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ﬂDNETARY REFORM ; A CRITIQUE

Introduction

The recent publication (ngch 180) of the joint consultative paper by the
Bank and the Treasury on iHonetarf ton£rol'(‘) has stimulated considerable
debate on and inquiry into the role of monetary management within macro-economic
policy and the merits/demerits of aiternatlve techniques of monetary contro!.
Jo date, most,of the academtg discugsion on the latter topic has peen focussed
on the advisability and feasibility of switching over to monetary base control,
the accounting and technical detall tendiné to ésscure the more fundamental
prerequisites for the successful adoption of such a control mechanism. This
paper attempts to ;ectify the Imbalance but, more importantly, in the assessment
of the material cuntained in the above document raises serious doubts as to
the ability of alternative.rﬁférm broposals ﬁp achie&e closer short-run control
over monetary aggregate growth. S}milar!y, with regard to the manner
in which monetary policy is ﬁresently utilise& withfn the broader framework
- of macro-economic pollcy,ilttis chance of succens 1s held out for decelerating
.the rate of price inflation, other than through a Fuli 5caie deflation of
the economy. for the benefit of the reader, a brief synopsas of the Green Paper

is provided.

{1) Cmnd 7858.



The Green Paper

Synopsis. Having defined the main role of monetary policy as the need
to achieve a progressive reﬁbci?én fn;iﬁeiéruwthlef the money stock over a
number of‘years in order to reduce inflation, the document asserts that
adequate medium~term control of money stock growth is already achieved through
the fiscal policy (including a progr;ss:ve reduction In the size of the PSBR
as a proportuon of GDPJ and Interest rate ins:ruments but that there is some
scOpe for improvement in the.short term. Thus, the bulk of the paper concerns
ttse!f with the problems of ef%ecting grez ater short-run control = say from
quarter to quarter = over the mney stock the qdestlon of how to achieve
more regular sales of gslts belng specifncally excluded as full justice is

(2)

assumed to have been done to the subject in an earller Bank paper.

IThe general theﬁe of the Z.zen Paper is a désire to place minimal
reliance on direct, quantitative coﬁtre!s, using, instead, the market
instrument of interest rates (aed’fiscai policy in the médium-term) to control
money stock.growth. in reaching this conclusibn,'the document notes that,
3lthough durect controls may be used to some advantage in the short-run, by

bridging the time-lag before the main po!icy ‘instruments take effect, in the
longer-run they all tend to m:sa!iocate reSOurces, damage the competitive
env;ronment of the banklng system and divert bus;ness through uncontrolled
sectors, thereby distort:ng the aggregates most ‘directly affected by controls
and hence reducing the significance of monetary targetting policy itself.
Moreover, a persistent use of direct controls tends to lead to the anticipation -
of the reactivation of controls which, at worst, might preclpitate the action

the institutions were expecting, while the dangers of reintermediation make

the controls increasingly more difficult to dispense with.

(2) The gilt-edged market, pp.137-148, 8EQB June 1979.



'Turning to the role of aggregaﬁes.és indicators and targets, the Green
Paper reaffirms the need to monitor all aggregates (such as M1, £M3, DCE and
wider concepts of liquiditf}'in ordér to obtaln a general view of prevailing
""monetary conditions', but stresses that, in order to gl#e the clearest
guidance to financial markets and industry about the direction of government
policy, targets and policy are best designed to Imping: on one aggregate
alone, the selection of which should remain £M3 1€, for no other reason, than
that it 1s understood by the market and can be readily related to key credit
counterparts such as bank len&!ng to the non-bank private sector (NBPS), gilt

sales to the NBPS, the PSBR, and reserve flows.

