriands and Switzerland, and acquisitions
have generally remained consistent with the objectives of the central
bank’s short-term interest rate policy in Canada and Sweden.

In Italy, however, the 1981 agreement between the Bank of Ttaly
and the Treasury (“the divorce”) was not fully effective in precluding
the need for occasional large residual purchases of government
securities by the central bank, The introduction of bi-monthly, rather
than monthty, Treasury bill auctions helped to dampen fluctuations
in bank reserves caused by Treasury borrowing operations, and in
principle the Bank of Italy was thereafter commitied only to
purchasing an established percentage of sales at the auction rate for
its own portfolio and for resale in the market at a lower rate, In
March 1984 an underwriting syndicate of banks, which is committed
to purchasing a predetermined quota of the issue, was formed to take
over the latter function, though, as indicated in Section V, the central
bank is prepared to finance, at the auction rate, a part of the
syndicate’s underwriting. However, except for a brief period in
1983-84, the Treasury sought to avoid fluctuations in its financing
costs by setting the minimum price that it announces for the auction
very close to rates established in previous auctions. As a result, yields
were not free to adapt to changes in market demand, despite efforts
to provide more flexibility consistent with minimising the Treasury’s
borrowing costs by introducing US allocation procedures in auctions

¥ US allocation systems are used (at least for some maturities and for sales o
banks and dealers) in the United Kingdom, Canada, France, Italy and Sweden.
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for three-month bills in 1983, for six-month bills in 1984 and for
variable interest rate Treasury certificates in 1985, In July 1988 the
Treasury agreed to terminate the practice of setting a minimwm price.

In Japan interest rates on shart-term Treasury bills have been kept
so far below market levels that, although bills are in principle
marketable, few could actually be sold to the public. Bank of Japan
purchases have not given rise to a long-term bank reserve-control
problem because the Government may issue this paper only for the
purpose of covering seasonal liquidity needs.”® The establishment of
a wider open market for short-term government paper in which the
Bank of Japan could intervene would widen the range and
effectiveness of its money market intervention instruments.

In the Unifed Kingdom debt management was used in the early
1980s as an instrument for directly moderating the growth of the
banking system’s balance sheet in an effort to meet targets for a
broad monetary aggregate, sterling Ms, which included the bulk of
the banking system’s domestic liabilities. Direct controls over bank
credit had been abolished in 1980, and it was not considered that rises
in interest rates could be relied upon either to check a fast rise in bank
credit or to influence the demand for sterling My in a predictable way.
Debt management in this context took the form of large net sakes of
types of government paper (mainly long-term bonds) which were
normally unattractive to banks.”’ Overfunding was associated with a
net reduction in the banking system’s holdings of Treasury bills and a
net improvement in the Government’s position vis-a-vis the Bank of
England - reflected both in a build-up of government deposits at the
Bank and areduction in the Bank’s holdings of government securities
as the Bank acted to ease bank reserve positions by progressively

%8 Issue vields on government bonds sold to the issning syndicate of financial
institutions have in recent years been brought more closely into lne with market yields.

A strategy of using large-scale long-term financing by the Government to help
control the growth of a broad monectary aggregate (which inchuded Treasury bills) has
been followed at times in the Netherlands, where the credit restraint instrument used in
1985 and 1986 tended Lo encourage bond issues by the banks. A comparable monetary
controf instrument was used until 1986 in France.
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Graph 11. United Kingdom: Money market interest rates
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Table §. United Kingdom: Influences on bank reserves’
(Changes, in billions of pounds)

981 | 1982 | 1983 | 1984 | 1985 | 1986 | 1987

Governmment ¢ash position? ~4.3 | —5.5 251 =220 -1.7 0.6 | ~2.4
Official external reserves? 0.6 |08 05} ~06 | -006 a.1 2.4
Qfficial offseiting operarions”’ 3.2 58| ~0.06 3.3 1Pt -03 | -78
Purchases of commercial bills 2.2 6.1 | -1.0 3.0 | ~0.4 20| —5.6

Reversed security Lransactions - B - - -1.7 1.7 B
Sales of Treasury bilfs in market 91 -0.3 0.3 02} -031]-021|-22

