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MONETARY BASE CONTOL AND THE NEW ARRANGEMENTS

Introduction

The papers prepared for the FM's Seminar last sutumn

identified a number of problems with the system of monetary
control, as it then weas. Since then, a number of innovations
have besn announced which have been publicly Jjustified both as
"desirsgble in their own right" and as contributing to a possible
eventual move to some systen of monetary base control. The
paper on "The New Arrangements" describes these changes, how
they will functich, and what they are seeking to achieve.

This paper looks st where we now stand on the question of MBC.

Part 1 reviews the current state of the debate about MBC, and

tries to narrow down the serious options, in the light of the
internal discussions that have taken place since the Autumn.
FPart Il discusses how far the recently announced changes in
monetary control %techniques are consistent with an eventual
move to MBC, and how much we can expect to learn about ihe
feasibility of such a move Zrom the operation of the new system.
The main conclusions are sunmarised in the final section.

I MBC: CURRENT STATE OF THE DEBATE

(i) NMonetary base control: as a technigue of control

2. The debate that followed the publication of the Green
Peper was dominated by the value of monetary base control as a
technigue of control. In the absence of direct controls on
credit, the main way in which the Bank has sought to influence
monetary conditions is through its operations in short term
poney markets* - ie. by supplying cash to or withdrawing cash
from the banking system through open market coperations. with a
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1ts operatious in foreign exchenge

m

traditionally acted as a price
without formulasting precise

ckm M o m




safety valve, which may be used to a greater or lesser extent,
in the fornm of discount window lernding.

Traditionally. :o;ey market cperctions have been directed
towards securing the Bank's objeciives for short term interest
rates. DMonetary base control was seen, above all, as providing
an alternative guantitative basis for these operations,
according to wnich the Bank would focus on the amount of cash
supplied rather than on its price. '

e The techrical case for MBC is that it would provide a more

-

gppropriate end reliable means of controlling the targeted
monetary aggregate than the alternative technique of
manipulating interest rates to influence the demend (and supply)
of money. Discretionary control of interest rates was said to
have the following disadvantzges:-

(1) if the authorities fix interest rates, errors
and unexpected shocks will show up in the target
variable - money. There is a risgk of giving

isleading signalz to the marlet. Policy may,
unwittlngly, be given an inflationary bias, as
inflationzry shocks are accommodated and prove hard to
reverse;

(ii) +the authorities can a2nly directly influence
short rates but broad money depends on relative
interest rates. The link between the level of short
rates and broad money (and peossibly other aggregates)
is tenuous ard poorly understood;

(i3d) i
use flexibly (there will be a%"bias to delay" zt least in
the cas

S

nterest rates are too political an instrument to
e of upward movements).

ronliems? Whether
*
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frequently subject. Tn some cases it may be desiradle to allow
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the money supply to respond to unforeseen events. Failure to
accommnodate unexpecied changes in the demand for money,
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relative to nominal incomes. will involve unnecessary changes

in interest rates which will destabilise {he real economy.
On the othasr hand, the approprizte response to unforeseen
movements in nominal incomes will typically be an offsetting
movement in interect rates. 1ether interest rates or the

monetary bvase provide a better operating guide is therefore an
"empirical issue.

5. It is sometines argued that choice of a money supply
arget establishes some presumption in favour of the base as

an operational rule. It is true that similer questions arise

in choosing between the monetary aggregates and interest rates

as intermediate targeuy; and that one implication of setting
=

noney supply tergets is that unpredictable shifts in velocity are,

practice less of a probiem than unforeseen movements in nominal
incomes. DBut separate issues are involved in adopting some forn
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of MBC. Choice of a money supply target assumes only that
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velocity is relatively stable. Ch
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additional assumption that the relations
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base and the money supply (the money multiplier) is fairly statle,

at least compared with the link between interest rates and the
demand for money. In principle, there is nothing inconsistent in
opting for a money supply target, and attempting to achieve it by
manipulating interzsst rates.

