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MRS LOMAX

DR PERLMAN ON MONETARY BASE CONTROL

1 managed TO contact Perlman at his home this morning. He told me
that he has written 2 slight elaboration On nhis December 1979 paper
(copy attached) and he will send me a copy- However, the only sub-
stantial change seems to be the inclusion of a criticism of the

Green raper. His proposals themselves are unchanged.

2 perlman takes 2% nis starting point the nnegotiable entitlementsﬂ-
proposals of Duck and Sheppard (EJ March 1978). He notes, however, :
that as they stand the Duck and Sheppard proposals make control of the
money supply sensitive to variations in the public‘s gemand for notes.:
and coin. An increase in the public's holding of currency OV
gefinition jpncreases the money supply py the same amount; But it aiéo
leads to a contraction of the panks' reserve pase and thus to a mul-
tiple contraction of the money supply - The aim of his proposal is tq;
jsolate the total money supply from changes 1in the public's holding *ﬁ

of currency.

K To achieve this aim, Perlman proposes that all banks nave two ...

accounts at the Bank of England:
i. a reserve asset account {Rd)

e ] . . . :
ii. & currency account (R”) 1in which all currency transactions

petween banks and public oF panks and Bank of England will ber

reflected.
. Trne control scheme 1s & mandatory one in which the panks have
. : i ; . ; . % I e ) ' =
to hold & fpachtion D of thelr quallfylng 1iabilities (D7) 1n the fo
of reserve assets. Qualifying 1iabilities are defined DbY

_e c ' :

D = o - (CV + R7) (1)
where

deposits entering the money supply definition

o
1"



panks' till money

2
1"

R = panks' currency accounts balances with the Bank

of England

By definiticn, we may divide total currency (Cu) into that held by
banks (C,) and that held by the public (Cp). Adding RS to both

sides of the identity:

Cy r® cu + R® - Cp ‘ (2)

C . ;
Let c(= “p/D) be the public's desired cash/deposit ratio. Then

.ing this definition and substituting (2) into (s

2 D - (Cu + R® - ¢cD)
D(1+¢) - (Cu + R®) (3)

W
"

1]

But by the nature of the scheme:

p& = g4 ' (1)

1
o} ) ;
SO plise) = ‘iﬁfio{ +LC W + RE)

Since the money supply, M, is:

M
et M

D + Cp }
D(1 + ¢) (5)

Clearly from (L) and B i

g4 + (¢ + R®) (6)

ke Rl
{cd

Bz Equation (6) comprises the lynch-pin of the proposals. By
operating suitably on R® and Rd, the Bank of England can now control
the money supply without distortion from the public's demand for

notes and coin. Two cases are considered:-

a. a deliberate expansion in the money supply. Suppose it is

desired to increase the money stock by an amount & M*. By open

L]




market operations, the Bank now buy A M* (¢ + p(1 - ¢)) securities.
To pay for them, the Bank credit the reserve asset account with A'R
A M* p(1 - ¢) and alsco credit the currency account with ARC = A Mrc.
Substituting into (6) we obtain

M = 6 M* (1 -c) + 4 M*c
= A M* , as desired
b. a shift in the public's deposit/currency ratio. Suppose E
that the authorities do not wish the money supply to change. As the |

£

public withdraw its currency, the banks' R® accounts are run do.wn. it

Since R does not contain reserve assets, this will not affect the -
money supply but it will leave banks dangerously exposed. e R® *E
falls low enough, banks may begin to suspend payment. To prevent :
_this, the Bank of England must restore these accounts to their }
original level. If the currency drain has beend R®*. the Bank buys ?4

Aﬁp* securities in the open market and credits the proceeds to the

banks' currency accounts.

In both cases, the Bank has maintained monetary control in spite of

the unpredictable public demand for notes and coin.