P Until mid-August 1986, banking month data; Lhereafter, calendar month data. 2 Central
government borrowing requirement minus sales of central government debt other than
Treasury bills.  * Changes, calendar month data,  * Total, including other items.
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adding to its stock of private bills (see Table 8).58 The resulting
downward pressures on bill rates in relation to interest rates in the
interbank market and those on bank deposits at times made it
difficult to implement changes in interest rate policy and may have
provided an incentive to “bill arbitrage” - issues of bills to finance
accumulation of bank deposits - which would have run counter to
the basic objective of moderating the growth of bank credit and
sterling M3‘59 In 1985, when it was concluded that fast growth of
bank credit to the private sector could safely be attributed to financial
innovation, the target for sterling M; was abandoned and the
objective of debt management policy has since been to avoid recourse
by the Government to borrowing from the monetary system on
balance over the financial year as a whole by ensuring that sales of
government securities to non-banks just match the central
government’s borrowing requirement. (In 1987 this rule was relaxed
Lo some extent.)

VIII. Operating procedures and the behaviour of the money
and foreign exchange markets

Changes in central bank operating procedures have taken place in
a context of institutional and behavioural changes in the money and
foreign exchange markets, These wider institutional changes have
contributed to making interest rate determination more flexible but
also to increasing integration of the money markets domestically and

¥ Normally the Note Issue Department of the Bank of England is treated as part of
the government sector, and its purchases of private bills appear separately as a negative
item along with increases in the note issue as an element in government financing.

¥ The Bank’s practice of discounting bills onty after they had rusn seven days from
the date of acceptance afforded some protection in permitting a margin between the
market discount rate on newly drawn bills and the Bank’s dealing rate.

Ll



internationally. In varying degrees both tendencies have been
encouraged by governments and central banks.® But while interest
rate flexibility may give more scope for complex policy strategies,
market integration and the greater influence of market expectations
on interest rate determination have been tightening the constraints on
monetary policy. In particular, while money market strategies and
instruments have been geared more to taking exchange rate as well as
domestic considerations into account, developments in the markets
have increased the risk that exchange rate and domestic money stock
ol interest rate objectives will come into conflict.

fa) The development of domestic money markets

In some countries the introduction of new, more flexible policy
instruments was facilitated by, or led to, the development of more
active and integrated interbank markets and changes in other markets
in which the central bank can effectively operate. Thus day-to-day
markets which can more effectively arbitrage individual banks’
reserve needs at interest rates which better reflect changes in the
marginal supply and demand for reserves in the system as a whole
have developed in [taly since 1984 and in Sweden since 1985, A more
active interbank market has developed in Belgium in recent years with
the approval of the monetary authorities. In France the termination
in December 1986 of the daily morning fixing in the interbank market
left the day-to-day rate more free to vary in the course of the day
and also provided more incentive to the development of term
transactions. In addition, the Bank of France widened the range of

% In recent years exchange controls have been removed in Japen and the United
Kingdom and have been substantially liberalised in France, Sweden and Ttaly. In Japan
many other types of administrative measures which formerly restricted cross-border
money market transactions have graduaily been relaxed, including the liberalisation of
interest rates on foreign currency deposits (1980), the authorisation of transactions in
foreign commercial paper and certificates of deposit by Japanese banks and security
companies (1984), and the abolition of swap limits on the conversion of foreign
currency into yen (1984).

92



agents with which it was prepared to deal, previously limited to
discount houses, to include credit institutions. The range of market
participants with which the central bank deals has also been extended
in recent vears in a number of other countries, including the United
Kingdom.

Numerous steps towards freeing the interbank market have been
taken in Japar since 1979, when the very rigid formula under which
call-money rates had previously been set in a process designed to
achieve consensus among borrowers and lenders was replaced with
procedures which permitted daily changes in reserve positions to be
reflected in the rate. In subsequent years trading in term deposits (in
principle subject to interest rate ceilings) was introduced, Gensaki
transactions’' were liberalised, restraints on the conversion of foreign
currency into yen were relaxed, financial institutions were permitted
to operate in the call-money market as both buyers and sellers, and
borrowing in the call-money market by security companies was
authorised. In 1985 markets for five to six-month bills and two to
three-week call money were opened and unsecured call-money
transactions were introduced on a limited basis. Competition among
banks to establish market shares, operations of non-residents and
expectational influenges have at times caused interest rate
developments in the CD market, in which the Bank of Japan did not
operate until recently, to diverge from those in the secured call-
money and bill markets.” The steps to extend the maturities of bill
and unsecured call-money transactions {see Section V) took account
of this. Thus the Bank of Japan is now concerned with ensuring that
markets suitabie for its own operations are large enough to permit

o Repurchase transactions in government bonds.