The rationéf; of - ratio controls is taken to be the part they play
in the provision of a fulcrum against which InféreSt rate changes may be
rapidly 2ffected through official market transactions to the extent required
to ensure mbney stock growth remains 6n faréeij Within thKS'coﬁtext, the
(133 of eligible liabilities) bankers' deposits ratio is taken-as having been
the effective fulcrum throughout the seventies {and not the reserve asset
ratio ttself), as forecasts of banks' cash requirements were made by the Bank
in order to determine the extent of official discount market operations

2

required to keep the market "in the Bank". "

Finally, the document lays dowini “two further criterion against which any
proposals for monetary reform should bé'judgéd: the need to minimise
L J

incentives to dtSintermednate and to’ ensure that proposals are’ compatuble with

future entry to the European HMonetary System. shouid that materaalnse.



- Specific Proposals. .In the light of the above the Green Paper recommends

that: _

(1) the corset be terminated {in June 1980).

(2). the reserve asset ratio be scrapped;

(3) new liquidity requirements be impo;eq upon all recognised banks and
licensed deposit-takers; a

(4} a new cash ratlo be designed, along the lines of the preﬁen: clearing
banks' bankers' deposits ratio but extended to all baﬁks, to serve as
a fulcrum to enable offlcial market t-snsactions to act moré
predictably on interest rates - a.?uture paper will discuss thg'amount,
form and calculation of the ratio;

(5) the special deposit 5cheme,be,rexajngd as a safeguard against excess

liquidity in the bankijng system.

tn addition to making specific proposals, the Green Paper also

considered the relative merits of two, hypothetical control schemes - an

“indicater system'' and ''base control''. As monetary base contro! has been
covered extensively e]sewhereis)_on}y the former is dealt with in depth,
although the authorities' broad scgp:icisp about both (and in particular

base control) is brought out below..

On base control, the paper qistinguishcg & mandatory from a non-mandatory

base requirement, the latter being rejected on the grounds that the uncertain
s 5 £ ;

benefits of cluser control over the money supply that might emanate from base

(3) e.g. Monetary Bése'tdntrol;'99~1q3“756r-BEQB June 1373.
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con.rol do not Outweigh the sTgnnf:cant costs that’ wnald be attached to the

L

structural refonn necessary to ensure that Sanks‘ requ!rements for base money
bear a stable relatsonship to their liabilities. through- t:me.(.) Even with

8 mandatory requ;—ement, exactlng problems uoqu be encountered; for all lagged
current and lead accounting systems pose severe operational diffl;ultses

which can only be overcome with difficulty and at the possible expense of
inducing significaﬁt d};fn;ermeafp;iog qr')fébF1?Fy m§ﬁagemént by the_banking

sector.

With regard to the posstble adoptlaﬂ of lndtca*or systems, ‘two separate

;;hemes are constdered one related to the monetary base and the second to
£83. :n the former case, the proposals are destgned to overcome the
authorltles' problems of controliing the base and of relating 1nterest rate
'changes to divergencies or the base»from-the desire& trend: as they occur.
Basica!!y. the scheme avolds dlrect control of the base but measures It In
arrears, uith divergeﬁcies from deslred Ieve!s used to trigger changes in
the Bank's lending rates and hence other short rates. The requirement to
hold base money would be mandatory and Ixst'resort'facEIQties would be
available. The desirad path for the base uou!d be calculqted so as to lead
| tc & smooth, seasonally adjgsted pa;hlfar £H3 growth, with. the size oF rate
adjustment being- re!ated t6 the extent of the davergeﬂcé‘dtcbrdwng to a
pre~&ctermsned scale Hopefully. thc scheme would resuit lﬂ speedler

Interest-rate adJustments than at present dependen:, of course - on the

market's respOnse. . : BhE e ows % wr e feayywoe

+

(4) Such structural reform would include the’ uithdrlﬂul of "lender-of last
resort’’ facilities, .. ; v B :



Under the scheme related to £M3, divergencies between actual growth in

£H3 and the desired trend are used darect!y to trigger changes in Bank lending
_rates. However, in order to gaen a s:gn:f;cant time advantage over the present
system, weekly data for ‘the mohey gupply would ideally be- required, which would
create serious statistical: problems for measurement and serial adjustment.
Finally, as is the case for the system related to the base, it would be
desirable to provrde the authorities with an overr!de power, to be used at

their discretion.
_ The major advantages to be der:ved from such schemes are:

(1) a guarantee that interest Tates will adjust speedily to percetvéd
divergencies from desirgd trend in monev stock growth and that such
adjustment will continué until growth is brought back in iine with
pre=-set ta{-:jetsff . N ’ R :

" (2) glven the market's Increaded confidence in the resoive of the’

authorities to contyol monetary growth effectively (because of £,
greater longer-run stability an the gsit market may result,
(3) that it wauld remove the sresent poflcy bias towards delay in fhe
“adjustment of interest rates untll divergeacies are shown to be more
than just sherg-run, erratic disturbances; and.
(4) such schemes would iavoive little structural change, at least initially,
to the financial system. | N T
On the debit side, detractors cau!d point. to, the fo!loweng,drawbacks

~ inherent w:*haw ail s:mi!ar indicator systems: (1) the authorities must still

make SJbJeC ive decisions as to whether or not perceived d:vergencies from

" trend are erratic, @nd hence. spon likely to be reveTsed or represent more

fundamental movemsnts which will persist for some tlme into the future - hence

the danger of reacting premature]y must still be weighed against the dangers

of delaying and perhaps eventually finding that a greater adjustment ts then

required than the disturbance initially necessitated; (2) .the dangers of over
or under-reacting would be compounded by the necessarily arbstrary nature

of the scale of response decided upon; {3) given the continuation of the

market's practice of tryirg to anticipate official interest rate policy,

expectations formation. cou!d cause greater rate vc!atsllty ‘thaii &t present

due to the extra constraint imposed upon the authu fties' dl;crstcon,



(4) the automatic 1Inkage between the money stock and Bank lending rate
would preclude the use of the |Atér§§; rate tastrument for alternat:ve
purposes eg. to influence capital flows and hence the exchange rate and the
balance of,payments, (5, frequent use of the over-ride wou1d destroy any

advantages to be gatned froﬁ "automatlctty "

Implementation of indicator schemes of this form raise the genheral issue

of “rules or discretion', about which the éreén Paper would appear to welcome

‘furthef diécussioh In practical terms the schemes adoptaon wou!d mean a
change in tactlcal policy from the present pr:sumptlon that the onus is on
the authorstses to Justify any change, partncularly in an upwards=dire:t:0n,
in inferest'rates to a pfesuwpfion that’ the onus would be on the authorities
to jusfify-ggg dhénging fates, iﬁwwhatévef'dffectiaﬁ required, to bring
monétary groﬁfh baﬁh on ta;Teti'lahiie{th; tying of the authorities hands
would rembvé thé more capriclious, éblitlcai elements f?o& paliéy4making, its
appealhéh;ﬁld be judged in'tﬁé lighf:of thehhbtént!aily fér:éeachihg |
conseﬁuenees of erodiﬁg-official discretion, If the system Is td‘réé§ any of

(5) -

the rewards from automaticity.

{5) A classic example of the thorny problems that can arise on thls front was
presented by the pulecatlon of the Ap?¢il 1980 banking Figures.which, in
line with several previous months' figures, indicated that £M3 was weli
wi thin the ‘prescribed targét range. A section of the financial press and
certain monetarist disciples insisted that this should herald an_

" immediate reduction in MLR since, although bank-lending to ‘the .NBPS
remained uncomfortably high, £M3, not bank lending, was the proximate
target. Presumably, the @pplication of an Indicator scheme - without the
override being exerclsed - would have been wholeheartedly welcomed by
suca protagonists. “Unfortunately, however, not beingprivy to .the wealth
of ttatistical data available to the authorities, the dissidents were
unaware (or, alternatively, chose to ignore) that the central government'’s
borrowing requirement was forecast to return to more normal levels in the
ersu'ng months (ie. to higher levels, as government revenue fell back to a
lower plane) which, together with the forecast of a continuation In

'excessive' corpo?até demand for bank credit, was most likely to lead to

. an acceleration in money stock growth. In the light of this, little would
be ‘achieved by'a transient change in MLR. (One could also argue that the
reintermediation expected on the demise of the corset in June militated
against an early cut in MLR).