6. The first point to make about these proposals is that they are

very mandatory in nature. Banks have to maintain pDe deposits as.
reserve assets. The proposals have nothing to say about the general
obJec ions to mandatory schemes - in particular, the banks'
incentives to circumvent the control by disintermediation, just as
they did under the Corset . But, given this limitation, does the
scheme have any advantage over other mandatory proposals? Certainly,
most proponents now seem tO have been persuaded that, in a mandatory
scheme, it is more practicable to exclude notes and coin from the
base asset definition. The object is then to control Bankers'

balances at the Bank of England and the relevant counterparts are:

Change in
bankers'

balances at = CGBR plus - Sales of Interest - Increase in

B/E Foreign - Bearing Public Notes and Coin‘
Exchange Sector Debt in Circulation
Intervention



'ﬂﬁmoney supply must be matched by reduced ellglble llabl_lt es and

'";all the information they need to make the correct cpen market ope

Consequently, 1ncreases 1n note_

_11t purchases. The increased contribution of notes and c01nzto

i;gby a scaled reduction in Bankers' balances. To achleve thls,
rchases of gilts must be somewhat less than the. 1ncrease 1n;the

_urrency circulation,giving the correct reductlon 1n the reserv

;c8} The apparatus set up in Perlman's note would enable us to ca_
Tfout the correct open market operations in publlc sector debt_f}'j
;fthe operatlons could also be carried out ea31ly w1thout the cumbr
ffsome arrangements of double accounts at the Bank cf England ?ﬂDa
gcday, the authorities know the level of Bankers‘ balances and th._
. a mandatory scheme the level of qualifying llabllltles.; Tbey also
_cﬂhave frequent information on the public's and banks' take up of
- eurrency (with daily information on the total). : They thereforerh_

' t1ons to achieve monetary control. Nothlng is added by the sep 1)

. currency and reserve accounts at the Bank of England

-f9l Still less would these arrangements have any place 1n a non
.'mandatory scheme. The essence of such systems is that banks ha
' voluntary demand for base assets stemming from commercial and_
fprudentlal requirements. There must be no compulsion on banks_b
.hold reserve assets since it is just this which creates Corset- llk

distortions. Control of the base 1s then exercised v1a the fcllqw

counterparts.
gzigge i 5 CGBR plus - Sales of Interest.
Foreign Exchange Bearinmg Public Secto
Intervention Debt

10. Given the Exchequer financing needs, the authorities now mere:
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NON-MANDATORY MBC
V

14 I have seen Mrs Lomax's note for Professor Walters on non-
mandatory MBC.

P May I add a few thoughts of my own:

(i) The method of control which she describes as "broadly
quantitative methods" in paragraph 2 and amplifies in
paragraphs 16-18 would not be recognised by the enthusiasts
as "trué" MBC. It is in fact much more a case of setting
interest rates day-by-day with a view to their effect
on the base. The Bank operators do not believe that day-
by-day information on the base would be of much use to
them; they would in practice necessarily conduct their
tactics in terms of raising or lowering short rates.

This is not just a point about the transition, it would
be true even after the system had been running for years.

(ii) We do not know how to set interest rates so as to achieve
a given outcome for the base over a six-month period.
The elasticity may be so small as to make the exercise
impossible. In combination with (i) above, this means
that it is (contrary to the usual presumptions) more
difficult to control the base than, say, M.

(iii) So far as we can tell, it would also make better sense
to control M1 in terms of its impact on inflation, but
that is another story.



(iv) Aiming to control the base by setting appropriate

(v)

(vi)

interest rates might indeed involve little institutional
change beyond that already planned - although that

of course depends on how volatile interest rate changes
would in the event be. To be sure of controlling the
base would involve much more fundamental change, and
might indeed not be feasible by any means - short of
limiting the note issue.

Some of the advantages claimed for MBC by its proponents
depend on the presumption that desirable institutional
changes would take place. If MBC is so easy, can it
really be worth having?

"True" MBC depends on the existence of a substantial
spontaneous demand for bankers' balances. This, in turn,
requires a real risk of insolvency (or other severe
penalties) for a bank that runs out of cash. In discussion
we encountered a real difficulty in reconciling this with
the supervisory role of the Bank of England. This, again,
suggests that "true" non-mandatory MBC may be impracticable
Hence the shift to quasi-MBC or base targetting.

R&M-M\&'k{Q?SB

pp A J C BRITTON
3 February 1981
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Non-Mandatory Monetary Base Control

I attach a note on steps to non-mandatory
monetary base control on the lines we discussed.
It is very much a first shot at this stage.

I have not shown it to Treasury Ministers yet.
I think it would be a good idea if we discussed
it with you and the Bank first.

