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INSURANCE COMPANY ASSCCIATIONS

insurance Company 4Lssociztlions Eppreclate the invit on te respond to

1)
e
bt

the Consultation Faper on Menetary Control, published by HM Treasury and the
Bank of England in March (Cmnd.7838). We are fully aware that the success or
otherwise of official actions in the area of monetary policy is of major
impourtance to our members, both as investing institutions and as business
Organisations sensitive to the pressure of costs. We therefore strongly support

efforts to improve the mechanisms for monetary contrel. However, bearing in

B

mind that many issues of monetary theory and policy are unresolved, we are not
closc enough to a conclusion to express firm opinions on the direction of
possible changes in the control mechanisms. When consultations on the Paper
liave progressecd further, we should be happy to discuss any implications which

may aril

w

€ for the longer-term capital markets, particularly as regards the

management ol the gilt-edged market.
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The attached paper by Dr Hall "Monetary Reform: A Critique"
is circulated for information. The section "A Critique of
The Green Paper: 'Jlutching at Straws'" is very similar to
that inecluded in ihe naper Dr Hall has already sent us

commenting on th» Green Ppaer and liquidity proposals, and

circulated as MCC(80)30.
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MONETARY REFORM ; A CRITIQUE

Introduction

The recent publication (March 180) of the joint consultative paper by the

Bank and the Treasury on ’Honetary Control‘( ) has stimulated considerable
debate on amd inquiry into the rocle of monetary management wi thin macro-economic
pol:cy and the merits/demerits of alternative techntques of monetary control.
To date, most_of the academt; discussion on the latter topic has peen focussed
on the advisability and feasibility of switching over to monefary base control,
the accounting and technical detail tendiné to QSs:ure the more fundamental
prerequisites for the successful adoption of such a control mechanism. This
paper attempts tc fectify the imbalance but, more important}y; in the assessment
of the material contained in the above document raises seriods'doubts as to

the ability of alternative rgfdrm ﬁroposals to achieve closer short-run control

over - monetary aggregate growth. -S}milarly, with regard te the manner
in which monetary policy is ﬁresently'utilise& withfn the broader framework

of macro-economlc pollcy,llttle chanca of successA!s héid out for decelerating
.the rate of price inflation, other than through a full -scale deflation of

the economy. for the benefit of the reader, a brief Synops?s of the Green Paper

is provided.

{1} Cmnd 7858.



The Green Paper

Synopsis. Having dgfined the main role of monetary policy as the need
to achieve a progressive.redhchon fn;tﬁeléruwthlbf the money stock over a
number of‘years in order te reduce inflation, the document asserts that
adequate medium-term control of money stock growth is already achieved through
the fiscal policy (including 2 prcgrgssave reduction In the size of the PS8R
as a proportuon of GDPJ and Interest rate Instruments but that there is some
scope for improvement in the.short-term. Thus, the bu!k ef the paper concerns
itself with tﬁe problems of ;fgéhtlng.gréa:ér short-run control - say from
ﬁu#rter to quarter - over tﬁé honey'stock,'the qdéstion of how to achieve

more regular sales of gi!ts being'speﬁificaliy excluded as full justice is

assumed to have been done to the subject in an earl!er Bank paper.{ 2)

IThg general theme of the C.zen Paper 1s”a deésire to place minimal
reliance on direct, quantitative ccﬁtrbls, using, instead, the market
instrument of interest rates (aﬁd'fiscai poiiéy'in the meédium-term) to control
money stocklgrowth. in reaching this concluslbn, the document notes that,
al*héugh di;ect controlé msy be used to some advantége in the short-run, by
bridging the tame-lag before the main po.:cy ‘instruments take effect, in the
Ionger-run they atl tend to.m;sailocate reSOurces, damage the competitive
environment of the bank:ng system and divert busuness through uncontrolled
sectors, thereby distortlng 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 precipitate 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, BEQB June 1979.



