1. Monetary Targets
and Economic Policy

Control of Monetary
Aggregates

30/8/1978






£
&
==

> Mr Dridgeman
i . irs lLomax
M Wigeins
M Ki,g
Mr Spencer
Bell

ASPECTS O MONETARY FOILICY AND THE REAL ECONOMY
T attach the paper ycu reguested. Bscsuse of various holideay

plans, it has not been peesible for me to discuss the points
raised in the paper with the people who heve worked in the area

longer than myself. I would therefore welcoms either written o

(]

orsl comments from recipients.






MONETARY POLICY AND THE REAL MCCNOMY

This note considers the impact that the various monetary
aggregates moy have upon the economy. By implication, we
therefore also consider what effects controlling each or any of
these quantities is likely to have upon the macro-economy. It
does not consider whot efficiency and other microeconomic effects
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controls may have on the financial industry. Whilst these are

of considerable importance in themselves, the required analysis

is rather different. The note is in two parts: 1in the first,
shoxrter, part, we consider the possible candidétes for controls

in the second, the links with the rest of the economy are examined.
Three major headings are reviewed - effects on the price level,

on the volume of domestic activity and, finally, on the balances
of trade and of payments. As we shall see, these effects are

interconnected.

A. The Cha IaCtGTlZd ion of Monetary Policy

o

In this section, we review the gquantities which might be considered
as control magnitudes for monetary policy. Before we begin,
however, I want to declineate the subject matter of this note, the
effects of monetary controls, from two apparently related but
substantially different questions. In analysing the consequences
of various contrcls, one needs to know how the contrcllsble
magnitude affects the rest of the economy and to determine

therefore what the effects of the control will be. That is what
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we consider here. The two related questions are these: 1

L

“monetary policy and how does it differ from fiscal policy; 1i. whav

'r":

is the appropriate meazsure of monetary policy. Even 5 4 il
possible to provide an answer to these questions,-that answer

could not, in my opinion, be of any value.

Figcal policy is usually thought capeble of fairly precise

measurement, st least at macroeconomic level. The FSBR is normally

used for this purpose usually calculated at some fixed employment
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in more sophisticated attempts, adjusted for the effects of the
inflation tax on government debt outstanding. The problems about
finding a similar measure for monetary policy is that movements
in monetary varicbles can evidently be induced by fiscal policy
alone. ' Thus, a reduction in income tax rates not offset by a fall
in government spending or debt sales may increase the money
supply. There are several ways out of this conundrum: one can be
strictly logical and claim that the tax change is itself monetary
policy - most monetarists would argue thus. A second way is to
define menetary policy sequentially on the FEBR so that monetary
policy is the growth in money supply relative to the ESER. Thirdl;
one can define monetary policy, institutionally, as government
policy bearing on interest rates, debt management and the behaviou
of the financial system; this is the presumption underlying, for
example, Professor Sayers' writings on monetary policy and might
corresvond roughly to the remit of our own monetary Policy Group.
One could devise other sensible definitions of monetary policy.
As lsbels or descripbive terms each of these is acceptable but it
is necessary to specify in discussion precisely which label is beil
used. HMuch academic and public policy debate, particularly betuoe:
1

monetaerists and the rest, hqc been unnecessarily confused by failu

to sgree on which convention 1s being used.

Two conclusions follow from this discussion. First, there can be
no unique measure of monetary policy bhecsuse there is not univerga
sgreement on the defipition of monetary policy. Secondly, and
less trivially, if one selects a definition of mometary policy
which allcws operation on more than one policy instrument then
there arises the possibility that these instruments will exert
different effects. Tor example, policy involving high intcrest
rates but rapid monetery expansion may exert a contractionary
influence on the cornorate sector of the economy but an
expansionary effect on the consumpticn sector. In this
circumstsnce, no single measure of monetary stance is possible and

moreover, any abteuwpt to find one would obscure the true effects

af policy
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It would secem bhetter, therelore, to steer well clear of these
theologicel debates with regard to the definition of monctary
rolicy and how to measure it. Instead, we characterize policy

by the behaviour of a number of gquantities and consider how chanpes
in each of these might influence the economy. In the remaindcr

of this section, these quantities are defined and technical and
statistical issues (as opposed to economic ones) discussed.

