7. Monetary Base Control
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MR MIPDLETON cc Mr Burns
Mr Britton
Mr Monck
Mr Riley
Mr Turnbull
Mr Grice
Mr Shields

MONETARY STATISTICS

Peter Stibbard (CS0) rang me about the new figures for the

monetary base. The Bank have already approached him about

including monthly figures in Financial Statistics (they will

not for the time being at least appear in the Bank's own

press notice). The new table will probably appear for the

first time in the May edition. Unless we tell them different,

CSO will simply reproduce what the Bank give them -.QEQE@}j%iiﬁ

and all. I had previously warned Peter Stibbard that we might want t
// have an Mo series; do we want to press the point, or shall we

abide by our temporary truce with the Bank?

2 You will be interested to hear that Peter Stibbard has
booked space in either the May or the June Economic Trends

for an article on (non-bank) private sector gross and net
financial wealth. I hope we can keep to this timetable.

7

RACHEL LOMAX
25 March 1987
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PRIME MINISTER

MONETARY BASE CONTROL

1. I propose that, now the budget is over, we try again to
introduce MBC. In my view it is of considerable urgency.

2 At present there is no ostensible monetary control. We

are not moving interest rates according to some rule about

e

the excess of monetary (£M3> growth over target values. We
need to control the base of the banking system and at present

we have very inadequate means to do this.

e There is a lot of liquidity in the system mainly in the

form of interest bearing financial assets. In order to prevent

an explosion in the means of payment, we Sﬁght to prevent these

financial assets being converted into money. MBC would enable

———

us to avoid such a monetisation.

I, Some problems of adaptation remain but they are minor. My

contacts with discount houses have shown that these firms could
o ——

very quickly adapt to MBC. Indeed in many respects such

adaptation has already occurred. The other objections raised by
the Chancellor - the behaviour of the building societies and

the fate of the two gilt jobbers - need to be examined again,

but I doubt if they should constitute a lasting barrier to MBC.

B If you agree, I shall pursue this further with Middleton
and Burns and then the Chancellor.
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cc Mr. Lankester
Mr. Wolfson
Mr. Hoskyns
Mr. Duguid
Mr. Strauss
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You will recall that when we met on 18 March, I promised to let
you have some details of what we were proposing to ask from the
banks in respect of retail deposits.

The fact of the matter is that for some time we have felt a need
for 2 measure of monev which might more accurately represen™
transactions balances than our present aggregates. Ml, as vou
know, consists only of notes and coin and sight deposits, whereas
in practice payments may often be made from other types of
deposit. On the other hand, sterling M3, being the total of
non-bank resident sterling deposits, obviously includes a good
deal of portfolio or wholesale balances.

What we are therefore seeking from the banks is something in
between. In the light of some recent discussion witin them,
what we now have in mind is that the new series should comprice

(1) all non-interest-bearing sight deposits;

(ii) all other accounts on which cheques can be drawn or
from which standing orders or other direct pavments -an
be made;

(1id) all other deposits below £100,000 in size and
withdrawable either by law or by commcn practice
within one month - such maturity to be defined in
residual rather than original terms.

Obviously, quite a few of the details of the proposed series
remain to be settled and it will be some time yet before we get
any actual figures. When we do, and when we are sacisfizd



that teething problems have been solved, then we shzll aim to
publish them in our Bulletin. It is likely “hat wher we do

so, we will also show alongside them for purposes of comparison
figures of shares and deposits with building societies, probably
on a similar basis to those already included in the published
PSL 2 series (ie excluding SAYE accounts and term sh==esl.

oo, bl
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MR MOWCK
Mr Britton
Mr Turnbull
Mr Grice
Mr Shields
Mr H Davies

MONETARY BASE CONTROL; WHERE NOW?Y

I attach a draft of the paper on MBC: it is very much a
first shot and rather long and rambling as a result. But
you may like a chance to see it before I go on leave
(5-14 April iaclusive). I am not sure when we can have a
meelbing on all Lhis, as otheruwill be going on leave as I
returu.  LL may be best, therefore, if people let me have
thelr comments in writiag, for my return.

