1. Monetary Control
Consultations

23 — 24 July 1980
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Parugrara 5.4 ou +he Crzen
Control invites commen*s on thre: rarticular
discussed 1 the Yroeen Faper, vir:i—

L. Whether the difficulties with monetar)
base control conld be surmcunteq;

2. 1If so, whethzr there would, or balance,
be an advantage in a change to such a
system;

2. Whether a system of autormctic adjustment
to the Bank's lending rate kuuj, on
balance, be c-vantageous.

We have concentrated in parvicular on the
practical as,ects of the wroblems raised, tz2lleving that the
theoretical espects willi be dealt with more competentiy in
other guarters. Being ourselves vart oif the monet ary system,
we know we shall have to live with the conseguences of any

changes i the method of monetarv contrcl. We have, :thorefore,
an interest in ensuring that a veformed menztary system 1is at
least as efficient os the present system.

Markets function most efficiently ageinst a
background of stability and confidence. Although inuzability
became a f:ature of the UX money markei in the 1960's and 1970's
as the rate of inflation increased, confidence in the money market
wAs maintained because:-—

1. Users of the market were avarc of tha close
relationship tetween the Rank oi Eng¢whu and
the members of the LDMA, through 'lender of
last resort' facilities and the exercise of
control by the Bank orn the quality of vaper
dealt in by the market and on the size of
portloiics,

2. Lenders to members of the IDMA received
physical collateral and ma.gin for their lcaus.

It is assumed in the Green Pemer that instability
will continue to be a rharacisricetic of che mcenay market ‘n ihe
future, as ir Df“Su ratss ar wi nd sharply to ccrrect
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Th 2 LDMA does nof belrevz that thece wil® be an
advarnta«n in a chanre %o & 3ystem of monetary vas~ conirol. W2
woi1ld 1ot irgus thal the oreseut system should remalin forever
unchanged, dut we would rnote that the present 5}8*“2 has & U
vecord of efficient curvival in difficult eccancmic circumstan
and should be readily adevtanlie tc Tuiure aonetary ccuditions.

n
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When, for uxample, tax revenaes from North Sea 0il are availablz to
the Bllthl Governm8ﬂ+ in large cmounis, the need for the Govermmen*,
t¢ borrow mey ve fsreatly reduced. Econcomic -zcession may o a8

ferture of che next few years, rellieving the monetary syster oF the

pressure from in“latad financing requircmentz. Tho present syst

should =zdapc eas_iy to such wonditions. The system does nct of 1tself
create inflation or depend upon inflation for its corntinued existence.
There is no ireason to suppose, therefore, that there will he any

lisadvantage in meintaining the sysiem.

+

‘The LDMA does not favour a system of zutomatic
adjustu.ocnt to che Bank's iending rate because w2 would ol
confident that an automatic system would always be adhered io.
Indeed, in Chapter 5.10, it is stated “hat "it would seem desirable
that there should be a powelr for the au*bovitiﬂs to overrile
sutomatic irterest rate changes” The market vould aiwsys fear thatl
the "override" would be used at a moment of crisis, to interfere
with market foracs, to the market's possible disadvan*tage.
Mechanistic systems annot %eplace the value of market judgemenis.
Initially, a mechanistic system is inflexible; ultimotely it cannot
be entirely »elied upon. Another reason Yor doubting *the
effectiveness of an automatic trlﬁger system is the unreliability
»f the stotistics used for the "trigger". Chaptexr 5.3 nt

thot "#ha gystem would e as fallible as the Jd=
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based". Weekly figures are no mose likely to Le zc~urate than
monthly [igrres — whiist recuiring additional unprodjuctive papsT
work. There would also be a problem in preventing lecks cf price-
sensitive information to the s,ock market if, for example, banking
deposits constituted part of the tv;cger calculation, as the mujor

banks would be “voducipg weekly figures which wou
before being cvallable to the market generally.

Although the ILDMA can adjust io unstable markets,
we do not acrent the arguwsenus of those whe advciate & "bias
towards- cherge in uakins Bank Tate decisicns. A "bias towards
delay” is preferable to = “bics towards chan 1ge” in a systan which
would link irterest rate changes To obdu15t3cal data o urcertain
reliability. The cost of “O”":Wﬁ“& in a marret biased tewards

change would bea n & market bias2d towards
stabilzty, beczu @ U Y us to nrotect themselves

c..pensate for the higher
he Goverament cont

weulda have To bear
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I¢ MONETARY BASE CCNTROL JUST INTFREST RAT< CONTRCL 1N DTSCTISL?