7.



A Critique of The Green Paper: "Ciutchipg At-ét;awsé“.

Leaving aide, for the ﬁoment,“ccnggderét}on of the role that mbnétary
policv is benng asked to play by the Thatcher adminastratton in the'.l
achievement of broader macroeconomic gozls, the flrst and ﬂost cruc:a? point
of controversy that emerges from the discussion paper is the planned switch
to almost exclusive reliance on the interest rate mechanasm as the means to
attain closer short-run control (gaven that that is necessary to regaln market
confidence in the government*s antu-snf! tion package) of the money stock
(£H3‘ This arises as a d!rect 'e5L§c of the authorit;es apparent acceptance
of the “cashier's vaew“ of debt management po!:cy (wh:ch together with the
reiuctance to index bonds or sell 8 greacer var:ety of short term publuc

=

sector debt instruments, w:ii aliow aiit sales to cont:nue on an'u regular
course) , and the decss:r“ {0 uv wtthout any form of quan:itatnve controt.

The latter decjsion i cudoubtedly justnf.ed if one takes a long term view,
given the rESOurce misallocat;on, the dlstortion to monetary aggregates =
particulariy since the sbolition of ex:harge cnntro}s - and the damage to

the competitave env&ronment that such can&rgis induce, but in the short=run
ihﬁ mOVe ieavéa p vosd,a“ bhe area of monetaryf:nterest ra*e controi {eg. in
_;th? contnoi of bank llabi!tty management and round-tripp!ng, and the shielding
'sf po%atlcally-senSftuve interest-ra;as. iﬂC1Udiﬂg the traditsonally gricky'
rates on. rartann farms .of pun!ec.secpor debt, from*a fui! exposure to market
forces) The crucial questian remaigs however._'tan lnterest rates take the

. addit?onal strain?' ' 'T -"_ | {'i_”m_. :'(

Unfortunately, for. the authorrtnes. the .interest rate instrument (short

tern) ls under a cons:derabte cloud as to its ab:!{ty, even In the long-run,



¥

to restréin grouth in the:ﬁoﬁé§h§tock(6) and there is a grdwing body of .

opinion that raisiug_interest rates actually causes £M3 growth to accelerate.

The theoret:cal backsng to’ thls view consists" of the following strands: that

a r;se in interest rates - CT) will increase the PSBR, an important ‘counterpart
to money stock (£M3) growth, by virtue of en!arged debt interest payments;

(2) will Induce short-term capital inflows whlch,-eveﬁ under a pure floating
exchange rate regime, can cause movements in the.dohéstic‘money stock;£7)

(3) will cause the hoﬁesiic monéy stock to rise by virtue of outflows from
{("sticky") non-marketable pub&ic.seétor debt instruments; (&) may.caﬁsé bank
depésits to grow because 6f~f£e differential foegts on banks' lending and
borrowing rates, lend;ng rates (taed to base rates) tend:ng ‘to react more
sluggishly (perhaps as @ result of cross-subsidisation of uho!esale business

by retail profats; and ”raatlng ‘the possrbtlaty for compan:es to engage in
“arbltrage” C?EYEL:DHS, (5) may cause banks to manage the:r Icabtl:ties and

bid for deposits through the CD and tnterbank markat. (6) may cause ‘an

increase in bank ?end:ng, part:cuiarly to :he corporate sector, as the’ equsty
and debenture markets dry up as a result of a general expectation of a future
drop in rates, the only alternative source of finance being the baﬁk&hg system;
and {7) by depressing demand, may induce an increase in bank iending to the
corporate sector as the only course of actlon open to the latter to finance

”:nvoiun:ary" stock ho!d:ngs.

(6) E.g. see Hotson, A.C. 'The Forecasting and Control of Bank lending’,
Papur presented to Money-Study Group Conference, Oxford 1979.