RACHEL LOMAX
2 April 1981

cc ', Mr Middleton (for info)&e/.



DRASE

FORTHER THOUGHTS ON MOMNETARY BAsk CONTROL

Introduction

The papers prepared for the HM's Seminar last autumn
identified a number of problems with the system of monetary
control, az it then was. Since then, a number of innovations
have been made which have been publicly justified both as
"desirable in their own right" and as contributing to a

possible sventual move to some system of monetary base control.
Me Turnbull's paper explains what Lic recent changes might be
expected to contribute to monetary control, when they are

fully implemented, and discusses what further impreovs:uents
might in thelr own terms be worth making. This pap:r looks

at where we now stand on the question of MBEC. What. precisely.
might we hope for from a further move to MBC {hat we will not
get Lrom the system of monebzry coutrol as now conceived? Can
we narrow down the serious options on MBC any further,
following the inbternn! debates over the last six monlhs? What
can we learn from the operation of the new system, about the
merits and feasibi. ity of one or other forms of MBC? What
further changes would be needed to-get to one of these options,
[rom where we are now? And have the changes we have made up
till ncew all been in the right direction, from this point of

. 4
riew:

lionetary base control: as a technique of control

2 The debate that followed the publication of the Green Paper
was dominated by the value of monetary base control as a
technique of contrcl. In the absence of direct controls on
credit. the main way in which the Bank has sought to influence

monetaxry conditions is through its operations in short term
J £



money warkets® - le. "by supplyiug cash to or withdrawing
cash {rom the banking system through open market operatious,
with a safety valve, which may be used to u greater or lesser
extent, in the form of discount window lending" ( E George

4 February). Traditionally. money market operations have
been directed towards securing the Bank's objectives for

short term interest rates. Monetary base control was seen,

g

above al as providing an alternative gquantitatlve basls for
these operations. according to which the Bank would focus on the

amount of cash supplied rather than on its price.

5l The tecanical case for MEC is that it would provide a more
pnruorj-tc and relinble means of controlling the targeted

AOLO*”“E agg regat* than the alternative technique of

nanipu ing interest rates to influence the demand (and supply)

of moneyv. Discretionary cooctrol of interest rates was said to

have & following disadvantages
(i) the authorities can only directly inflven-e
shorh rates, but broad money depends on relative ¢//

interest rates. The liuk between the level of short
rates and broad money (and possibly other aggregates)
is tenuous and peorly understood;

(ii) 41if the authorities fix interest rates. errors P
and unexpected shocks will show up in the target /

rariazble - meney. There is a risk of giving misleading
signals to the market. Folicy may, unwittingly, be
given asn ianflationary bias, as inflationary shocks are

¥

sccomnodated aud prove hard to reverse

*1t also operates irn other financial marke%s, notably the
foreign exchange market and the gilt edged market. While 1t
fnow usec a quautl‘ tive ruie to determine its operations in
foreign exchange (1~ no net intervention) it has traditionally
acted as a price taker in the gilt edged market.

P
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(iii} interest rates are ‘oo political an instrument

to use flexibly (there will be a "bias to delay" at

least in the case of upward movements).
4, is MBC really the answer the these problems? An
alternative approach to (i) is to target one of the narrow
aggrepgales, which has a better defined relationship with
short bterm interest rates. Even if this is not possible. the
case for MBC depends not on the empirical weakness of the link
between interest rales and the dewmand for money. but on the
demonstrable superiority of the money multiplier relationship
(between base money and the target money supply). in practice however
lnstitutional arrangements have made it impossible to Judge this
point 1in the UK.

Jn (iii) it can be argued that the mere fact that interest
rates are so highly political makes it impractical to
relinquish contrel over them, as implied by MBC. On the other
hand. similar arguments apply to exchange rates and the
Goverument has mannped to convince an important section of
opinion that there is little it can do to reverse a highly
unipopular movement in the rate over the past two years.