‘Turning to the role of agjregates as 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 obtain a general view of prevailing
“"monetary conditions', but stresses that, in order to give 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 remaln £M3 i€, for no other reason, than
that it is understood by the market and can be readily related to key credit
counterparts such as bank lenﬁing to the non-bank private sector (NBPS), gilt

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

The rationélé of ° ratio coatrols is taken to be the part they play
in the provision of a rulcrum agalnst which inéérest rate changes may be
rapidly affected tnrough official market transactions to the extent required
to ensure mbney stock growth remains bn'taréet: Within thIS'coﬁtext. the
(13% of eligible liabilities) bankers' deposits ratio is taken'as having been
the effective fulcrum throughout the seventies {and not the reserve asset
ratio itself), as forecasts of banks' cash requirements were made by the Bank
in order to determine the extent of official discount market épérafions

H

required to keep the market "'in the Bankl "

Finally, the document lays dowiri two further criterion against which any
proposals for monetary reform should be judgéd: the need to minimise
v

incentives to disintermédiate and to ensure that proposals are compatible with

future entry to the European Monetary System,; should :haf'maierialiég.



Specific Proposals. ..In the Tight 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_requiremep;s be imposed upon all recognised banks and
licensed deposit-takers; |

(4) a new cash.ratlo be designed, along the lines of the pre;ent_;learing
banks' bankers' deposits ratio but extended to all b&aks, toc serve as
a fulcrum to enable offlcial market t-.ssactions to act more
predictably on interest rates - a_future paper will discuss thg-amount,
form and calculation of the ratio;

(5) the special deposit scheme be retained as a safeguard against excess

tiquidity in the bankjng system.

tn addition to making specific proposals, the Green Paper also

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

tindicator system' and ‘'base control'’. As monetary hase control has been
covered extensively eisewhere(B}_only the former is dealt with in depth,
although the authorities' broad scepticism about both {and in particular

base controi)} is brought out below..

On base control, the paper distinguishes a mandatory from a non-mandatory

base requirement, the latter being rejected on the grounds that the uncertain
g O _

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

{3)‘e.g. Hdnétary Base ‘Centrol, pp.149~156, BEQB June 1979.
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con»rol do not ou*weigh the sagnufucant coats that would be attached to the

LN

structural: refonm necessary: to. enaure that bankq‘ requurements for base money

5
bear a stab!e re]ationshlp to their liabiticies. through time. (8) Even with

a mandatory requis ement exacting proh1ems would be encountered; for ail 1agged
current and lead accounting systems pose severe operat!onal difflculties

which can only be overcome with difficulty and at the possible expense of
inducing significadt q!#ih;ermebipgiqp qr }f§b§1i;y mgnagemént by the‘banking

sector.

With régard to the poééi&%é adopéibn of Indicator éystéms,“two separate

;;hemcs are considered: one related to the monetary base and the second to
£H3. In the former case, the proposals are destgned to overcome the
authoritles‘ problems of controiling the base and of relating interest rate
‘changes to divergencies of the base from the desired—trend-as they occur.
Bas!caily, the srheme avoids direct control of the base but- measures It in
arrears, w?th divergencies from deslred !evels used to trigger changcs in
the Bank's lending rates and hence other short rates. The reQuarement to
hold base money would be néhdatory'ind-iast‘fesort'facilities would be
availab!e. The desired path for the base would bc calculated so as to lead
to & smooth, seasonally adJusted pa;htfor £M3 growth, wlth the size of rate
adjustment being related: t6 the extent of the divergefice’ d&cbrdwng to a
pre~de£ermcned scale. hopefully, the scheme uould result ln speedler

Interest-rate adjustments than at present, dependent. of course, on the

market's response. -

(4) Such structural reform would include the withdrawal of "“lender:-of last
resort' facilities. | : . .



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

£M3 and the desired trend are used direut!y to 1r:gger changes in Bank lending
_rates. Heweveri in ordef to gaan a sugn:f:cant time advantage over the present
system, week!y data for tﬁe ‘mohiey Supply would ideally be required, which would
create serious statistical -problems. for measurement and ser:al 3d3u5tnent
Finally, as is the case for the system related to the base, it would be
desirable to prov:de the author:tles with an overrsde power, to be used at

their discretion.

~The major advantages to be derﬁved From such schemes are:

(1) a guarantee that |nterest rates wsll ad;ust speedily to percelvtd
divergencies from desirgd trend in monev stock growth and that such
adjustmen:_ﬁill continué until growth is brought back in iine with
ore-set targets; . % Ml TE -

" (2) gliven the market's incressed confidence in the resolve of the’

- authorities to contgol monetary grow:h effectively {because of {1)},
greater longer-run stability an the giit market may reSuiz,