Ts monetary basc contrcl merely "a means for the markets to generate

ihe 1nterest rates necessary to brinc the zats of growth of the

money supply back towards the desired path" (%Grcen Paper — ou.s
emphasis), cvr is it sormething more? If the former, most of the
participants to the flagging monetary control debate could eventually
reach some form of accommodation, in which interest rates arc left
more to market forces. iony of the critics of present monetary
policies really wanced nc more than this in the first place. ror
their part, HM Treasury and the Bank of Englerd would like to see

interest rates at some remove from dlrecc prolitical interference.

The idea that control of the money supply via the monetary base is
different from interest rate control wac stated forcibly by
Milton Friedman to the Houses of Commons Seiect Committee (as reportzd

in The Observeyr, July 6):

"Direct conkrol of the monetary base is an alternative to ....
interest rates as a means of controlling monetary growth. Of
coursce, direct control of the uonetary base will affz2ct interest
rates, but that is a very diffesrent thinrg from controlling .onetary
growth through interest rates.”

If monetary basz control is ditferent, we must ask how it wcrks an
provide a frame of reference for evaiuating its costs and benefits
vis-a-vis interest re*te control. Our concern is with the behaviour
of the banking system, for this is where the money suppiv problem
curreantly exists.

Base money (aiias high-powered money or simply cash) ig imporiant <o
the barxing system becausc it is the ultimate means of paymen-.
Ccnvertibility inte cash is one of tne characteristics expected

of Jdeposits which are treated as 'mouney', while transferability in
the settlewment of debts ena to make p is a distiaguishing
ystem; transfers can

[



visualised as purchasing primary vrecurities, pooling them to eliminate
risks and combiring them with capital, labour, materials anu
uignh-powered money to create 'liqu.dicy*. High-powered money has

the vele &s an inpul inito banks' nroduction function.

How much high-powered money is required by the banks depends on the
nature of tha producticn proccss and on .nstitutional arrangements.
Banks providing liguidity services face uncertain demand for cash
from Geposits and from loans where tliere are undrawn facilities oc
open crec.t lines. They are aktle to employ the law of large numbers
to teep cash at low levels, but cannot eliminate the need for cash
completely. As a bank lends or invezsts, the losc of cash puts it in
a position where any subseguent deposit witihdrawals or loan demands
may nhecessitate sales of sacurities at a loss or interbank borrowings
at unknown rates. These possible costs must be bailanced against

the benefits of increased incume. Tn tnis way, the availabilicy

of cash limits baniis' acguisition of non-cash assets.

Contronl of the money supply is exercised by restricting the quantity
of the factor of production, base money, to the banking industry.
Since thc monetary authorities have a monopely cver the production of
this factor inpuit, they can make it availanle in less than perfectly
elastic supply: 1ia the liwit, the supply could be made perfectly
inelastic. Banks are then in the same pésition as firms in any
industiy for which the iavuts wequired for production are available
only at sharply increzsing cost. For an individual bank, the
rectriction of the supply of base money imposes an external cost as
banks in the system expand devosits and bid for reserves. (Each
bank'c supyly respvonse is a mixture of a movement along a snort-run

cos®. curve ana a shift of that cost curve as rising factor prices

sh
impose an external pecuniary d<diseccnomy.) An individual kank can
s

react in a variety of ways: by biading for inter-bank funds, raising
Geponsit (and lcan) rates, improving services, cutting back on new
faciiities, cancelling or reducing existing facilities, selling CDs,

disposing of bhi.ls or bonds. The route actually chosen will be

o
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¢ immediate aifference from the 1nteLecst rate mechanism presently
cperated is the involvemeat or tite banks. ¥ollowing the removal. of
the ccrset, the banks are now almost passive spectarors in tue
process of monetary control. in reszoen=ze to an increase in MLR,
their '"iob' is to raise base rates 1in line (which they have done),
but that is ubout all. The Bank of Zngland, 2s it were, appeals
dirvectly over their head to the pudlic's dcmand for credit. In the
meantime, the banks <=2n continue to push out facilities with relative
impunity. vf borrowers are not daunted by the higher interest
rates, the banks could conceive their jcb to include bidding for
deposits and reserves to sustain any expansion of advances.

ilonetary base conirol, oy contrast, impinges directly upon banks'
decision-making and provides a pecuriary incentive fcr them to
participate in the process of adjusting their halance sheets to the

dictates of monetary policy.