6. Nor is MBC necessarily the best znswer to {ii). An

alternative solution would be to target one of the narrow

aggregates which has a better defined welaulonghﬂp with short

term interest rates. Even if this is not possible. the case for
1

'iBC depends not &ibt on the viz weakness of the link

between intersst rates and d for money, but on the
demonstrable superiority o ationship between base money

and the target money supply. In pratice,however. institutional

- -

errangements have made it impossibie Jjudge thig point in tThe

UK.
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is more open. On

7. Whether MEC is a sclution te (iii) i
the one hand, 1t can be srgusd that the nmer

L]

fact that
interest rates are so highly political mekes it impractical
to relinguish control over them, as implied by MBC. On the
other hand, similar arguments apply to exchange rates., and
the Government has had some success in convincing sections

of opinicn that; given the monetary target, the exchange rate

-

controlled Dy the zuthorities.

cannot be regarded as & poiicy instrument and directly
J

O Before leaving technigues of control, it is worth noting
another group of problems which we identified lest autumn which
have zn indirect bearing on the case for MBC - the shortage of

ffective monetary policy instruments. The authorities have no
direct control over long term interest rates -~ though whether
this is self-imposed or an ineviteble corollary of the

Governnent's dominzstion of UK 1 tern capital markets has
T

OLE
been hotly debated. The range of available debt instrumenis is
limited (though it ie being extended). The scale of the
distortions revealed by the remecveal of the SSD scheme has, for
the time being, seriously discredited direct controls, while
the abolition of exchange controls has severely limited their
potentizl usefulness in the future.

9. There are a number of implications for the MBC debate. First,
the shortage . of sltfernatives underlines the need to conduct
money market operations as effectively as possible. Second, if
MBC could increase the range of monetery policy that would be zn
important advantage. It is s metimes argued for example, that
MBC would be a way of putting pressure on the banks to modify
their bensvicur in weys that would be helpful to meanetary cont ol

limit their reliance on
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(eg. by encouraging thei
short teri borrowing, and ralse more medium term firance) rather
co ely

than.as et present, resp to the demands of their

customers., Attractive as this arsument is, however it has been
ted +ith sonsidersble seepticizm by a2lmost eveyone who has ever

1

had snyiting T do wita practvical dbanking -~ and while that is
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10. Thirdly, the objections to direct controls extend to some
forms of MBC as well. We concluded last autumn that the
abolition of exchange controls made it impractical to attempt
to control £M3 (or any other broazd money aggregate) by
mandatory M2C.* The reasons were spelt out at length in the
TCSC Report on lMonetary Policy. While in principle it might be
possible to use MBC to contrcl a narrower aggregate, like M2,
there would st

-

11 be scope for doumestic distortions and leakages
from the control aggregate, especially if building society
deposits were excluded from the definition of M2. The value of
so doing, despite these problems, also depends, of course, on
whether the narrower aggregate was thought to be sufficiently
well related to final objectives to be suitable as a target.

|.J-

(ii) Monetary base: as an intermediate target

X

11. The debate about control technigues took it for granted
that the intermediate objectives of monetary policy would b

b

[41]

defined by a target for the money supply. 3ut subseguent
discussions have ranged more widely. The unexpectedly rzpid
growth of £M3, at a time when other indicatcrs were suggesting
that policy was very tight, raised fundamental questions abouf
the way in which monetary policy objectives were defined. Weas
£M3 a suitable target? Was it sensible to rely only on one
measure of the money supply? Was it even right to define
nonetary policy exclusively in terms of a money supply target
and ignore other indicators of monetary stance -like real

interest rates and the exchange rate? Monetary btase control

\Nn



basis on.which
d) has a place in this
wider dsvate. since what should be contrclled turns, at

arc, on what cen be controlled. But the monetary
base was also considered not a&s a short term operating
target, vut as a loanger term intermediate target - a
proposel which does not necessarily involve radicel changes
in techniques of control (though it might).

12. The case for the monetary base as an intermediate target
is that it is at least as well related tc finsl objectives as
other monetary aggregates.and that it has the advantege of
being more directly controllable. Both propositicns are

debateable.” It is only the currency component of the base

that appears to be systematically related to GNP or prices:
but since currency has been entirely demend determined it is
difficuly to see this as evidence of a causal link from the
base to nominal incomes. In the short term at least, it would

be surprising if the relationskhip between the base zand

= - L= aS =

nominal
incomes were as good as that between broader measures of money
and GNP, since (as noted in para 5 above) the base/GNP relaticon-
ship will be disturbed by shifts in the morey multiplier as well
as by the shifts in velocity which upset the link between road
money and GIP.