6. Whether (ii) is a serious problem or not depends on the -
nature of the shocks Lo which the demand for money is most
frequently subject. In some cases it may be desirable to allow
the morey supply to respcnd to unforeseen .events. Failure to
accommodate unexpected charnges in the demand for money.

relative to nominal incomes. will involve unnecessary changes in
Luterest rates which will destabilise the real economy.  On the
other hand. the avpropriate response to unforeseen movements in
nominal incomes will typically be an offsetting movement in

N ’
]
Lnterest rates.

LS



s Whether interest raftes or the monetary base provide a
better operating guide is therefore an empirical issue. But
note that precisely the same question arises in choosing

between the monetary aggregates and interest rates as
intermediate targets. The implication of taking some

measure of the money supply as the intermediate goal of monetary
policy is that unpredictable shifts in velocity are less of a
problem Than unforeseen movements in nominal incomes. Choice

of a money supply target thus establishes some presumption in

favour of the base as a useful operating guide.

8. Before leaving technigues of control, it is worth noting
another group of problems which we identified last autumn which
have an indirect bearing on the case for MBC - the shortage of
effective monetary policy instruments. The authorities have no
direct control over long term interest rates - though whether
this is self-imposed or an inevitable corollary of the
Government's domination of UK long term capital markets has been
hotly debated. The range of av-ilable debt instruments is
timited (though it is now being widened). The RAR, never very
useful . has now effectively been abolished; special deposits
have been zero since the middle of last year. The scope for directly
tnf'luencing banking sector liquidity (other than through open
market operations) is correspoundingly limited. The scale of the
distortions revealed by the remov.! of the SSD scheme has, for
the tiwme being seriously discredited direct controls while the
abolition of exchange controls has severely limited their

potential usefulness in the future.

9. There are a2 ounber of implications for the MBC debate.

First the lack of alternatives underlines the need tc conduct

money market operations as effectively as possible. Second, if

MBC could increase the range of monetary policy that would be an

important advantage. It is sometimes argued. for example. that
a

MBC would be way >f putting pressure on the banks to modify

R



Lhelir behaviour 1o ways that would be helpful te uonetary control
rather than as at present, responding passively to the demands
of their customers. (This was the Mervyn Lewis argument).
Attractive as this argument is, however. it has been treated
with considerable scepticism by almost everyone who has ever

had anything to do with prectical banking - and while that is
scarcely conclusive. Lhare isno evidence on the other side

either.

“0. Thirdly. the objections to direct controls extend to
some forms of MBC as well. UYe concluded last autumil that
the abelition of exchange coilrols made it impractical to

\uttamp? to control M3 (or any other broad money aggregate)

by mazndatory MBC* 'he reasons were spelt out at length in the
TSGS Report on Monetary Policy. While in principle it might be
use MBC to control a narrower aggregate, like M2,
still be scope for domestic disintermediation and
especlally if building society deposits were

exciuded from the definition of MZ2. The valuve of so doing,
despite Liuese problems, also depends, of course. on whether
Lhe narrower apprepate was theaght to be sufficiently well

related Lo fivnal objectives Lo be suitable as a target.

Monetary base: as an intermediate target

The debate about control techniques ook it for granted
that the ilatermediate objectives of monetary policy would be
delfined by a target for the money supply. But internal
discussions have ranged more widely. The unexpectedly rapid
growth ol 3MZ.at a time when other indicators were suggesting
that peilcy was very tight. raise”

s

fundamental guestions about
the way in which monetary policy objectives were defined. Was




$M7% o suitable target? Was it sensible to rely

measure of the money supply? Wes U even right

monetary policy exclusively in terms of a money

only on one
to define

supply target

and ignore other indicators of monetary stance like real

interest rates and the excharge rate? Monetary vuse control

as defined above {(a:rule for determining the basis on which
open markel operations are conducted) has a place in this

widepr debate, since what should be controlled turns, at

least in part, on what can be controlled. But the monetary

[T
vage

was also considered not as a short term operating
target, but as a louger term intermediate target - a proposal

which does not ne~zssarily involve radical changes in

techuiques of control (shough it might).