1s The Monctary Base. This mey be an important point either

because of its effect on the higher monetary aggregates or because
of direct effects via a money multiplier on nominal nationsl income
In monetarist writings. (see, for example, Burger (8)), the monetary
base (or high-powered money) is defined as currency held by the

public and by the banks plus net govermment liabilities held by
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banks. While this definition is relevant to the United States
stitutional convent, it has little meeaning in the United Kingdom

since it is not these holdings which determine the banking system's

ability to create deposits. In this content, therefore, one is

more likely to be interested in the banks' holdings of reserve

' rrected over time for effective changes in the minimum

ts are defired as i. banks'

holalng of Treasury Bills; 1ii. le
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markets iii. commercial bills up t
1 h less than one year to

2% of llgjble liabilities;
iv. local authority bills v. gi it
maturity:; vi. bankers' ba arnices with the Bank of England Jjess,
in the case of clearing banks, 14% of their eligible liabilities.
Since we are primarily interested in the reserve asset base as
determining the maximum deposit creation possible by the banks, 1t
‘may not be actual reserve assebts which are relcvant but rather the
maximum obtainable by the banks at their own discretion. Such a

series is not difficult to construct as Pepper and Thomas (41) note.

Eom The 'Marrow' lioney Supply M. This is defined as notes aznd
:oin held by the public plus bank deposits, obtainable on sight,

by UK recidents. The only statistical issue here is whether or nct
interest bearing deposits should be included in the aggregate to be
controlled, since May 1975, the published series have included sueh
interest bearing deposits and these have almost certainly been
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responsible for much of the high-frequency varistion in the sericn
There is a strong case, however, for leaving these deposits in

the M1 series. M1 is characterized particularly by the fact that
almost any transaction may be effected by its use. It is thus

the archetypal medium of exchange. Sight deposits, whether
interest-bearing or not, may be used for this purpose. On the
other hand, there 1s reason to believe that interest-bearing
deposits are predominantly corporate-owned assets. Thus, if we
are interested primarily in personal sector economic behaviour,

we may want to exclude them.

e The 'Wide' loney Supply M3 and &M3. M% is defined as notes

and coin held by the public plus UK residents' holdinge of sight
and time deposits with the banking system. &£M3? is of the same
form but excludes any foreign currency deposits. Unlike M1, time
deposits may not themselves be used as a medium of exchange but
since they may be converted virtually at will into such form, they
are often reparded as transactions balances. On the other hand,
they mey slsc be regarded zs speculative stores of value since the
carn a ragte of return. A problem with this interpretation is that
it is @ifficult to see wny time deposits are so large. Personal
holdings of time deposits are at least £m25000 and most of these

holdings could obtain a higher rate of return if invested in the

Building Bociety movement, st no extra risk. The fact that
substantizl time neposits are not invested in this way leads one t
suspec ¢t that they are predominantly of a transaction and not a
speculative nature.

.lorejmq currency holdings by UK residents can clearly not be ucsed
E J [ 2]

Rey
for domestic transactions but do represent wealth. Whether one
wishes to concentrate attention on M5 or £M3 will therefere depend
on whether cne regards the medium of exchange or store of value
role ol money as most important.

Both measurecs are subject to a number of statistical problems:-

a. Probably the most important of these is the arbitraging
phenomenon known as 'round-tripping'. It occurs when the yield on
CD or whoeleoale hank

) . ; o '

demosits 18 greater, 10 some reason, than th




cost of a bank loan. In this case, prime credit-rating bank
customers will find it profitable to teke out loans to their full
ability and redeposit them in the wholesale market. This effect,
which can be very largo, is most likely to happen when the banks
are under reserve asset pressure and bidding actively for deposits
in the wholcsale market. It seems fairly clear that this
phenomenon can have little effect on the real part of the econony
and should be discounted as far as possible.

b. The supplementary special deposits scheme (5SDS) was
introduced partially to prevent round-tripping but itself can be
an important cause of a second distortion, "soft arbitraging"
The main reason for this phenomenon is that the public's holding
of liquid public sector debt is not included in M3 while its
is. VWhen the SS8SDS is in