43

13. There is recason to Telieve that the wide base could be nmore
difficult to control that higt information

a
about the base. But 85% of the base consistz of th e public's

i

. True. there is

37
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holdlnbu of notes and coin. The enorimous disparity between the
banks’ nolding of cash and the putlic's means that a simple
policy of offsetting movemenks in oue against the other would
not de practical. Control of the wide b

different in principle from conirol of

Bank's cperating rules were formulate
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Seo 2 Role of the Narros Aggregates” for 2 summary of the
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guantities. 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 (or equivalently, to drive up interest
rates), until the banks bid notes and coin awey from the
non-banks (or. what amounts to the same thing, the public's
and coins is reduced to the required extent).
t the relationship between the wide base and
ms to be considersbly weaker, less stable
termined -than that between M1 and interest
f the base would probably be less certain.
and require wider swings in short term interest rates. than
control of M1,

(iii) Narrowingz the options on MBC

. ¥Ye see severe problems with at least two versions of

(1) MBC as a technigue for controll ing brecad money
(£113 and the PSL's) certainly in randatory form;
(ii) targeting the monetary base as an alternative
to the money supply proper (M1 or £M3).

That leaves mandatory MBC as a means of controlling narrow
measures of money; and non-mandatory control of bank holdings
of cash (ie bankers® bzlances and, possibly.,till money).
Memories of the corset make all forms of mandatory MBC fairly
unattractive. But the main problem is the lack of a2 suitable
target aggregate. Disintermediation would almos%t certainly be
a severs probleﬁ with M1. Figures for M2 will be availabile
later this year. but it will be a matter of Jears before we can
tell vhether it will be a suitable target aggregate. For

practical purposes, therefore. we can prcbebly rule out an early mow

ct

o any form of mandatory monetary base control.



15. The mein problem with non-mandatory control of banks'
holdings of cash is that there is no guarantee that it would
lead to lumproved monetary control. That would depend on the

stability of the money multiplier.* While we can infer

something about the money multiplier by observing the
stability of the relationship between the public’s heldings
of notes and coins and total deposits. recent institutional

arrangerznts mean that the banks have not had a well determined
demand for bankeérs' balances: their demand for cash has been denminsh
by their precautionary holdings of till money. There is every
reason U0 expect changes in the terms on which cash is supplied

to produce changes in 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 is likely

to be more stab‘e than the relationship betwen short term

interest rates avd the relevant measure of the money supply.

16. Non-mandatory MBC might also raise the guestion of the
eappropriate monetary target. The narrow base night turn out
to be well relaved to M1 or M2, but not to £vM%. But the vaiue
of such a link with narrow mcney would depend on the
significance attached to targeting these aggregates.

* The money multiplier m, is defined as 11, where M is

broad money, and B is the monetary base. It can be
expressed as:
(i) m= 1+ ¢

r+ 46
Where ¢ is the ratio of the non-bank private sector's
holdings of currency (Cp) to total bank deposits (D), and
r is the ratio of bank holdings of base money (in the form
of currency Cg and deposits at the Bank of England R) to

To
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denrosits D.

tal
((i) is obtezined by manipulating the identities:-
M= Cp + D and
C

B= Cp =+

-
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II RECENT CHANGES IN MONETARY CONTROL TECHNIQUES
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(a) the abolition of the reserve asset ratio.
This is the most important: z primary liguidit
requirement is quite incompatible with any form
of MBC zs iﬁ enccurages the banks to treat
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19,

(¢) Reduced reliancez on discount window lending.

This is a hecessarv step if interest rates are

ever to be fully market determined, given the
target for the base. 4s long as discount window
operations are a regular feature, the rate at which
the Bank are prepared to lend to the mnarkei will

tend to put a ceiling on short term rates.

(d) The proposal to let interest rates fluctuate
withiu a band (2% in the first instance). This
should familiarise market operztors with more day
to day volatility in short term interest rates and
could cause them to differentiate more sharply

between cash and other liguid assets. If the
position of the band is changed reilatively more

frequentiy, the private sector might be prompted to
nzke more far-reaching changes eg. to the terms on
which loans are extended -~ though this would be more
likely if there were a clear declaration of intent to
move to MBC on an announced timetable. O0Of course

o

unless interest rate bands are somehcw related to

s
quantitative targets{eg. for the base)they will mark

a very partial move in the direction of MBEC.