T Lne case

for the monetary base as an intermediate target

18 that it is at least as well related to final objectives as

/| obher monetary asggregates and that it has the advantage of
[ A J i L
V/ | being more directbly conbtrollable.

The internal papers
prepared earlier this year cast doubt on both these
propositions. It 1s only the currency component of the base
that appears to be systematically related to GNP or prices:
but since currency has been entirely demand determined it is
as evideuce of a causal link from the
In

2 i oy
relaty

| difficult to see this

base o nominal incoumes. the short tera at least, 1t would

be surprising il the

o

aship between the base and

nominal incomes were as good as that between broader measures

g

| of money and GNF., since the base/GNP relationship will be

disturbed by shifts in the wmouey multiplier as well as by the

shifts i: velocity which upset the link between broad money

/.'15. We concluded that the wide base might even be more
© Jdifficult to control than M1. True, there is daily

35% of the base consists of

a
the base. But
the public's heldings of

and coin. The enormous



digsparity between the banks holding of cash and the public's
means that a simple policy of offsettiag movements in one
against the other would not be practical. Control of the wide
base would not be different in priunciple from control of M1

or &M%. whether the Bank's operating rules were formulated in
terms of prices or quantities. A surge in the public's demand
for notes and coin would require the Bank either to squeeze
the supply of cash to the banks {(ur equivalently. to drive

b

up 1nterest rates). until the banks bid notes and coin away

from the non-bank (or, what amounts to the same tidug, the
public's demand for notes and coins is reduced to the required
extent ). The problem is thal the relationship between the wide
base and irnterest rates seems to be considerably weaker., less
stable and more poorly cdetermined than that between M1 and
interest rates. Control of the base would probably be less
certain. and require wider swings in short term interest

rates. than control of M1.

sarrowine the options o MBC

4.  Hecant discussions have probably put us in a position to

ruie out some opticns altogether vig:-

{i) MBC as a techuiqe for controlling broad money
\// (&¥4 and the PSIL's);
L1} targetlinp the monetary base as un alternative

to the money supply proper (M1 or &£M%)

Tnat Jesaves mandatory MBC as a meané of controlling narrow
measures ol money; and non-mandatory control of bank holdings
of cash (ie. bankers'balances and. possmbly till money).
flemories of the corset make z2ll forms of mandatory MBC fairly
uwonattractive. But the main problem is the lack of a suitable

Disintermediation would almost certainly be

a severe problem with M1. kven if figures for M2 are available



later this year. 11 will be a number of years before we can
tell whether it will be a suiltuable target aggregate. It
will take three years merely to determine its seasonality.
for practical purposes, therefore, we can rule out an

early wove to any form of mandatory monetary base control.

15. The main problem with non-mandatory control of banks®
holdingsof cash is that there is no guarantee that it would
lead to improved monetary contrel. That would depend on the
stability of the money multiplier*. While we can infer
something about the mouey multipg.::r by observing the
stability of the relatioanship between the public's holdings

of notes and ceins and total deposits, present instc’tutional
arrangements mean that the bauks do not have a wel . determined
demaud for bankers' balances: their demand for cash is

domiuated by their precautionary holdings of "till money. There

1s every reason to expect changes in the terms on which cash is

supplied te produce a radical change ia the nature of the
bank's total demand for cash. In our present state of
knowledge we are in no position to judge whether or not the
money multiplier 1s likely to be more stable than the relation-
éhip between short term interest rates and the relevant

measure of the money suppLy-

1. - Hon-mandatory MBC mipght also raise the question of the
appropriste monetary target. The rarrow base might turn out

Lo

e well related bo M1 or M2, but not to £€M4s. But the,
value of such a 1luk with narrow money would depend on the

siguificance altached to targeting these aggregates.