;,.'

holding of egually liquid banking debt
operation, banks are not likely to bid aggressively for deposits
with the result that liquid funds will build up in Treasury and
local authority bills rather than in M3. Thus, in a sense, the
serics for M3 will understate the true liguidity of the cconony.
Alternatively, if the banks are under reserve assel pressure,

the consequent bidding for funds will drive rates on banking debt
above that on liguid public sector debt. ILiguidity will then be
concentrated to a wore than usual extent within the definition of 133
and its level mey overstate the liquidity of the economy relative

to other periods. It ma e, however, that this distortion is
relevant to the real economy. Treasury bllls, unlike bank depcesits,
cannot be used to finance transactions. If it is the case

ig relevanl as a medium of exchange and not in its role as a stors
of liquidity, then ft-arbitraging will not be a problem in the

analysis.

c. Anticipation of an S3D3 may also distort the series. I
individual banks believe a guideline is about to be imposcd, then
they may bid to obtain es high a basec level for interest-bearing
b} -

pogeible in excess of what their

L.

gs opportunities would call for. At the same time,

eligible liabilities (IBEL3) as
current earn

in
these banks are likely to run dovn thelr own assels which offset

IBELS, in particular CDs, interbank loans and loans to discount
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houses. These assets will be sold to the non-bank private sector
who in turn will increasc their holdings of banking paper. IHencs,
on both counts, M% will be increased artificially. It remains
true, though, that the private sector bhave been induced to hold
more of their portfolios in a medium of exchange rather than in
other stores of value. Again, therefore, if one believes that M7
influences the econcmy primarily through this transaction fuuc@ion

these "distortionsg" should not worry us unduly.

4, Total Liquid Asgets M. This aggregate is built up of all

of the components of M5 plus UK residents holding of Treasury 511l

S
local authority temporary debt, national sevings and building

society depcsits. As it stands, this series is defective in that

embraces assets held primarily by companies as well as nationsal
savings and building society deposits which are held virtually
entirely by persons. However, separate series for personal holdin
of liquid assets are available and company holdings can therefore
be derived by residual. Technically, the advantage of this serics
as compared to IMZ is that many of the distortions will net out.
Unfortunately,. ‘round-~tripping' which is probably the largest
distortion and probably, from the asbove discussion, the most
important for the transmission mechanism wili not disappear.
Furthermore, whether it is an advantage to control all liguid asse
rather than just bank deposits will depend on whether it is
liquidity or transaction balances which are most important to
economic activitvy. A questi ising from this issue is whether
1vely now over three-quarters

4=

building society deposi 3
uld be considered a medium of exchange. AL

the size of ZMZ, sho 0

first glance, the answer must be no, since cheques are nct usually
issued on such accounts, nor would they be acceptable. On the oth
hand, people may arrange their expenditures as if their bank
depusits included their building society assets, confident that
these assets could be translferred if required. VFhether in fact

eonle do behave in this way, it is not possible to tell a pricri
peol s 1

. and only the data can tell us.

e



Interest rates are interpreted as the coat

o ntorest

of borrowing or the weturn to lending. Vhichever rate is rclevant
will depend upen whichever lending or borrowing we are concerned
with. There may therefore be many interest rates which we are
interested in and there is no reason to suppose that they will
move at all together, (of itself, this provides a good exsmple of
the futility of Tinding "an indicator" of monetary stance).

Which borrowing or lending we are concerned with will also indicate
whether a nowminal or rezl interest rate is relevant. TFor example,
the cost of holding money rather than lending in the form of
buying bonds or investing in real assets is clearly the nominal
rate of interest while the cost of borrowing in order to invest in
inventories of physical goods is clearly the real rate of interest.
Both real and nominal interest rates are therefore relevant in
general, depending on the specific circumstances of the analysis.

6. Domestic Credit Expansion. Turning now to banks' assets

rather than their lisbilities, the widest credit measure for the

“
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£CONOIY is(ﬁggh _Althoupgh strictly a credit measure, it has ususlly
.

been used to measure domestic monectary creation, that is, the money

which would have been creasted, on the wide definition, if there hed

been no change in the official reserves.