(3) that it would remove the sresent policy bias towards delay in the

adjustment of interest rates urtcl | divergencles are shown to be more

than just short-run, erratic disturbances; and.
{4) such schemes would involve }ittie struutura} change at least initially,

to the financial system. ’ o

- ik

On the debit side, detractors could point.to, the following. drawbacks
inherent WIthlﬁ ail s;miiar indicator systems: (1} thé authoritiés ﬁust still
make suo;ec“=ve decisions as to whether or not pefcﬁ?iéd'divergehéles from

‘trend are erratic, dnd hence. soon likely to be ?éve?sed* aor represent more

fundamgntal movements which will persist for some, time into the future - hence

the danger of reacting premature!y must still be weughed aga;nsf the dangers
of delaying and perhaps eventually f:ﬁdlng that a greater adgustment is then
required than the disturbance initially necessitated; {2} .the dangers of over
or under~reacting would be compounded by the necessarn!y arbitrury nature

of the scale of response decided upon; (3) g:ven the continuation of the

market's practice of tryirg to ant:cspate official interest rate policy,

expectations formation. could. cause greater rate vo?atal:ty ‘than &t present

due to the extra constraint imposed upon the authorities’ discretion;



(k) the automatic !inkage between the money stock and Bank lending rate
would preclude the use of the |nterest rate instrument for a}ternatlve
purposes eg. to influence capital flows and hence the exchange rate and the
balance of.payments, {5; frequent use of the over-ride would destroy any

advantages to be gauned from "automatic:ty“{

'Implementation of indicator schemes of this form raise the geheral issue

of "rules or discrefion“, about which the ﬁreen Paper ﬁeu!d'appeer’td we 1 come

'furthef dlecussion. ln practjca! terms, the schemes adoptlon would mean a
change in tactncai poilcy from the present presumptton that the onus is on
the authorrt:es to Justafy any change, partlcu!arly in an upwardS"dsrectson,
in iniereet'rates to a presumption that the onus would be on the authorities
to 3ustlfy not changing rates, in whatever direction required, to bring
monetary growth back on uaf?ﬁL;: UH:Ie the tylng ‘of the authoratses ‘hands
would remove the more capricious, politicai elements From poliey-making, its
appeal should be judged in the light of the potentially far:feaching |
conseeuehees of eroding.officia! discretibn, if the system Is to'reee any of

(5)

the rewards from automaticity.

(5) A classic example of the thorny problems that can arise on thts front was
presénted by the’ pubTicat!on of the Apdil 1980 banking figures.which, in
line with several previous months' figures, indicated that £M3 was well
within the ‘prescribed targét range. A section of the financial press and
certain monetarist disciples insisted that this should herald an
" immediate reductlion in MLR since, although bank-lending ‘to ‘the .NBPS
remained uncomfortably high, £M3, not bank lending, was the proximate
target. Presumably, the application of an Indicator scheme - without the
override being exerclsed - would have been wholeheartedly welcomed by
suca protagonists. “Unfortunately, howsver, not being'privy to -the wealth
of :tatistica} data available to the authorities, the dissidents were
unaware (or, alternatively, chose to ignore) Ehat-the centrat -government’s
borrowing requirement was forecast to return to more normal levels in the
ersu'ng menths (ie. to higher levels, as government revenue fell back to a
lower plane} which, together with the forecast of a continuation in
'excessive' corporate demand for bank credit, was most likely to lead to
. an acceleration ia money stock growth. In the light of this, little would
be ‘achieved by'a transient change in MLR. (One could also avgue that the
reintermediation expected on the demise of the corset in June milltated
agalnst an early cut i{n MLR).



A Critique of The Green Paper: 'Clutching At Straws?"

Leaving aide, for the moment, con;sideratlion of the }o1é that mdnetéry
policv is being asked to play by the Thatcher admenustratxon in the |
achievement of broasder macroeconomic goa!s. the farst and most crucsa! point
of controversy that emerges fromlthe_diccussion paper is the pianned switch
to almost eXclusive rellance on the interest race mechanisﬁ as the means to
attain closer short-run control (gsven that that Is necessary to reta!n market
confidence in the government“s ants-inf‘au‘cn package} of the money stock
(£H3‘ This arises as a dlrect resL‘: cF the author:ties apparent acceptance
of the ''cashier's view'" of debt management poltcy (whsch, tOQether w;th the
reluctance to index bonds or seil 8 greaLﬁr varsety of short term pub!lc
sector debt instruments, wiil allow gilt sales to continue on an srregular
course), and the dec1szc 10 au without any form of quantctat:ve control.