-
4}
s
’_l .
:'*)
)
\—)
o
]

m= d where r is the ratio of

back holdings of cash Lo totrl deposits, and ¢ is the ratio

h
of public holdings of curwvency to deposits.

c



/. 'the fundameatal issue is, however, the continued
definition of monetary policy in terms of .ioney supply
targets. It clearly makes no sense to evolve in the
direction of any form of MBC if the commitment to using
targets for the monetary aggregates as the basis for
setting interest rates is wavering. The Budget marked

a re-affirmation of broad money targets as a basis for
setting fiscal policy instruments: but the decision to
"take a wider range of factors into account in determining
interest rates"” seemed to imply a move away from money
supply targets as the basis for determininug monetary policy
instruments. There is an obvious tension between making
interest rate decisions more discretionary (as is involved
i widening the rnre of relevant criteria) and making them
more endogernous to decisions sbout guantities (as implied by
MBC). Until this conflict is rez~!ved, we cannot judge
whether there is a case for moving any further in the
direction of MBC, in any form.

decent Changes in monetary control techniciies

]

- 63

. In this critical respect. developments since the autuan
have not been favourable to the eventual introduction of MBC.
On a more technical plare, however. some of the changes
sunownced 1o November woutld e helpful if we decided to
adopt MBC {in the sense of a quantity based approach to wmoney
warket operations,. 'The abolition of the reserve asset ratio
is the most importsnt; a primary liquidity requirement of this
sort is quite incompatible with any form of MBC as it involves
treating certain short term Liquid assets us effectively as
mood an cash. The steps the Bank are taking to broaden the

reets. by widening the range of eligible bills, are

1

b
b

m

M

designed to improve the flexibility of their open market
operations. In an MBC regime this should make it technically

easier for them to regulate the supply of base money in the

face of large and often unpredictable swings in the CGBR. The



Bank's reduced reiiance on discount wiondow lending is also a
necessary step if interest rates are to be fully market
determined, (given the authorities target for the base); as
long as discount window operations are a regular feature,

the rate at which the Bank are prepared to lend to the market
will tend to put a ceiling on short term rates.

. Of the changes still in the pipeline the proposal to let
interest rates fluctuate within a 2% band should represent a
modest further step towards MBC. It will familisrise market
operators with more day to day volatility in short term
interest rates and could cause them to differentiate more
sharply between cash and other liquid assets. If the
position of the band is changed relatively more frequently,
the chenges may prompt the private sector o make more far-
reaching changes ep. to the termns on which loans are extended.
These chanpes would be more likely to take place if there were
a clear donlarasian of iantent to move to MBC on an

annouitced Limetable. Moreover unless interest rate bands are
somehow related to quaantitative .:.gets eg. for the base they

wiil mark a very partial move in the direction of MBC.

20. The original intention was not to publish th: tands.
£bolishing MLR is the necessary corollary. always assuming
tnall LU eonltlnues Lo be a rale which has some operational
cipnificance (LF only as o cipual Lo the market). “This
propesal has been criticised as creating uncertainty for its

own sake. Uncertainty zbout interest rates is certainly a

-

likely consequence of introducing MBC, but it is not the
purpose of doing s~2. On the other hand greater uncertainty
about Lne terms on which cash will be available may be required
to give cash the special status vis-az-vis other liquid

h is implicit in the MBC approach to monetary
contrel . In logic it was the failure to couple the
annouccement about unpublished interest rate bands with some
statement about the new (quantisy -based) rules by which the
authorities would be operating in future thst laid the
Government open to the charge of gratuitously increasing

uncertainty.



