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1€ MONETARY BASE CCNTROL JUST INTFIEST RATE CONTRCL N DTSCTISL?

Ts nonetary basc contrcl merely "a means tor the markets to generate

the 1ntevest rates necessary to bring tne raiz of growtin of the

money supply back towards the desired path" (%Zrecen Paper -~ ouds
emphasis), ¢r is it something more? If the former, most of the
participants to the flagging monetary control debate could eventually
reach some form of accommodation, in which interest rates arc left
more to market forces. Many of the critics of presznt monetary
policies really wanted no more than this in the first place. ror
their part, HM Treasury and the Bank of Englend vould like to see

interest rates at some remove from direce political interference.

The idea that control of the money supply via the monetary base is
different from interest rate control wac statea i1orcibly by
Milton Friedman to the House of Commons Seject Committee (as reported

in The Observer, July 6):

"Direct control! of the monetary Lase is an allernative to ....
interest rates as a means of c¢ontrolling rmonetary growth. Oof
conrse, direct control of the ionetary base will affa2ct interest
rates, but that is a very different thirg from controlling wonetary
growth through interest rates."

If monetary basc control is dirferent, we must ask how it wcrks and
provide a frame of reference for evaluating its costs ané benefits
vis—a-vis interest rate coutrol. Our concern is with the behaviour
of the banking system, for this is where the money suppiv problem

currently exists.

Sase money (aiias high-powered money cor simply cash) ie imnoriant co

the barking system becausc it is the altinat:z mzans of paymen©.

Cenvertibility intes cash is one of the characteristcics expected

of Jdeposi.ts which are treated as ‘munuy’, while transferability in

the settlewent of debts ana to make payments is a distiaguishind
tem, transters

feature of banking services. in an overdraft sys an
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also re made from accounts in debit, so that liquility services ar:

provided cn both sides of the balance »heet. Banks can be



visualised as purchnasing primary recurities, pooliny them to «liminate
risks and combiring them with cepital, labour, materials aru
high-powered money to create 'liqu.di=y'. High-powered money has

Lhe »cle &4s an input into banks' production function.

How much high-powered money is required by the banks depends on the
nature of the productica proccss and on institutional arrangeﬁents.
Banks providing liquidity services face uncertain demand for cash
from dzeposits and from loans where there are undrawn facilities or
open credit lines. They are atle to employ the law of large numbers
to keep cash at low levels, but cannot eliminate the need for cash
completely. As a bank lends or invests, the losc of cash puts it in
a position wheve any subseguent deposit witihdrawals or loan demands
may necessitate sales of securities at a loss or interbank borrowings
at unknown rates. These possible costs must be balanced agdincst

the benefits of increased incoume. Tn this way, the availability

of cash limits banks' acguisition of non-cash assets.

Contrnl of the money supply is exercised by recstricting the quantity
of the factor of production, base money, to the banking industry.
Since the monetary authorities nave a monopcly over the production of
this factor input, they can make it availaple in less than nerfectly
elastic supply: in the liwit, the supply could be made perfectly
inelastic. Barks are then in the same pbsition as firms in any
industyy for which the iunuts required for production are available
only at sharply increasing cost. For an iadividual bank, the
restriction of the supply ¢i base money imposes an external cost as
banks in the system expand devosits and bid for reserves. (Each
bank'cs suvply response is a wisxture of a movement along a snort-run
cost. curve ang a shift of that cost ¢nrve as rising factor prices
impose an external woccuniary (Ciseconomv.) An individual rank can
react in a variety of ways: by bidding for inter-bank funds, raising
depeosit (and loan, rates, improving services, cutting back on new

facilities, cancelling or reducing existing faciiities, selling CDs,

disposing of bhiils or bonds. The route actually chosen will be
tho one most profitable to the bank.



¢ 2 ipmeciate difference from the 1nterest rate mechanism presently
cperated i=s the involvement of tue banke. Following the removai of
the ccrset, the banks are now almost passive spectarors in tle
process of monctary control. in resronse to an increase in MLR,
their 'dob' i1s to raise base rates in line (which they have dene),
but that is about all. The Bank of England, as it were, appeals
directly over their head to the public's demand f2r credit. In the
meantime, the banks c¢an continue to push out facilities with relative
impunity. 1f borrowers are not daunted by the higher interest
rates, thc banks could conceive their ;0b to include bidding for
deposits and reserves Lo sustain any expansion of advances.