2 Until recently the Bank of Japan regarded the principle that call-money
transactions shouid as a rule be sccured as useful in ensuring the soundness of the
banking system, but difficulties in the provision of collateral were caused by the
increasing use of larger and longer-term bills, the introduction of batch bills to
consclidate many {ransactions of a particular enterprise, and a rise in the share of
overdrafts in bank lending.
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smooth operations and that policy influences are conveyed to other
markets.,

Other changes, too numerous to survey comprehensively here,
have freed deposit or lending rates from regulation or have opened
markets in short-term paper to non-bank participation, thereby
affecting the channels through which interest rate impulses coming
from central bank operations are transmitted throughout the
economy. In recent years deposit rate regulation has been narrowed
in scope in the United States, Japan and France and has been
abolished in Sweden, while interest rate competition between banks
has increased sharply as a result of other regulatory changes in some
countries, such as the United Kingdom. Examples of new instruments
which have become available in the open market include, in addition
to the new types of shori-term government securities noted in Section
VI, certificates of deposit (in Japan, Germany, France, Italy, the
Netherlgnds and Sweden), commercial paper {in France, the
Netherlands, Sweden and the United Kingdom) and various types of
money market certificates (e.g. in the United States, Japan and
France).

Such changes, together with a tendency, evident in a number of
countries, for interest rates on bank lending to respond more flexibly
to changes in money market rates, may ultimately help to establish a
monetary policy transmission mechanism which relies more on
interest rate impacts on the dermand for money and spending and less
on the credit-allocation effects which came about when changes in the
relationship between interest rates in the interbank market and
relatively rigid rates on bank loans and deposits affected bank
profitability or the asset preferences of non-banks. Arbitrage may
not always function effectively, however, and the growth of open
markets may tend to reduce the central bank’s ability to control
interest rates at the fonger end of the money market through
operations which directly influence only the day-to-day money rate.
Problems of this kind have mainly been experienced in situations in
which the market incorrectly interprets the way flexible policies are
likely to be adapted to developments in the economy and to
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disturbances in the money and foreign exchange markets, They have
sometimes been overcome by operating procedures which directly
affect the inferest rates at the longer end of the term structure in the
money market. Even so, some of the new open money markets may
tend to respond to monetary policy mainly via its effects on interest
and exchange rate expectations.

fb) Operating procedures and responses in the money and

Joreign exchange markets

The way exchange market objectives have impinged on countries’
scope for the pursuit of independent domestic interest rate objectives
has also influenced the design of their money market instruments. In
some small open economies where clear priority has been given to
exchange rate objectives in the conduct of money market policy the
instruments used have been designed to permit short-term interest
rates to respond quickly to external disturbances in a way which tends
to stabilise the exchange rate. In most larger countries, on the other
hand, central banks have attempted to keep money market interest
rates under close control, and in many cases their instruments are
designed more to protect money market rates against external
disturbances by facilitating flexible adjustments in the supply of bank
reserves. Even in larger countries, however, the efforts made to
intreduce more flexibility into money market procedures have to a
considerable extent been intended, or have served, to permit
exchange rates to be taken more into account in the setting of short-
term interest rates.