{7) 'External and foreign currency. flows and the money 5uppiy » BEQB,

December 1978.



ian view of the above, It may be argued that the reliance to be placed
on the interest rate mechanism, either within the present institutional
environment or under the alternative systems suggested, is misguided.

On the issue of base control, and ighOring thé'dﬁestidhs of feasibility
and accounting detail raised by the:Green Paper, it is impqrtaﬁt to realise
the fundamental changcs_that would have tg_accompan; such a policy switch.

The first prerequisite is a floating exchange rate for, although complete
insulation of the domestic méney_stock.from bapitai flows can never be ‘
achieved, a pure floating regime goes a !onélwaylgb_fuifilling that ob}ective.
This, however, demands that the UK continug to remain outside the European Monetary
System, in contravention of one criter:on laid down by the Green ?aper against
which reform proposals should be assessed. Sgcqndly, in order to guarantee
tight control of the base, th: ,uthoritjes_must.staﬁdzpreﬁéred to tolerate
equilibriating rates of iateres® of whatever magnik&de nécessary t6 caear
markets. Tﬁ?s would seert .. herald the danger of greater interest rate
instability than at present and invoive a repudiation of the Government
Broker's assertion that, In fixing a new tap stock prfce, it is important not
te impair the long-run c;pacity of the gilt market by penalising ggisting

stock hoiders. . .

in practice, however, a;ceptablc tclerance Ievels must be constdered
For example, interest rates could never be ailowed to proceed to levels that
threatened Siquidi;y crises of large-scale fanancial ;ollapse.and.sure!y
there must be an upper limit to thé.}eyef to whi#h starilng,'as é péérb-currency,
méy aép:eciate'without irreparah!y.dbmagiﬁg the UK's expor;-capaci;y'hnd

future p-ospects for recovery.

10.



Whatever ones' subjective evaluation of what life would be like under a
base control regime, it is undeniable that the system would prove ineffectual
unless the authorities were simultaneously to institute major reform in both
the area of tactical operations and on the institutional front, particulariy

. in the discount market and with respect to lender of last resort facilities.

With regard to indicator systems, one must weigh-up the potential
~advantages of automaticity of response against -the possibie déngers that could
arise from exposing the auth&rities‘ reaction function to the market -in
advanpe, sp;h_aﬁ_a greater yar}ab?iizv in Interest rates .resuiting from induced,
des;abilfs}ng expectations.

Turning, finally, to the role of monetary aggregates as indicators and
targets, one might cas- aspersions on the choice.of £M3 as 'the target aggregate.
in theory, the fina! selection of a monetary aggregate from all potential
~control variables should be infliuenced by the following consldarations
(1) how closely; and reliably changes in the total.are related to. the ultimate
policv objective i.e. output, full employment, price stabiiity etc.; (2) how
accurately the gotal can be measured; (3) how: precisely,. and at what costs,
including undesirable side effects, the‘authorities can control the total;
and" {h) tﬁe exagenecty of the potentsal control variable wWith’ resPect to
nomtnal income {or whatever the specaf:ed u!itmate poiucy variable may be).
Considera:tons (1) and (h) together form the esséntial crlter!a tb be
satisfied by potential target aggregates.yet, pnfortunately, serious problems
confront iﬁg econometrician in atéampts to est;ﬁiisﬁ thﬁldiroct}on of

causallity and the'c1osen¢ss,of_flt,Be:ﬁeéﬁigatget-and'ui:im§t§ objective; the

",



major difficulty is that the money-income relationship Is susceptible to
structural thange in such a way as to raise serious doubts about the
reliability of any results gleaned from econometric testing;(a)