Monetary base conirol, py contrast, impinges directly upcn banks'
decision-making and provides a pecuniary incen%ive for them to
participate in the process of adjucting their halance sheets to the
dictates of mounetary policy.

A second difference concerns the adiustment mechanism, which, under
monetary base control, would be chosen by the banks on profit-maximising
grounds. At'present, the form of the adjustment (eg interest rates
operating upon credit demand) is chosen by the authorities. If that
fails, the authorities must either raise rates further, or wait for
credit demands to subside. Until the latter eventuates, banks are supplie
with cash to prevent them running out of reserves. Left to themselves,
banks could well choose to respohd to a reseive shortage in the same

way — by raising demosit and loan rates. Should interest rates fail to
restrain the demand for money or c¢redit, this could not be the end of
the matter. A reserve deficiency would still exist and banks would

be forced to try something else. Some assurance would exist that

the adjustments would proceed until monetary growth came into line.

The idea that there is some new breed cf banker who will always

eschew asset management for liability management 1s patently false.

If interbank rates are bid up hian enough, it would pav some banks

to sell pills and bonds to the private sector in order to cbtain

funds for lending out in the interbank market. Liability management

is aliowed to succeed because the Bank provides the reserves necded

to validate deposit expansioil.

Perhaps ti:e most important diffcrence is in terms of th
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reserve shortages by borrowing interbank at 1ty ceoot' or by



sellinyg securities at a loss, they are likely to exercise minch

greater carc in luture vhen granting tacilities and cpen credit

lines. Unused facilities are a valuable source cf liquiditv -o
customers, and banks might, in different circumstances, be expected tc
vary the ‘price’ for this service. Trere wovrld also be an incentive
for banks to refrain from lending and build up reserves whein reseive
shortages are anticipated. Accordingly, surgcs in monetary arcwth
may be less likely to occur.

In thls description, monetary base control is qualitatively different
from interest rate control. At ithe aggregate level it operates by
imposing a quantitative retriction upon banks' intermediation. This is
translated directly into individual banks' orofit calculus. Beth the
initial response and subseguent adjustmerte are determined by market
forces, and tne rewards and punishments these forces give to banks

would seem very considerable benetfits indeed. Unfortunately, it is

not as easy to be clear about the possible costs.

For restraint upon cash to be an effective control device, it is not
enough that its supply be inelastic, as is witnessed bv the idea of
using negotiaeble licences to contrcl banks® deposit evpansiocn. As
with base moncy, tne supply of negotiable licences would be monopolised
by. the authorities. As banks expand beyond 2llowahle limits,
variations in the market price would raise costs against individual
banks. Yet is 1is aenerally agreed that such a scheme would encourage
banking to be dune outside the controlled area -~ particularly in

of fshore markets. Weculd the same consequences follow from monetary
bass ccntzol? If bancks' holdings of hase money were involuntary, =s
under a reserve requirement, this might well be the case. But we have
argued that banks' demand is a voluntary one based on a producticn
functicn for ligquidity services, not an orbitrary restriction upon an
instvitution designated to be & 'bank'. Institutions in the
Eurosteriing market {(not that such a marker can reaily ke saicd to eaist,
thanks to the Bank of England) which provided substitute liquidity

services, would reguire inputs of high=-powered money., just as is the

case in domestic marxets. Wha= coupetitive advantages would they
have over domestic banks to be 2klc to attract the deposits and
reserves nesded for liguidily production? tuch the came gquestion .ust

be asked of the idea that non-banking intzcrmediaries in domestic
u te 1



But are lignidity services the distingnisiing craracteristic of money?
If they are, then perhaps one-tnird of £M3 should ke excluvded from the
definition. This. iz a conservative estimate of the amount that
represents Qholesale furds of the non-bénk private sector, much ol
which is held in banks which cpecialise in whelesale banking. This
type of banking differs substantially from retail banking, which is the
model outlined earlier. Retail banks exist by producing liquidity
services; they endow claims with attributes of capital certainty,
convertipility and transferability. The eccnomic basis of wholcsale
banking is to lower transactions costs in markets for cnrporat
borrowing and lending and to intermediate within the term structure of
interest rales. In contrast with retail banking, in which virtually
all deposits are in sterling and withdrawable on odemand (or at very
short notice), wholesale deposits are for various maturities and in a
variety of currencies. Unlike retail deposits, where eacr hank may
have millions of small accocunts, to which the law »f large rumbers can
be spplied, each bank in whclesale business may have only a few
hundred large accounts and is not large enough, relative to the total

maiket for whclesale funds, to apply the same principles.