In the Neiherignds and Sweden surcharges for large-scale
recourse to central bank credit can imply that official sales of foreign
exchange, which induce the banks to replenish their reserves (i.e. to
neutralise the intervention) by increased borrowing from the central
bank, tend to raise day-to-day interest rates on the interbank market,
even in the absence of changes in the settings of policy instruments. In
terms of the analysis in Section III the foreign exchange market
intervention causes a leftward shift in a supply curve for reserves
which has upward steps in the range of its intersection with the

95



demand curve, which remains fairly stable in the short run, Of
course, the central bank can decide to underpin or reinforce this
effect through reserve-absorbing market operations or other
measures which signal its resolve to defend the exchange rate. In
Sweden, where there is a fixed scale of charges for the various
tranches of central bank credit, official exchange market intervention
can have the effect of moving day-to-day interest rates in ecither
direction™ in a way consistent with helping to meet the Riksbank’s
target for the effective exchange rate of the krona. The influence of
market forces is strengthened to the extent that Riksbank policy is
known to be geared to stabilising “external currency flows”, which
implies cfforts to induce private capital movements to an extent
which offsets any imbalance in the external current account (the
Government has undertaken to abstain from increasing its net debt
abroad on a continuing basis). In the Netherfands, where decisions
about whether to impose a surcharge and about its size are taken
flexibly in the light of the circumstances prevailing, shortages of
reserves caused by official sales of foreign exchange give rise to
uncertainty about the terms on which banks’ borrowing needs will be
met at the end of the quota-averaging period (see Section IV). This
can reinforce the tendency of the interest rate to rise in response to
external pressures in a way which has often stabilised the exchange
rate of the guilder vis-a-vis the Deutsche Mark, thereby obviating the
need for large-scale official exchange market intervention. This
mechanism is not symmetrical, however; in a context of large official
purchases of foreign cxchange explicit official action is required to
adjust bank reserves and money market interest rates.’ The new

 Provided the appropriate level does not fall below the published return on
deposits at the central bank. In June 1986 this rate and the scale of borrowing charges
were lowered and the base for calculating the quotas was increased.

“ Altheugh the amount of special loans outstanding can be reduced fairly quickly,
a large reduction in the level of banks’ borrowing from the Netherlands Bank under the
entitlement arrangements is difficult to achieve in the short run, since the entiticments
are [ixed for periods of three months at a time.
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adjustable reserve requirement should facilitate the absorption of
bank reserves whenever necessary.

In fialy the charges for freguent recourse to fixed-term advances
from the Bank of {taly can work in a similar way to raise interest rates
in the event of losses of official foreign exchange reserves provided
that delays in adjusting Treasury bill vields and any resulting
increases in the Bank of Italy’s claims on the Government do not
prevent a contraction of bank reserves. To a considerable extent,
however, money market interest rates have been protected against
external disturbances by the relatively wide margin of fluctuation of
the lira provided for under the exchange rate arrangements of the
European Monetary System and by the reintroduction of direct
contrels at times of crisis. These controls have taken the form of
reserve requirements set in relation to the increase in banks’ {net)
foreign currency liabilities (to discourage inflows of funds) and
ceilings on the banks’ lending in lire (to encourage infiows). In
Belginm a response of inferest rates to external pressures can only be
achieved if the authorities act to raise both the discount rate and the
interest rates on short-term Treasury securities. The arrangements
for floating the discount rate were designed to facilitate such a
response. However, as indicated in Section I'V, the presumption that
redemptions of bank holdings of Treasury paper will induce the
Treasury to increase ifs borrowing abroad in foreign currencies
implies a kind of mechanism for protecting the level of official
reserves against the effect of exchange market disturbances which
does not rely mainly on quick interest rate adjustments.

Though in most other countries the central bank’s present money
market operating procedures may permit short-term interest rates to
respond to some extent to exchange rate expectations in the market,
they normally serve to counteract most of the potential effects of
official exchange market intervention on bank reserve positions and
money market interest rates. In Germany and France exchange
market conditions are usuaily taken into account mainty in the setting
of the interest raie terms, amounts and duration of the periodic
temporary security operations used by the central bank in supplying
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bank reserves. In principle, day-to-day rates can normally respond to
some extent to changes in banks’ expectations of developments in
interest rate policy, Rates sometimes react to expectations of
exchange rate changes or of official exchange market intervention in
ways which tend to check exchange market pressures. However, the
movements may be constrained by facilities in place for supplying or
absorbing reserves on the initiative of banks and by the central bank’s
use of fine-tuning instruments or ad hoc market operations to offset
the effect of both external and domestic disturbances on the supply of
bank reserves.” Recent experience has shown that bank reserves can
be protected from the impact of even quite large official purchases of
foreign exchange simply by not renewing part of the large
outstanding stock of security repurchase agreements which has been
used to supply bank reserves on a revolving basis. Such an
adjustment can be implemented much more flexibly than, say,
changes in reserve requirements. The large stock of outstanding
National Bank currency swaps which has been built up in recent years
in supplying bank reserves can serve as a similar kind of buffer in
Switzeriand. Although the National Bank seeks to control the supply
of bank reserves in pursuing targets for the annual average growth of
central bank money, norms for the growth of this aggregate over
shorter periods have never been published. Especially in the last few
vears the National Bank has adapted its reserve-supplying policies
flexibly with a view to preventing large movements in the exchange
rate of the Swiss franc vis-a-vis the Deutsche Mark,