As a measure of credit, a major deficiemcy of DCE is that it dees

not distinguish the recipient of the creditv, wh

LA 5 I P
reas this 1s likely

®

o the public

s

to be important. In particular, the credit advanced

£

sector is likely to have a very different effect on the economy

O
to that advanced to

¥

the private sector. A further difficulty occurs
in obbaining a stock of domestic credit since DCE itself is a flaw.
In principle, this difficulty can be overcoume, however, if need be,
since we have the stocks of banks assets as well as Th

stoc) of external credit given Lo the public sector.

-

unfortunste that DCE throws into shadow non-bank domes‘ic

travsactions. In perticulsy, the behaviour of buildin



ot all, in spite of the very large advances which both of these

r

Ea

institutions make. hese considerations susmgest that it may bLe

better to look at more disaggregated credit measures.

7. Bank Advances. Since the new banking returns have been
introduced, a comprehensive analysis by sector of bank advances

has become available. Of itself, however, this information may
not be what is required. As we shall see below, in most cases

what is required is not the absolute level of advances but the
demand for advences which is not satisfied. lNMcasures of this
excess demand - even indirect ones such as the proportion of loan
applications rejected - are not readily available. Of itself, this
does not imply that bank advences are not suiteble candidates for
conitrol ; quiﬁe the reverse, since the degree of excess demand will
depend in part on the available supply after control. But it dees
imply that controls on bank advances may have effects which are
difficult to predict since the desired level of bank advances, ss .
opposed to their actual level, is not observed.

There arc two stabtistical points to be noted. First, the round-

f

tripping noted

o
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i
ifn ¢ ectbion with M3 also affects bank advances.
Most of this effect is likely to have occurred in advances to
i

comvanies since persons arce not normally prime-rated borrowers.

'f\

As with M9, this distortion is likely to have had no resal effecis
onn the eccrnomy and should be discounted as far as possible.
Second, on the personal side, there is no information to show
what proportion of total advances are in the form of overdrafts
and what as fixed rate ﬁersonal loans. This lack of knowledge is
irrelevant to the effects of menetary policy in the economy but
does have a bearing on how"oasily personal advances may be

controlled.

Advancezs. Just as M3 may be misleading as &

8. Building

T s o

neagure of liquidity in that it ignores building society deposi
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consideration of bank credit slone may ignore an important nonctary
influence on the zconomy. Whilst it is true that these advances

are ostecnsibly made only to persons for purchases of housing, their



effects mey not be as specific as this. They represent a cheap
source of fTinesmce for most people and, particularly at times of
credit rationing, consumers may overrepresent their needs for
housing finance and divert the surplus to other uscs:. Effectively,
therefore, they may take the place of other forus of consunmer
crodit. On the other side of the coin, it should be noted that
not all loans for house purchase are made by building societies.
Other lenders, local authorities, insurance companies, public
corporations and banks, provide an average about 15% of the total
and, in times of incipient building society credit rationing, have
provided up to a third of the total. '

D Consumer credit. In gencral, this is taken to refer to credit
to consumers provided by non-banks, principally finance bases and
retailers. The main point to note is that consumer credit may
spill over to other uses; Just as can building society finance.
The majority of such credit is advanced to persons, probably about
80%, but a significant proportion nonetheless does finance
corporate purchases. o

A L

To conclude this section, it is worth noting two main soints which
Y o

have emerged:-

a. there is no single measure which can characterize moncoary
policy, and any indicator which attempted to do so would obscure
rather thsn illuminate. Monetary policy umsy operate on any of tha
above measures and there is no reason why they should move together

or, indeed, why it would 'UrTODTlutO for them to do so. It can be

characteriged, ra sther, only by overall consideration of s1l of these
measures, noting the statistical and techanical peculiarities of
sach;

b. of the monetary aggregates themselves, which we believe

is most important will depend on whebther we judge money's main role
to be a medium of exchaenge or as a store of liquid value. If the
former, M1 (or to a lesser extent M%) will be the mos?t important

aggregates £ control. If the latter, M5 is the more relcevant.