A second difference concerns the adjustment mechanism, which, under
monetary base control, would be chosen by the banks on profit-maximising
grounds. At present, the form of the adijustment (eg interest rates
operating upon credit demand) is criosen by the authorities. If that
fails, the acthorities must either raise rates further, or wait for
credit demands to subside. Until the latter eventuates, banks are suppii
with cash to prevent them running out of reserves. Left te themselves,
banks could well choose to resgohd to a reserve shortage in the same

way — by raising deposit and loan rates. Should interest rates fail to
restrain the demand for monecy or credit, this could not be the end of
the matter. A reserve deficiency woula still exist and banks would

be forced to try something else. Some assurance would exist that

tlhe adjustments would proceed until monetary growth came into line.

The idea that there is scme new breed cf banker who will always |
eschew asset manayement for liab:ility management is patently false.

If interbank rates are pid up hiagh enough, 1t would pay scae bINKS

to sell pilis and bonds to the private sector in order to obtain

funde for lending out in the interbank markec. Liability management

is aliowad to succeed because the Bank provides the reserves neocded

to validate devosit expansion.

Perhaps tue most important diffsrence is in terms of the iwmplications
for behavicur nest time round. Cnce banks are forc=sd to make up
reserve shortages by borrowing interbank at 'penalty cest’ or by



selling securities at a loss, they ere likely to exercise wmvich

grester car.e in future when cranting tacilities and cpen crodit

lines. Unused facilities are a valuable =source ctf liquiditv ro
customers, and banks might, in differont circumstances, be expected tc
vary the ’orice' for this service. Trer= world also be an incentive
for banks to refrain from lending and huild up reserves when reseive
shortages are anticipated. Accoréingly, surgcs in monetary arcwth

may be less likelv to occur

In this description, monetary base control_ig qualitatively ditferent
from interest rate control. At the aggregate level it operates by
imposing a quantitative retriction upon banks' intermediation. This is
translated directly inio individual banks' pfofif calculus. Bcth the
initial response and subsequent adjuostments are determined by market
forces, and tne rewards and punishments these forces give to banks

would seem very considerable benefits indeed. Unfortunately, it is

not as easy tc be clear about the possiblie costs.

For restraint upon cash to be an effective control device, it is not
enough that its supply be inelastic, a3 is witnessed by the idez of
using negotiable licences ko control banks® dewmosit evpansion. As
wilth base moncy, the supply of negotiable licences would be monopolised
by the authorities. As banks expand beyond allowahle limitvs,
variations in the warket price would raise costs against individual
banks. Yet is is aenerally agreed that such a scheme would encourage
banking to be dcne outside the controlled area — particularly in

of fshore markets. Weuld the same consequences follow from monetary
base ccntrol? If banks' holdings of base money were involuntary, =s
under a reserve requirement, this might w=2ll be the case. But we have

argued that banks' demand is & voluntary one based on a producticn

function for liguiditv services, not an arbitrary restricticon upon an

Tl 4 J x
inscitution designzted to be z 'bank! Institutions in the
BEurosterling market {(nct that such » market can really be saidé te exist,

thanks to the Sank <f England) wnich provided subpstituite liguidity

e
e os
services, would require 1inputs of h;nk—powered money, iust as 1is the
case in domest r n
have over domestlic hanks te be atl

reservas needed for liguidily production? Much the same question iust

s in domestic



But arve licuidity services iLhe distinguisining characteristic of money?
if they are, then ?erhdps ore-tnird of £M3 should ke excluded from the
definicion. Phis. is a conservative estimate of the amount that
represents Gnclesale sunds of the ron-bank zrivate sector, muzh of
which is held in banks which cpecialise in wholesale banking. This
type of bankiny differs substantially from retail banking, which 1s the
model outlined earlier. Retail banks exist by producing liquidity
services; they endcw claims with attributes of capital certainty,
convertipility and transferabiiity. The economic basis of wholzosale
banking is to lower transactions costs in markets for corporate
borrowing and lending and to intermediate within the term structure of
interest rates. In contrast with retail banking, in which virtually
all deposits are in sterling and withdrawable cn aemand {(or at vexry
short notice), wholesale deposite are for various maturities and in a
variety ef currencies. Unlike retail deposits, where eacn bank may
have milliors of small acceunts, to which the law of large rumbers can
be applied, each bank in wholesale business may have only a few
hundred large acccunts and is not large enough, relative to the total

mairket for whclesale funds, to apply the same principies.