In recent years increasing weight has been given to objectives for
the exchange rate in formulating interest rate policy in the United
Kingdom, partly because of the difficulties experienced in
interpreting developments in the monetary aggregates. Yet the
authorities still attach importance to letting the market take the
initiative in changing interest rates in normal circumstances. The
arrangements in place for official bill transactions have proved quite

% In terms of the framewark in Section 1 the supply of bank reserves can be made
very clastic when interest rates move outside a certain range,
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effective in permitting declines in interest rates in response to changes
in exchange market conditions but less so in achieving increases in
short-term rates. The authorities have also at times wished to resist or
to temper declines initiated by the market. For this purpose the
official lending instrument was revived and has subsequently been
used on many occasions. Reductions in the stock of bank bills built
up by the Bank of England during the earlier period of overfunding
have recently proved to be a flexible instrument for limiting the
impact on bank reserves of large-scale official purchases of foreign
exchange in the short run (see Table 9). Over longer periods the use of
this method for tightening the money market is limited by the way the
funding rule is defined, but bank reserves can readily be absorbed, if
necessary, by increases in the supply of Treasury bills in the market.
In Canadae Bank rate policy, which principally affects the day-to-day
rate, can be complemented by action to influence the Treasury bill
rate at times when strong exchange market pressures are experienced.
Even so, to insuiate Canadian interest rates against changes in US
rates has often proved difficult, and attempts to do so have
sometimes been thwarted by the development of extrapolative
exchange market expectations. However, the problem may have been
not so much one of instruments as of the lack of an anchor for
exchange market expectations.

Although the impact on movements in the Bank of Japan’s
foreign exchange reserves has at times been very large in dollar terms
in recent years, by the standards of most other countries, the impact
on bank reserves in Japan has remained small refative to that of
domestic influences and could readily be managed by use of the
various instruments available to the Bank of Japan. Asin other large
couniries the influence on interest rates of exchange market
developments has come about mainly by adaptation of money
market policy.

In the United States bank reserve targeting procedures, though
designed to facilitate control of the monetary aggregates, might, in
principle, give the market some scope {or inifiafing adjustments in
short-term interest rates consistent with other assumed Federal
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Reserve objectives, including ones for the exchange rate. In practice,
as explained above, the borrowed reserve procedures in place since
late 1982 have often operated to keep fluctuations in the Federal
funds rate within a narrow range, and to the extent that objectives for
the exchange rate of the dollar have had an impact on US interest
rates the influence has mainly come through adaptation of the
Federal Reserve’s norms for the funds rate. The US dollar reserves of
foreign central banks are principally invested in Treasury bills (or in
the Euro-currency markets), and to the extent that changes are
reflected in movements in deposits with the Federal Reserve their
effect on the supply of bank reserves in the United States is routinely
offset by Federal Reserve market operations. The US authorities
have intervened in the exchange market only on a few occasions and
in relatively small amounts so that any potential effect on bank
reserves could readily be counteracted. US Treasury and Federal
Reserve holdings of foreign exchange are small but can be
supplemented by activating the reciprocal currency swap
arrangements with other central banks.

IX. Concluding observations

Central banks in all the major industrial countries now guide
short-term interest rate developments, even if some do so indirectly
via adjustments in the supply of bank reserves. The new instruments
developed in the 1980s have permitted central bank influence to
operate vig market mechanisms, They have also facilitated faster and
more frequent adjustments in money market interest rates and/or
bank reserves in response to domestic and external disturbances.