This question can only be decided by ﬁrbivlcdl analysis.
B, The Transmis 1:  The Domastic Medel
Traditionally, Feynesian and monetorist theories of price

v o P . | G B oot + - R . 3 | . 4-1 %] I,‘q'.: ",
detormination ore contrasted. Vhile conceptually this distinctiom



may not be very helpful, it may be useful presentationally and we

follow it here.

Cf oldest vintage by scveral c“rtu110 in price hypotheses is the
Quantity Theory. Irving Fisher (13) is usually tazken to have

provided the first modern statement using the equation of exchange
MV, = PT
A
where

M 1is the money stock
P is the price TPvcl

Vi is the transactions velocity of money

T 4is the volume of transaction

Fisher asserted that VT was constant in the longer term (not in the
short term: indeed we had a complete theory of the business cycle

c‘

sed on its short term volatility). Now of itself, this egquation
cf no value-in macroeccnomics since we are not interested in
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hese two concepts will depsnd on money Tactors, notably the level
of financial activity, thie degree of vertical integration within

o real

1

gr
industry and any imputed final transacticn to which
transaction corresponds These factors are not likely to e constant

and so, even if V., were constant, it is Lnlltely tha
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constant in the relevan

is income velocity of money

Y is national income

LI"

Yialters' empirical analysis (50) confirmed this in the UK

and there is cimilar evidence for the United States.

Fisher was quite clear that only the medium of exchange was
relevant ﬁo his theory. He thercefore allowed only currency in his

defini LLon of M, excluding even bank deposits. This admirabls
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clarity was obscured, however, by Friedman's rcstatement (16) of
the quantity theoxry in which the centre piece effectively becane
the demand for money.

Wo. g (Y, P, 2", 2%.ll0)

vhere
M = the demand for money

.

4 = income (or permanent income or wealth)

A = the ~rate of interest on money in nominal terms

25 = the vector of competing nominal rates of interest

Friedman did not concern himself with whether his money stock

ras for purely transaction purposes or could be held as a
speculative asset. His own subsequent empirical work .(17) failed
to find any interest rate effects suggesting that it was
transaction balances which were important but much subseguent wori,
reviewed, for example, by Laidler (30), has found significant
interest rate effects, suggesting that the asset role of money is
also importsnt. A further problem with this work was that the role
of money supply wos not made clear. TFriedmen (Merk II) (412) dea
with this explicitly. TFollowing Patinkin (40), the demand for
money is taken as homogeneous of degree one in prices. All this
really implies is that the demand is independent of the units in
which money is accounted. While the demand for real money balances
therefore depevﬁq on the collection of individuals in the econony,

the supply of nominal money is teken to be cont srolled by the

1

government, either because government fiat money, igsued in part

finance of expenditure, is the only money in the system or because,

in a practical banking system, the government controls the resecrve

] e

base. Disequilibyium in this system only arises if, at the going

=

price level, ex ante supply and demand of real money balances
diverge. In = closed economy where supply exceeds demand, thisz can

only come sbout bw a rise in the price level reducing the supply cf

u

c
real money balancas uriil they equate with demznd. The mechanics

T
of this adjustment come from the fact that individuals in soglisuy,

44
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feelineg out of equilibrium, will attempt to purchase real goodo and
services to remove their excess real balances. Since this process

locs not exbinpuish the money, once created, the only result 15 a
driving-up of the price level until ‘equilibrium is restored.
A fall in the price level igs entailed if demand for real balances

gxceed supply.

Two conclusions follow from this analysis: 1. the aggregate we
are concerned with must be the cne which is implicitly controlled
by the government's fiscal position: ii. it must be one for whi
there is a stable demand. Consideratibn i. would appear to rule

out Ml as an interesting agpregate in this content.