241. The Banks are also planning to ask institutions whose
bills will.under the new arrangements, now class as eligible
to place an averaT2 agreed level of funds with the discount
houses. The objective is to ensure that the ending of the
RAR does not cause a sharp decline in call money, which
would undermine the discount houses abllity to discharge thelr
present role as market nakers in bills. A well functioning
pill market would make it easier to move to MBC. However,
viewed as an attempt to shore up the discount market, these
proposals are not obviously coansistent with an eventual move
i that direction.

22. He nave always argued tnat MBC (as a control technique)
would almost certainly mean the end of the discount market
in its present form. The special position of the discount
houses siems from their priviledged access to cash. If
discount window facilities are granted less freely, and on
iess predictable and favouranhle terms, while the terms on which
obher assets can be turned into cash become more uncertain,
as bthe by-product of operating an MBC sys’.z2m. the discount
houses may find it impossible to make a profit from accepting
money ab call. This was the view that the Discount Houses
Lhemselves took in Lhelr contribution to the monetary control
congsul tations lash summer. We canuot be certain that the
discouut houses would fail to aic.% Lo the changed
circumstances under MBC. But it is not obviously helpful to
shore up existing arrangements which would almost cartainly
reguire major modification uander a different syclem of

control.

vlew evidence oa MBC

2%. UWe cannot expect to deduce from the operation of the

new system how well a fully fledged system of MBC would work.

that by making the switch. But, on a less
re s number of things we may hope to

learn in the next few years. First. we shall start collecting



figures for M2. That will tell us whether there is a narrow
apgregate which is suitable as the denominator of a
compulsory cash ratic in a mandatory MBC system. Second,

we should be able to see how responsive the banks demand for
cash is to changes in tae way the Bank conducts its money
market operations. At present we do not know if there is
likely to be a stable money multiplier at all. Even though
the value of the multiplier would certainly shift as we moved
closer to MBC observation of the behaviour of the base under
the new system may help us to decide whether there is likely
to be a reasonable behavioural link between bank cash and
deposits. The existence of such a link is important
information, even if the parameters cannot be determined in
advance of a full move to MBC.

HeooMe may also learn somethiog about how the syastem responds
Lo more Ulexible , and possibly more volatile, short term
tnbterest rates. ‘That includes the effect cn financial

ingtit

titutions - discount houses, banks, building societies.
and possibly on companies. Tt could also include the
Government — it is for example. aui Lo possible that the
subhoritiecs wiil be unwillivg to distance theuwselves from
interest rate movements, in practice - at least when the
direction of change happens to be acceptable. We may also

be able to observe the effect on other economic variables -

otably the exchange rate. Even if there is no visible
response to a 2% interest band, that will be information of

sort - at present we have ver; Yittle idea what degree of
interest rate volatility would provol significant
changes in eccnomic behaviour.

5. HMore ambitiously, we might discover more about the
ignificance to be attached to different monetary aggregates.

behaviour of the broad and narrow aggregates



in 1979 and 1980 1s not entirely unprecedented, but it was
very striking. It will be 1nteresting to see whether the
apparent lessons of 1972/75 receive any confirmation. If
they do, then our relative neglect of the narrow aggregates
in gsetting monetary policy inst—uments will be vindicated.
Since the case for MBC (in both mandatory or non-mandatory
forms) depends in large part on the relevance of the narrow
aggrepates to monetary conftrol, that is in many wajs the
most important issue to be decided before passing a final
verdict on MBC.

rurther Steps

26. The most important sirgle development needed to transform
the new system of control into a proper MBC regime would be
for the authoritiz:s to formulate objectives for some measure
oi the monetary base and to allow interest rates to respond
more Cicsely to divergences of the base from the target. That
would mean both widenirg the bands and setting them with
movements in the base in mind. Ultimately operating
tustructions might be coxched entirely in terms of gquantities
{Larpete for the supply ol ensh Lo the banks) - rather than
prices {short Lerm inlerest rates). These changes would not
require institutional changes in the system of monetary
coubrel . Lhoumh Lhey might provoke institutional changes in

Lhe privabte seclLor.