The latter decusion is ...doubtedly }U:tifned if one takes a iong-term view,
given the rescurce misai!ocation, the dsstor:ion to monetary aggregates -
particulariy since the sbolition of exchange contro!s -'and the damage to

the conpetatsve ewvaronment that such ;ontrols induce, but in the short=run
-the moue §eaves ? void in the area of monetary/:nterest rate controi {eg. in
;the control of bank llnbiltty managemen: and round-t?ipplng,.and the shielding
'of poiatacaiiy~sensrcive tnterest {aggs, ;nclpding the tradat:onaliy Useicky"
rates on certann farms of pub!ac aecpor debt, fromca ful! exposure to market

forces). The cruc:al question remaias,.however._'Can |nterest rates take the

I_.- SE oLy

addittonal stﬂain?‘ ["

Unfortunate!y, fOr the authoritaes, the . nnterest rate ihéffument {short

tern) ls'unden a consaderable-cipud as to 1ts abtiity, cven in the long-run,



¥

(8)

to restrain grcwth in thé.ﬁoﬁéénétock and there is a growing body of .

opinion that raising interest rates actually causes £M3 growth to accelerate.

The :heoretncal backnng to th;s view consists’ of the following strands: that

a rise in interest rates - C?) 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 capltal inflows which, even under a pure floating
exchange rate regime, can cause movements in tﬁeldoﬁéstic'money stock;ly)

(3) will cause the ;omesffc monéy stock to rise by.vfrtue'of outflows from
{("sticky') non-marketable pub&ic sector debt instruments; (4) may'caqsé bank
depdsi:s to grow because 6f-the diffé}ehtfé! éffecﬁs on banks' lending and
borrowing rates, lending rates (tied to base rates) tending to-keacf more
sluggishlf fperhéps as a result of cross-subsidisation of wholesale business

by retail profits) and creating.the possibifit}'for cbmbaﬁies to engage in
"arbftrage“ oberaaions; (5) may cause banks to managé thei; liabilities and

bid for deposits through the CD and cnterbank market (6) may daus?'an

increase in bank Ieﬁd:ng, partlculariy to the corporate sector, as the’ equ:ty
and debenture markets dry up as a result of a genera! expectat:on o? a future
drop in rates, the only alternative source of finance being the banking system;
and (7) by depressing demand, may Induce an increase in bank iending to the
corporate sector as the only course of action open to the latter to finance

”cnvoluntary” stock hoid:ngs.

(¢) E.g. see Hotson, A.C. 'The Forecasting and Control of Bank lendlng ,
Papur presented to Money-Study Group Conference, Oxford-"1978.

A7) 'External and foreign currency flows and the money Suppiy » BEQB,

December 1978.



In view of the above, it may be argued that the relliance to oe 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 igﬁbring tﬁé'ﬁuestidhs of feasibility
and accounting detaé! raised by thg,Green éaper, it is impqrtaﬁt to realise
the fundamental changes that would have to accompan§ such @ paolicy switch.

The first prerequisite Is a fiocating exchange rate for, although comp!ete
insulation of the domestic money stock from Cap!tai flows can never be
achieved, a pure floating regtme goes a !ons way to ‘utfulltng that objective
This, however, demands that the UK continue to remain outs:de the European Monetary
System, in contravention of one griterion Iald dewn by the Green Paper against
which reform proposals should be assessed. Sgcqndly, in order to guarantee
tight control of the base, th: uuthorities must staﬁdzpreﬁared te tq!grate
equilibriating rates of interest of whatever magniﬁﬁde necessary to cfear
markets. This would seem ‘o herald the danger of greater interest raté
instability than at present and invoive a repudiation of the Governmen?
Broker's assertion that, In fixing a new tap stock'price, it Is important not
to impair the long-run c;pacity of the gilt market by penalising e#isting

stock holders. ,

in practice, howeve,, agceptable tulerance leveis Must e ccnsidered
Fa% example, interest rates could never be allowed to proceed to levels that
threatened iiquidi;y crises or large-scale f:nancta! collapse and surely
there must be an uppér timig to thé'ieyéi to wh}éh starfing, as a péiro-currenCy,
may abp:eciate wi thout i?reparab!yldamaging the UK's export~¢apacity'an£

future p-ospects for recovery.

0.