Keynesian analysis is normally conducted in terms of IS/LM curves

This is most applicable, as in Hicks' original article (24), when

the price level is fixed, and in this case is obviously useless

i
for anszlysing inflation. It is possible to amend the analysis to
allow a wvarisble price level (see Bailey (3)) but the resulting
1

concentrated their inflation analysis on the Fhillips curnve.
Keynes bhimsell introduced the concept under the guise of the

"agerepate supply function™ (27) and it was Phillips (45), gome

1 Jjustif

twenty years, later, who provided initiel empirica

These original curves were of simple form:-

W (aP) = 1) el & 0

wherc

W is the rate of change of wages

J is unemployment

Laber, following criticism by Lipsey (32), a price term was
introduced into the equabtion and a further cquation added to ti

it
D

system linking prices to wages -

Wo= (v P) fu L 0 J»>0
P o= g (W) g’ > 0

This model ie reslly only the embodiment of the wage/price spiral

=
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nodel is cumbercome and difficult to apply.Keynesianshave tThercfore

.
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with uncmployment (and possibly import prices if added inte the
price OOH”LJOM) controlling the start ol the spiral. Intuitively,
one would expe c the spiral to be damped, not explosive, and Dow

and. Dicks-Mirenux (11) estimated the system with the poramelers

turning out to have this property.

The model was attacked., howcver, oI rwo fronts. Empirically,

the model broke down badly in the seventies, failing to account

for the worscning of unemployment sccompanied by accelrating
inflation. Attempts to shore up the model by, for example,

Parkin (39) or Lipsey and Parkin (32), who tried to incorporate

the effects of incomes policy, provided only temporary respite.

A+ the same time, the model came under attack on theoretical

grounds, most forcefully by Phelps (42). His argunent was that

the Phillips curve embodied an incorrect view of the labour morkct.

Iabour will optimize its return by demanding its marginal produ

as the real wage rate. Higher wage rates will create unemyloymonu

and lower ones will mean employces giving part of thelr services

tor free. Hence, high unemployrnent may be con sistent with high

shsolute wages but cannob cause high wsge inflation over an nd gbove

any price 1PlluulOH. In this case, wage bargaining will be in

terms of labour trying to compensate for the expected inflation

over the new wage contract period. Changes “in marginal p roduct

will also be relevant but these are likely to be independent of

wnemployment positions. These considerations suggest the

1

expectatlons sugmented Phillips curve, of form:-
W = £ (Ug Pe ) 45 4.0 fo= 0
where 5fQ,>‘O

pe = expected price level

U is non-zerc only in the short-run in this equation, while the long

run coeilficient on P

muat becicse to unity, only differing id
mectations are 8YyS temotically mistakel. Orerationally, the main
difficulty with this model is to specify how price expectations are
fommed. Clearly, if they are rormed by relference €O the behaviour

=

of one of the measures of money supply then that would be & TCSHU
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important link botween monetary policy and wages and prices.
in empirical review of these models for the UX was carricd out

by Henry, Sawyer snd Smith (23). Unfortunately, they found that
none of these modsls explained UK price behaviour at all well,
Admittedly, their version of the augmented Fhillips curve had
xpectations formed adaptively but Laidler's model (28), (29)
where expectetions were formed with reference to the money supnly
performed no better

It may be possible to combine the Keynesian and monetaris
approaches. Friedman.(Mark III) (20) admitted that his earlier
analysis of itself only allowed the vradiction of nominal incomes.
Only at full capacity nced the action of society trying to spend
its unwanted real balances push up prices; at less than full
capacity, there may be output growth to match the increased
expenditure. Indeed, this is precisely what the Keynesians claim
wiil happen with no increase in prices uatil capacity is

genor:l

D

sufficiently 11l tc make the Phillips curve positive. Th
problem then is *o split down an increase in nominal inceme into”
observed real odtput growth and price changes. Expressed in this
way, the cbvious solution would seem to be to use supvly/demand
analysis with aggregate output on one exis and the aggregate price

level on the other.

1t is moderately ezsy to characterize the aggregate demand
schedule. Tn general, it will slope downwards with regpect to the

price level znd the steepness of the curve will depend on how
non-homogeneous in prices are the private sector demand equations.

t

Demand is normally taken to depend upon individusl command

over real resources ie their wealth. Part of this wealth is
likely to be held in financial forms which are denominated in money
terns, noltably holdings of money and government debt. Thus a

rise in the price level will reduce the resl value of wealth and

L1
"

hence reduce demand. Mutatis mutandis, a fall in prices will
increase demend, giving the negative sloping demand curve.
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