The changes in central bank instruments and procedures have
taken place against a background of financial innovation and
increasing international financial integration. These trends have been
encouraged by the authorities, but there is the question of whether
their continuation would tend to undermine the effectiveness of the
procedures now in place.
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Deregulation and financial innovation have facilitated increased
use by central banks of market instruments. Some of the changes
were essential to preserve the effectiveness of money market
operations. However, the difficulties to which financial innovation
could give rise have often been overemphasised. The effectiveness of
the operations and procedures described in this paper ultimately
presupposes a fulerum established by the demand for central banks’
own liabilities. Financial innovation may facilitate the circumvention
of reserve requirements and balance-sheet adjustments which permit
the banks to economise on free reserves, while advanced payment
systems could, in principle, reduce the role of cash. However, while
central bank money has tended to grow more slowly than nominal
GNP in most countries over a number of years, in some cases the
growth of central bank money has recently been remarkably strong.
In practice, there is no definite prospect of the demand for bank
reserves and currency being suddenly eroded in a way which would
undermine the central bank’s ability to influence short-term interest
rates.

International integration of the financial markets has also tended
to encourage a move away from direct controls towards market-
related methods for implementing monetary policy. There is little
evidence that this has impaired the ability of central banks in
individual countries to control bank reserves and short-term interest
rates, Indeed, in many countries new instruments have greatly
facilitated the control of bank reserves in the context of the massive
official intervention in the foreign exchange markets which has taken
place since 1985, Even in the largest countries the unwelcome effects
of exchange rate distortions have made central banks increasingly
aware of a need to take exchange rates into account in formulating
interest rate policy. The problem may have been increased by
integration of the financial and goods markets. As long as countries
are prepared to accept some movement in the exchange rates of their
currencies, however, central banks will continue to be able to use
market instruments to pursue differing interest rate policies,
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Consistent with the aim of closer economic and financial
integration within Europe, the instruments and procedures which
central banks in core EEC countries use for influencing short-term
interest rates have tended to converge. Increasing integration may
strengthen the trend towards market-oriented procedures for setting
short-term interest rates which has been increasingly evident in
individual countries. Central banks participating in the EMS
exchange rate mechanism have increasingly co-operated in setting
interest rates. However, discretionary interest rate policies continue
to be pursued even in countries which have long been fairly successful
in adhering to binding EMS commitments to fixed central rates and
narrow marging for exchange rate fluctuations — though the limits
imposed by the desire to ensure the credibility of the commitments in
some cases seem quite narrow. The remaining long-term interest rate
differentials between EMS countries also suggest that many years of
experience of exchange rate stability are needed to convince the
markets that premia for currency risk should be lowered.

Not all of the innovations in central bank money market pro-
cedures have fully met the objectives. For instance, the profile of the
interest rates on the new instruments has in some cases become higher
faster than central banks might have wished. Participants in the
money and exchange markets have quickly perceived their influence
on market rates. Strong actual or potential market responses to
changes in these rates seem at times to have affected central banks’
willingness to adjust them flexibly. In many cases posted rates retain
a signalling role in the economy which may tend to decline, however,
if trends towards linking the deposit and lending rates of financial
institutions more to money market rates continue. As mentioned
above, arbitrage between official and market-determined interest
rates has not in all cases been fully effective. Problems of this kind
have generally been minor and could in time be largely overcome by
further development of the central banks’ procedures. The process of
refining existing central bank instruments and developing new ones is
bound to continue as private markets develop and become more
integrated internationally. There is every reason, however, to believe
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that the process of change will be a gradual and evolutionary one
which will reinforce the effectiveness of money market policy and
permit it to continue to play a major role in the conduct of monetary
policy in the industrial countries in the foreseeable future.
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Annex. Influences on changes in bank reserves (analytical framework)

Central bank (or government) operations Country Other
presentation? source?