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 simultanecusly to institute major reform in both
the area of tactical operations and on the institutional front, particularly

. 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 possible déngers that could
arise from expcsing the auth&rities‘ reaction function tec the market -in

advan;e, such as a greater variability in Interest rates resulting from induced,
destabilising 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
_ contro! variables should be influenced by the following considerations:

(1) how closely, and reliably changes in the total are related to. the ultimate
policy objective i.e. output, fuli employment, price stability etc.; {2} how
accurately the total can be measured; (3) how precisely,. and at what costs,
inciuding undesirable side effects, the authorities can control the total;
and - (4} the excgene?t?:of the potghtia} é@h;rbl vafiab!é"ﬁfﬁhfféépgct to
nominal ‘income {or whatQVgr the ;pegifve&-&!timate_poliqy_?afiéﬁ!e may be).
Cénsidef:ﬁ!cns (l)land'(ﬁ).togetgé? form tﬂa.essénﬁlai ;rlkgffgiﬁc be
satisfied by potentia!.:arget aégregafes-yet, unfortunately, serious problems
confront ihq qconoﬁetfician in atfempts ﬁo.estibi}sﬁ the 6frection of

causallty and the closeness of fit between target and ultimste objective; the

1.



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 econométric testing.{a)

In the light of the 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 pelicy is missing, namely 2 stable demand-
for-money function (Ml would appear to bs the least unsatisfactory on this
score).(a) Moreover, £M3 suffers from the drawbacks that it tends to respond
perversely to interest rate changes and suffers from distortions (irréSpective
of whether or not tﬂe corset is In opcration) as a result of balance of
payments transactions now possiblie since the abolition of exchange controls.ilu)
Taking this evidence together with the doubis that have been raised about
the wisdom of pursuing simguiar contra! of one aggéégate - the so-called
"Goodhart's Law', which emFz7'¢ the Idea that as soon as policy Is directed
towards the control {by ==-..ations) of any one aggregate that aggregafe's
usefulness as either a target or an indicator s destroyed as’'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

L : . : . ; {(n
of attention, even iIf notice is taken of movements in other aggregates. )

{8) The introduction of CCC in September 1971, the floating of sterling in
June 1972, 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 sre ali examples
of factors responsibie for unsettling such a relationship.

P
O
—

See empirical evidence by: Artis, M.J. and lewlis, M.K., 'The demand for

money - stable or unstable?', 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,
Harch 1978 - demand-for-M! function since shown to be of poor predictive
quaiity.

(10) For exampie, certain forms of payments transaction can add to the total volume
of sterling credit without raising the domestic monay stock (£ZM3] - see Hall,
M.J.B., The implications OfF The Aboliticn of Exchange Controls For UK Monetary
Control in The 1980s, Occasional Research Paper No. L6, Oepartment of Economics,
Loughborough University, April 1980.

12.



If attention is switched to the 'role of monetary policy' alluded to
: ; : o the
in the Green Paper one may continue to assess/anxieties aroused by the

governheﬁt‘s adoption of monetary targets as‘the-cenfré-pﬁeac of its aeconomic
platform; Indeed, far more important than the optimum cholce of aggregate
probiem::fs the real burden borne by the economy for the privilege of being
steered according to target guidelines. The consequential strains that are
imposed on the real economy Impince upon Interest and exchange rate objectives
and employment, debt management an. fiscal policies. Thus, interest rates are
pushed to levels that threaten deflation, the exchange rate Is allowed to rise
to a position 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 causzc a deterioration in the standard of services provided,
debt management pulicv is conducted In such a feshion as to burden the taxpayer
for up to twenty-7ive years with "excessive' service charges, and unempioyment
is allowed to break through the two mitlion barrier and probably proceed way
beyond that mark. Moreover, efforts undertaken to validate that “monetarism
is enough'’, through sttempts simed at ensuring a speedier feedback from money
supply control to wages and prices without the use of any form of 'permanent’
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

(12)

reasuess our economic priorities , and consider switching first choice of

{11) A prime candidate for concern during the latter part of 1973 and 1980
was DCE, movementd in which demonstrated the growing Importance of an
irappropriate channel (payments deficit) 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, C. and
Joshi, V., 'Alternative Strategies for the UK', N.I.E.R., No. 97,
February 1980. ;

13.



ultimate geal to an exchange rate or unemployment objective, lzaving

monetary policy te fuifil a more humble role such #s the minimisation of the
banking sector's monetisation of the_nggﬁqnalldebt. Given the lamentable
performance achleved by the monetary experiment on the i.nflation front so far,
and the considerable doubts raised herein as to its utlility value under the

suggested system of reform, it at least deserves seriocus thought.

14,
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