Because the economic basis of wholesale banking is different ard the
balance shest structure differs, a different 'production process'
applies. A substantial degree of matching of currency And maturity
is the rule, even when, with non-banx busiIness, supstantial maturity
transformation occurs. (Maturity translormation in sterling
wholesale banking is only slightly less than that which now occurs in
Euro-currency business.) A critical role is played by the interbank

market in 'reccnciling' thc puklic's preferences with those of the

banks. Funds a-e channelled rrom ultimate lenders to ultimate
borrowers through several banks. What beuin as short-term depcsits
finish up as rollover loans of several yearc' duration. Each bank

is mismatcheda, but aot to any gr-at extent, and no onc bank is lert
with a large share of che transformation. This is in marked contrast

to vetall cnerztions, in which the transformation is undertaken

o

fully by the bank accepting the deposits. It follows that cthe Bank's
T

proposals about prudential ligquidity, with the higher requi.ements
in interbank funds, st s at the neart of wholesale banking,

e
and indicates a failure to understanl this type of intermediaticn.



Cur immediate concern, howeveyr, is that, for wholesale bankinc
aclivities, there iz no demand for base noney . In this 3se..se. much
cf the British banking systewm has SJlreaay progressed to a r~achless
socirty. Even the concept of a reserve ratio has little meaning,
for the Jemand for marketable securities (ills, CDs) to cover an
open position depends oun the mismatching, matvricy by maturity,

not upon any scalc measure of the total balance sheet.

Restraint upon the supply of base morey will curtail retail vanking
and those substitutes for retail barking which involve the production
of liquidity secrvices using inputs of high-powered money (or, in a
pyramid of credit, claims agains® retail banks). If, as we have
argued, wholesale banking involvas different services and different
prcduciion processes, it i3 unlikely to be constrained directly by

monetary base control. The vital question, then, is, shouid it?

Analogies are helpful, but which is thé correct one? At cne extreme,
vie could; as Friedman dces. liken the production cf money ic that of
motor cars, with high-powered money lige stesl. Steel is a viteal

and irreplaceable input to tne production of motor cars, at least in
the short run. By restricting the supply of steel, control could

be exercised over the production of motor cars, even thouah there

are different brands and different modeic. Alternatively, we could
envisage mon2y to be like containers. Tﬁére are several different
types cf container (steel cans. glass, aluminium, plastic) and many
ditferent production processes involving quite different inputs.

Each tyve of container, and its associated input, has its distinctive
merits, but all can be substituted at a price. Is the same true of
different forms of banking and finance more generalily?

Thus the monetary control debubte is really a debate aboubt the rfirst
principles of monetary aconcmics. Is the aim of monetary wvolicy to
contrrl something special c2lled money, or is it to control all
borrowings and lendings and all forms of financing in the ecunomy?

In tne latter case, the Bank's irnterest rate policies are clearly

[}
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appropriate. put 1f money does have a sgpecial place, 1t is unnecs
Ha & L -

and in<efficient for the Bank toc zontrol all borrowings and lendings

At
<



wihen a more direct nmeans of concrclling the relevant miney cupply is

(¢

avallabie. Monetary base control.will ipvolve .interest —ai
variations as & by-producr or as i means co an end, bnt it may no:
prcve necessary o daflate all horrowings and lendings and alter all
credit ccaditions in the economy on the way. Altering all financing
demands in order to change on2z varticular form of financing is a

blunt instruwaent.

There is something to be said for both views. Proponents of monetary
base control have, somewhat slavishly, applied a thecry developed in
the United Staces, with its preponderance of retail banking, to the
quice different environment of the British banking system. On the
other hand, it is surely the case that :those bank and non-bank

claims wnich are backed (direct!y or indirectly) by base money arec
more liguid than much of wholesale money, which differs little in

character from commercial pager. Bv ignoring the importance of

1
bace money to liguidity production, the Bank has overemphacised
P

d
wholesale banking and failed to distinguish money £from credit.

24 July 19¢&0C
M ¥ L.ewls
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