(e) The proposal to abolish MIR as a posted rate.
This is essential if the interest rate bands are
to be, as intended,unpublished, {(at least so long
MLR continues to have some cperational
significance): and. a fortiori,if the authorities

:

were to operate without any intere

5
all (in a fully fledged MBC systen).

The propesal not to publish the interest rate bands has

been zttacked by several commentators as irrelcvant to MBC

and

as ﬂreatlng uncertainty for its own sske. BRut

uncertainty about interest rates is a likely
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thet will be information of & sort - at present we have
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would provceze n economic behaviour.
24. More ambitiously, we might discover more about the
significance to be ettached to different monetary

cpregzoes. The divergent behaviour of the broad and
narrow agoregates in 1979 and 8680 is not entirely
unprecedented, but it was very striking. It will be interesting
to see whether the lessons commonly drawn from the 1972/5 period
receive any corirmation. If they do., then our relative
neglect of the narrow aggregates in setting monetary policy
instrunents may be vindicated. Since the case for MBC (in
both mandetory or non-mandatory forms) depends in large
part on the relevance of the narrow aggregates to monetary
control, that is in many weays the most important issue to be
decided before passing a final verdict on M3C.

25 The wost importa
transform the new system of control into a proper M3C
regime would be for the authorities to formulate objectives
for some measure of the monetary base, and to allow interest
rates to respond more closely to divergences of the hase from
the tazrget. That would mezn both widening the bands and
setting them with movements in the base in mind. Ultimately
operating instructions might be couched entirely in terms of
quantities (targets for the supply of cash to the banks) -
rather than prices (short term interest rates). These changes
would not require institutional changes in the system of
monetery control, though they might provoke institutional
changes in the private sector.
26. There are two possible changes to the existing framework
that might be needed depending on the form of MBC adopted
The Tirst concernes the cash ratic. Under the new arrangément51
cesh ratio has no monetary control funetiorn. It ould
remain as it is., if we adopted non-nm dato*y MBC. but a
o a

be besed on new,

utlingd in the papers for the autunn seminar
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The second concerns the way in which the Bank organises its
]

/il the money narkuts. If changes in the terms on which
cash is supplicd caused & sharp centraction in the

discount market. the Bark would have to deal directly with

wit?
the banking system. At present they see real difficultie
with this, because the irnterbank market is dominated by the
clearers, who (like the Bank) are net suppli

the rest of the system. With such a merket structure, the
Bank have argued, it is un

S i
rates which are, in any mezningful sense, market determined.
27. It is not cle gt the answer to this problem is. or
even if it is a real problem since the discount houses might
survive a move to MBC. One possible solution would be for

the Bank to influence the base by operating in a short term
€

obvious candidate is the foreign exchange
market, since the base can be influenced by sales and
purchases of fo ¢ well as by open market
operations in bil te objection to this course
is the effect on the exchange rate which, unless domestic

and foreign zssets aré perfect substitutes, would be more
affected by operations in the forelgn exchange market than
in the domestic short term money markets. No doubt there

are other problems. But the idea might be worth exploring
further, if the problems of operating in the interbank market
looked like posing a major obstacle to fu_ther movenent

towards MBC.

IIT CONCLUSIONS

28. A move to MBC is scmetimes presented as the logicel
operational consequence o¢f sdopting money supply targets. The
corollary certainly holds ~ Tthe case for MBC presupposes =2
clear commitment to formulating monetary objectives in terms
of monetary aggregates rather than prices - interest rates or
exchange rates. Monetary base control has little to offer a
if the authorities want a2 wide range

¥as
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rates. There is room for discretion in operating zn MBC syst



of course, but if a move in that direction is to mean

anything 3t must mean a switch of emphasis away

-

froz interest rates, as important instruments of policy,
towzrds quantities (some measure of the base).

24, The znalogy wi tnhe foreign exchange market 1is
j1luminating. Between the extremes of pure flecating and
totally fixed exchange rate regimes there is a wide range of
"girty flozting" options. The opposite ends of the spectrun

are however clearly defined. Similarly, MBC is, in

I._I

principle. at the oppe site end of the spectrum from a

purely discretionary interest rate regine.