Underlying influences:

Central bank purchases of foreign exchange* FR, IT, (8E), {GB) BE, SE
minus foreign currency swaps with banks ? DE, NL, CH

purchases by / financing of exchange fund * Ip CA, GB
foreign central bank deposits at central bank Us

Residual financing of government ¢ IT, JP

budget deficit less, non-money-market borrowing NL, (SE), GB

plus government borrowing in money market NL, (8F)

decrease in government central bank deposits ? DE, US CA
central bank credit to government ® FR BE, SE
Note issue, increase (—}° FR, JP, NL, CH, (GB) BE, GB, SE
(minus part in bank reserves) DE, IT, US CA
Ceniral benk capita! and other items, net 1° (ALL)

Use of instruments:

Centraf bank loans to banks ! DE, IT, JP, NL, SE, CH, Us BE, CA
fixed interest rate credit less redepositing R
Central bank market and fine-tuning operations SF
— outright purchases of securitics FR, DE, IP, CH, Us CA
~ market sales of Treasury bills 12 DE, IP, GB
- outright, reversed operations in private bills IP, GB CA
- market sales of own bills P
- reversed operations in securities DE, IT, GB, US CA
or special loans ML
or totai operations at variable interest rates FR
- foreign exchange swaps with banks DE, N1, CH
- shifts of government deposits to banks (—) DE CA

Other central bank instrumernits
rise in discount quotas and () reserve ratios (DE)

Bank reserves, increase (+)

deposits with central bank 2 FR, JP, NL, SE, CI1, (GB) BE, GB
against domestic Habilities at current ratios DE
deposits and bank holdings of currency ' DE, IT, US CA

BE: Belgium, CA: Canada, FR: France, DE: Germany, IT; Italy, IP: Japan, NL: Netheriands, SE: Sweden,
CHI: Switzeriand, GB: United Kingdom, US: United States.

104



' Analytical surveys are published in flow terms in Germany, Japan, the Netherlands, Sweden
and the United Kingdom, and in terms of stecks in France, Haly, Switzerland and the United
States. The basis is monthly averages of daily data for France, Germany, the Netherlands,
Switzerland and the United States, and end-month data for other countries (end-quarter inthe
case of the United Kingdom). Countries’ own conventions with respect 1o the arrangement of
the items differ considerably. Brackets indicate items not included in Table 1.

2 Casecs in which items in Table 1 are based on other national data. In general, central bank
balance-sheet data are used lor Belgium, Sweden (all end-of-peried) and Canada {average of
weekly data). Official purchases of foreign exchange are on a balance-of-payments basis for
Belgium, represent underlying changes in reserves in the United Kingdom, and are an
Exchange Bqualisation Account item [or Canada. For Sweden, increase in the Riksbank's
hoidings of government securities minus (in the 1984-87 period) the Riksbank’s acquisitions
of government paper in the market {treated as an instrument). For the United Kingdom,
currency and bank reserves are MQ liabilities of the monetary authorities (monthly averages
of calendar months).

* For Ttaly, external creation of monetary base.

4 Swaps are treated as a policy instrument,

* In Canada, Japan and the United Kingdom the official foreign exchange reserves are held in
Treasury exchange equalisation accounts. Increases appear in the government accounls as an
accumulation of assets which has to be financed by issues of securitics in Canada and Japan
{though the Bank of Japan takes up all the relevant carmarked bilis) or as a negative form ol
government financing in the United Kingdoem.

¢ Excluding changes in central bank claims on the Government coming about as a result of
refinancing or apen market operations. For [1aly, creation of monetary base by the Treasury.
? For Germany, excludes transfers of public authority deposits to the banks, which are treated
as a policy instrument.

® For France, net of movement in Treasury deposits; for Belgium, including central bank
lending to the Security Market Stabilisation Fund.

? For Italy, non-bank public’s use of the monelary base (including some deposits).

% Includes, in the case of Sweden, Jarge amounts of iavestinent and other earmarked central
bank accounts of non-banks, and, in that of Switzerland, movements in the Government’s
accounts with the National Bank.

It For Germany, lombard loans only (the discount ceilings and the unutilised portion are
shown separately in the Bundesbank's presentation): for Italy, creation of monetary base by
refinancing transactions, including ordinary credit lines opened for banks; for Switzeriand,
net of issues of sterilisation paper by the National Bank.

12 Sales based on existing central bank claims on the Government in Germany and Japan and
total sales in the United Kingdom.

13 For the United Kingdom, operational deposits orly.

' For Italy, banks’ use of the monetary base (including unused discount quotas).
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