. There are two possible changes to the existing framework
that might in some circunstances be needed. The first is a
change Lu the cash ratio. which would need replacing if it
were decided to adopt a mandatory system. The second
concerns the way in which the dgank organises its interventions
in the woney markets. If changes in the “erms on which cash
is supplied do cause a sharp contraction in the discount

i g o

e oty ] oy e b} =y e B |
market . the Banik will

have (o deal directly with the banking

1%

system. At pre

(

sent they see real difficulties with this,



because the interbauk marke! 1s dominated by the clearers,
who (like the Bank) are rnet suppliers of cash to the rest
of the system. With such a market structure, the Bank have
argued, 1t is unrealistic to look for interest rates which

are ., in. any meaningful sense, market deterumined.

28. It 1s not clear what the answer to this problem is, or
even if it 1s a real prcblem since the discount houses might
survive a move to MBC, against the odds . One possible
solution would be for the Bank 1y nfluence the base by
operating in a short term asset market which is less
dominated by the oligopolistic clearers. The obvisiz
candidate is the foreign exchange market. since the base can
be influenced by sales and purchases of fcreign exchange, as
well as by open market operations in bills. One immediate
objection to this course is the effect on the exchange rate
which, unless domestic and foreign assets are perfect
substitutes, would be more affected by operations in the
loreign exchange market than in the domestic short term money
markets. HNo dout® thersz are other problems. But the idea
may be worth exploring further, if the problems of operating
Ln the interbank market look like posing a major obstacle to

Lo Turbher movement towards MBC.
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29. 4L move to MBC 1s sometimes presented as the logical

—~

operational consequence of adopting money supply targets. The

cerol tary certainly holds - the case for MBC presupposes a

ap

strong commitment to formulating monetary obJjectives in terms
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morLary aggregates rather than prices - interest rates or
exchange rates. DMonetary hase contrel has little to offer a
e

UGOVEernmellys

which, as a matter of principle. wants a wide range
i of factors to have a bearing on movements on short term

rates. There is room for discretion in opersating an
MEC system of course butX%fmuue in that direction is to mean
anything at all, it must mean a switch of emphasis away from
Lnterest ra

A

es, as important economic indicators, towards

1
gquantities (some measure of the base).



0. The anslogy with the foreign exchange market is
1lluminating. Between the extremes of pure floating and totally
fixed exchange rate regimes there is a wide range of

"dirty floating" options. The opposite ends of the spectrum

are however clearly defined. Similarly, MBC is, in principle,
al the opposite end of the specturun ffom a purely discretionary
interest rate regime. It is far from clear which direction

along this spectrum the authorities currently wish to move.

51. wor is it obvious what MBC could offer, as long as the
authorities continue to define their monetary objectives

primarily in terms of £M%. It is fairly clear that MBC is
unlikely to be an effective instrument for controlling broad
woney. HMoving to MBC would invo. v adopting a target for a
narrow aggregate. possibly one for which we do not yet have
figures. The merits of such a target would need evemining in
its own terms.

Io the light of our previous discussions we can narrow down the

52. :
opticns on MBC, purely on intellectual merits. Targeting
the wide base has no clear advantage over targeting M1. and

some dinndv: antapes.  Mandatory MBC. in any form is not an

|
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Jdﬁﬂlﬂw which res-.ve requirements might be set. Even if there

Lmmediabe opLion, beeause Lhere is no suitabl e apprepgatle
were. the risk of creating unnecessary distortions make it

J{Eairly unattractive. That leaves (non—mandatory) contrel over
1l.| - - - -

IE‘. norrow base. The ouly serious objection is that we cannot
g

tell whether moving in this direction would improve mounetary

i
|icontroi of not.
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onpared with these issues. the technical questions
raised by a further move to MBC are relatively minor. As
ar as we can tell a move to non-mandatory MBC would not
require further mejor change to the framework of monetary
coantrol. The main practical question is how rapld¢y it is

sensible to move along the spectrum - frouw thirking in terms