In the light of tﬁe above taxoncmy the relative merits of competing
aggregates may be assessed. What clearly emerges is that in the case of £M3,
the very foundation of a targetting pclicy is missing, namely & stable demand-
for-money function (M! would appear to bs the least unsatisfactory on this
score).{s} Moreover, £M3 suffers from the drawbacks that it tends to respend
perversely to interest rate changes snd s.?fers from distortions {irrespective
of whether or not the corset Is In cperation) as a result of balance of
payments transactions now possible since the abolition of exchange controis.(]o)
Taking this evidence together with the dous:s that have been raised about
the wisdom of pursuing singu’sr control of one aggregate - the so-called
"Goodhart's Law'', which embodie. the Idea that as soon as policy is directed
towards the controf (by r=-y.ations) of any one aggregate that aggregafe's
usefulness as either a target or an indicator s deétrdyed-b§’a result of
the demise of any previously stable-reiationéhip with ultimate goals = one
- might legitimately question the merit of pursuing with £M3 as the prime focus
‘of attention, even if notice is taken of movements in other'aggregazés.{il)

g

The introduction of CCC in September 1971, the floating of sterling in
June 1372, the general monetary accommodation of “"inflationary'' wage deals
in the latter part of the seventies, the abolition of exchange controls in
‘October 1379, and the removal of the corset in June 1980 are.all examples
of Factors responsible for unsettling such a relationship.

o
i
imar®

(9) See empirical evidence by: Artis, M.J. and Lewis, M.K., 'The demand for
money - stable or unstabie?', The Banker, March 1974; Hacche, G., 'The
demand for money in the United Kingdom: experience since 1971°, BEQB,
September 1974; and Coghlan, R.T. ‘A transactions demand for money', BEQB,
March 1978 - demand-for-M! function since shown to be of poor predictive
gquaiity.

{18) For examplie, certsin forms of payments transacticn can add to the total voiume
of sterling credit without raising the domestic money stock (£EM3} - see Hall,
M.J.8., The Implications OF The Abolition of Exchange Controls For UK Monetary
Control iIn The 1980s, Occasional Research Paper No. 46, Department of Economics,
Loughborough University, April 1380.

12.



If attention is switched to the 'role 6f monetary policy' alluded to
: v h b . the
in the Green Paper one may continue to sssess/anxieties aroused by the

governmaﬁt’s adoption of monetary taraets as ‘the cenfré-piec& of lts economic
platformi indeed, far more Importéni‘thén the optimum choice of aggregate
problem::;s the real burden borne by the economy fof the privilege of being
steered according to target guicdelines. The consequential strains that are
imposed on the real economy impince upon Interest and exchange rate objectives
and employment, debt management ar. fiscal policies. Thus, Interest rates are
pushed to levels that threaten deflation, the exchange rate is allowed to rise
to a poslition which threatens to destroy a significant part of the UK's export
base, the PSBR is held at a level which over-rides the impact of automatic
stabilisers and cauzes a deterioration in the standard of services provided,
debt management policy is conducted In such a fashion as to burden the taxpaye
for up to twenty-ive years with "excessive' service charges, and unemp loyment
is allowed to break through the two million barrier and probably proceed way
beyond that mark. Moreover, efforts undertaken to validate that "monetarism
is enough', through attempts aimed at ensuring a speadier feedback from money
supply control to wages and prices without the use of any form of 'permarent’
prices or incomes policy (such as the de-indexing of social security benefits
and the proposal to scrap earnings-related unemployment benefit), appear at
best, futile, and at worst, socially divisive. Perhaps the time is ripe to

reas:uess our economic prlorlties(12), and consider switching first choice of

{11) A prime candidate for concern during the lstter part of 1979 and 1980
was DCE, movement? in which demonstrated the growing importance of an
irappropriate channel (payments deflcit) through which money supply
control could be maintained.

!12) For a discussion of the merits/demerits of the more popular alternative,
economic strategies open to the UK authorities see Allsopp, €. and
Joshi, V., ‘Alternative Strategies for the UK', N.1.E.R., No. 91,
February 1980. : .

13.



ultimate goal to an exchange rate or unemployment objective, leaving

monatary pelicy to fulfil a more humbie role ;gch s the minimisation of the
banking sector's monetisation of the,ngg!qnalldebt. Given the !amentabie
performance achieved by the monetary expariment on tne inflation front so far,
and the considerable doubts raised herein as to Its ufiiity value under the

suggested system of reform, it at lgast deserves serious thought.

ih.
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