Because the economic basis of wholesale banking is different anrd the
balance sheet structure differs, a different 'production process'
applies. A substantial degree of matching of currency and maturitv
is the rule, even when, with non-banx business, substantial maturity
transformatior occurs. (Maturity transiormation in sterling
wholesale banking is only slightly less than that which now occurs in
Euro-currency business.) A critical role is plaved by the interbank
market in 'reccnciling' thc puhlic's preferences with those of the
banks. Funds are channelled from ultimate lenders to ultimate
berrowers through several ban¥s. What beuin as shoit-term depositse
finish up as rollover loans of several yearc' duration. Each b
is mismatched, but aot to any grcat extent, and no one bank is lert
with a large snare of the transformation. This is in marked contreast
to rtetail oncrations, in which the transformation is undertaken

fully by the bznk accepting the depnsits. It follows that the Bank's

proposals about prudential iigquidity, wit

b

1 the higher regulcsements

in interbank funds, strikes at the heart of wholesale banking,

e
and indicates ilure to understand this type of intermediaticn.

w



Cur immediate concern, nowever, is that, ror wholesale bankira
activities, there is no demand for base wmeney. In Zhis se..3e, much
cf the British barking systein has -irceauy progressed o a nashless
society. Even the concept of a reserve ratio has little meaning,
for the demand for marketable securities (bills, CDs) to cover an
open position depends on the mismatching, maturily by maturity,

not upon any scalc measure of the total balance sheet.

Restraint upon the supply of hase morey will curtail retail banking
and those substitutes for retail barking which involve the production
of- 1iquidity services using inputs of high-powered money (oi. in a
pyramid of credit, claims agains* retail banks). If, as we have
argued, wholeszle banking involves diffesrent services and different
preduction processes, it is unlikely to be constrained directly by
monetary base control. The wvital guestion, then, is, shouid it?
Analogies are helpful, but which is thé correct one? At cne extreme,
we could; as Fr.iedman dces, liken the production c¢f money ic that of
motor cars, with high-powered money 1ike 2¢eal, Steel is a wvital

and irrveplaceable input to the production of motor cars, at least in
the short run. By restricting the supply cf steel, control could

be exercised over the producticn of motoir cars, even thouah there

are different brands and different modeic. Alternatively, we could
envisage mon2y to be like containers. Tﬁere are several dififerent
types cf container (steel cans. glass, aluminium, plastic) aad many
ditferent production rrocesses iuvolving quite different inputs.

Each tyve of container, and its associated input, has its distinctive
merits, but all can be substituted at a price. Is the same true of

different forms of banking and finance more generalily?

3

hus the monetary control debate is reallv a debate about the rirst
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borrowings and lendin

far

11 forms of financing in the ecunomy?
In tne latter case, the Bank's interest rate policies are clearly
pecial place, 1t is unnecessary

and ineificient Zor the Ban¥k to control all borrowinos and lendings
g



when a more direct means of conirclling the relevant mouney cuoply is
available. Monetary base control.lwill involve interest cCaie
vaviations as a by-product or as & mecns Lo an end, bnt 1t may ncot
prcve necessary to deflate all borrowings and lendings and alter all
credit ccaditions in the eccnomy oa the way. Altering all financing
demands in order to change one oarticular form of financing is a

blunt instrusent.

There is something to be said for both views. Proponents of monetary
base control have, somewhat slavishly, applied a theory developed in
the United Staies, with its preponderance of retail banking, fo the
quite different environmeut of the British panking system. On the
other hand, i+ is surely the case that those bank and non-bank

claims which are backed (directly or indirectly) by base money are
more ligquid than much of wholesale money, wihich differs little in
character from commsycial paper. By ignoring the importance of

bace money to liguidity productiun, thé Bank has overemphasised

wholesale banking and failed to distinguish money from credit.

24 July 1980
M ¥ Lewls