20. It is not obvious what MBC could offer, as long as the
suthorities continue to define their monetary objectives
primarily in terms of &M3. MBC

unlikely to be an effective instrument for controlling broad

v
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inc to MBC weould involve adopting a target for a
narrov aggregate, possibly one for .which we do not yet have
figures. The merits ol such a target would need examining

in its own terms.

24, We may now be in a position to narrow dowrn the

options on MBC. Targeting the wide base has no clear
sdvantage over targeting 1M1, and some disadvantages.
Mandatory MBC. in any form is not an immediate opticn,
because there is no suitable aggregate against which reserve
requirements might be set. Evan if there were. the risk of
creating unnecessary distortions make it fairly unattractive.
That leaves (non—Aanﬁ“uo*”) control over the narrow base.
The only se erious objection is that we cannot tell whether
moving in this direction would improve moretary control or
not.
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The Monetary Control - Draft Previsions paper leaves open the

timing of the extension of statistical reporting to new institutions
and the associated statistical break from banking to monetary sector.
We need to make an announcement on this soon in order that we can
tell the banks what changes will have to be made in their reporting
to us. From the point of view of National Accounts statistics,
clearly the right time to make the break would be at the end cf a
calendar quarter, but in view of the importance currently attached
to monetary targets, and the banking month statistics, it has been
agreed that the break should be at a mid-month banking date.

We propose, therefore, to make the change with effect from 18 November
An earlier date is not practicable and later dates, as well as
involving delay, have other difficulties.

At mid-November we will be calling for returns from existing members
of the banking sector on both the new and old basis; we shall also
be asking about 70 large banks and LDTs who are not in the existing
statistics to start providing figures. Thus, we shall compile two
sets of levels for sterling M3 and other banking and monetary
statistics at that date. We need to decide how the monetary target
will be interpreted in the light of this break in the statistics.

From a statistical point of view, the simplest solution would be to
rebase the target on November. But that would raise the usual
questions about how to deal with base drift, as well as possibly
re-opening other policy issues, and we would not know until the last
moment what the new base would be or where we were in relation to
the current target over the nine months to mid-November; nor can
we be sure that a November base would be undistorted by the

Civil Service dispute. All this would have to be decided in the
week or two before Christmas. Furthermore, we should be faced with
the same difficulty that prevented us rebasing last autumn, namely
that a new target would be overtaken by the Budget roll-over before
it had got going.. I imagine, therefore, that -this will not be

seen as an attractive option.



An obvious alternative would be to try to backdate the sector

change by attempting to reconstruct February figures on the new
basis. This is not possible because we do not have information at
that date from institutions not currently reporting* and because
existing institutions reported at that date using the present rather
than the new sector definition. Therefore, if we do not rebase we
will inevitably have to make a rather ad hoc adjustment to the
statistics for the purpose of interpreting the target. In view of
the attention paid to the money supply statistics, it is important
that this adjustment is explained carefully and that we announce in
good time what we intend to do. It would clearly be undesirable if
commentators misunderstood what we were doing and started sniping at
us for massaging the figures, or were sidetracked by technical
arguments about how the relevant growth rates should be calculated.
This suggests that we should make an announcement in a neutral
atmosphere well before we get embroiled in the actual figures.

The way we would propose to make the adjustment would be to grcss up
both the February base level, and the February to November growth,
by a factor equal tc the ratic of the new to old level of sterling M
at micd-November. Post-November growth could then be cumulated onto
adjusted pre-November growth and expressed as a percentage of the
adjusted February base level. ‘he resulting figure would then be
converted to an annual rate in the usual way. Algebraically this
can be expressed by the formula:
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where y = percentage growth (not annualised) in the nine months
up to and including banking November
and Z = percentage growth (not annualised) in the n months

after November.

Although this looks somewhat formidable it is in fact little more
complicated than the ordinary formula currently in use for calculating
annualised growth rates; instead ¢f the product of two terms inside
the sqguare brackets there is normally only one. For purposes of
exposition, however, it may be preferable to use the literary
description in terms of grossing up factors rather than the equivalent
algebraic expression.

Assuming that you are content with this, we would propose to make an
announcement about the statistical break at, or as soon as convenient
after, the date when the final version of the Monetary Control
document is published.

I am copying this letter to Andrew Turnbull and Rachel Lomax and also
to Peter Stibbard at the CS0.

Yours sincerely

G E A Kentfield

* We do have some information about the TSBs but not for cother
banks or LDTs not currently reporting.