I will get in touch to arrange a meeting.
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This note considers what might be iavolved in wmoviug to
non-mandatory system of monetary base control withia the

next six to nine vonths. It reflects discussion at a

ase &

technical level, with the operators at the Bank of supgiand.
but they are not committed to any of the Jjudgements contsi.ied
in 1it. There are a number of issues ou which we would wainr

to reflect further ourselves, before proffering firm advice.
2 Our preliminary conclusion ig that the Bank could aim to
meet targets for the wide monetary base over periods of about
six months. by broadly quantitative methods. within the
institutional framework that has been proposed followlup the

tovember Statement. There would be implications for prudenti:s!

control. and for the Bauk's proposed call mogey ratio, but

otherwise the main changes needed on the part of the authorit
eg. to the reserve asset ratio, the cagh ratio, the stetus ol
MLR are already in the pipeline. ( 5MJ.Nug\rh&&Lu¢hLH;,)

B A sharp change ir the terms own which the Bauk provides cash
to the varking system could be expected to change private sachtomn
behaviour ia a dumbsr of ways, and would almost certainly
create great, possibly intolerable, problems for the discouunl
market. These changes may be disruptive, but a new systen ig
likely to work better when they nhave taken place. The mosth
effective contribution the authoricies can make is
clearly what they propose to do and #when. There is & stron
case for making any anncuncement before the Bank couns
negotiations with the clearers on the cash ratio aud related

Loples, an e detailed congultations

arrangements are very far advanced. That polnts to the Budeel

,-

or shortly afterwards. To be wholly credible, in the
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climate, such an annouuncement would need reinforciag by
evidence that interest rates will be allowed to fluctuate i

an upward as well ag a downwaord direction. ¢/

Defining a new systen

4., Issues that would need decida.ig include:

3

(a) +the definition of the base for target pur.oses:

wide base, or bank cash reserves only?

(b) the time horizon over which the authorities txry
to meet the target;

(¢) +the nature of any safety valves. in the event of

system-wide cash shortage eg. ualimited provision of

5

cash above soue ceiling level of intecrest rates;

~

(d) +the role, if any, of targets for other monetary

\2

A = i 0 Y
’ aggregates; N2
h]
(e) +the basis on which numerical targets (or rauges) for
the base might be chosen; and the starting date for zu ‘V//
7 Mo target.
P Initially it would be easiest 1o set a target [lor the wide

o]

base (notes and coins plus till woney plus baaokers' dalunces,.

We have some informutlion about the demand lor uoles Quidl, ok
and there is no particular reason to expsect a large snily

this demand iu response to a move o HMBC (though this cancy
ruled out). But chenges in the Bank's

operations could proauce

a sizeable shift in bankers' balances. Blace these balanccs aue
about a third of total banks cash reserves, but ouly 5k of Lol
lo very lorpge changes in bankers' balances would huve

vl

relatively minor effect on the wider weasure (eg. a doublii.yg

b e 1

bankers' balances would add ounly 5% to total Mo, bul iucrezsc

panks total cash holdings by more than a third

255



6. The Baunl would however Picd it easier to coubrol ti:
cash holdings of the banks alone. This is the maguituce
that they would be operating ou in their day to duy
transactions with the bauking system. A wlac Mo tacpoel
would require the Bank to achieve a path for banks ca
which would offset movements in the non-bank private sccuos':
demand for cash (over some suiteble period)}. One diificulby
is the enormous disparity betwee:n the banks holdings of cuoh
and the public's which could walke & simple policy ol ol iset i
movements iin one against the other impractical on occcasio:.
may also be unnecessary, if coatrol is nol sought in the very
short term. What the Bank needs to do L5, for exauple. there
surge in the public's cash demand. is to squeeze the supply «
cash to the banks until they in turn bid votes wuwd coing waw
from the non-banks to the extent needed to bring Mo back on
track within (say) several months. Control of wide Fo would
thus be based on judgenments sbout the behaviour of the privaie
ector (much as control of M1 or £M4) and would thereforc -

imevitably - be fallible.

P On (b). our prelimiuvary view is that control over iei:
than six months is not economically uwecessary, awl should uol
therefore be attempted. On (c).a reasounably loug time horizol
for meeting the target, coupled with the possibility that Liw
banks own demand for cash would prove fairly flexible. should
reduce the need for safety valves. But there is aiwavs o
chance that the system as a whole will fiad itself shorl of

cash, for example when the demand for base is runniuae wel!

o~ T

above Target. A totally unaccommodating official rosnonce

implies an ultimete willingness to allow iadividual

institutions to go bankrupt. It is difficult to see Low

supervisors could frame prudential rules which would digciiri
their statutory obligations in this world. 4 less drasbtic
alternative would be for the authorities to provide caasin, bu

at a price (eg. at a rate which was pesal in relation Lo

previous market rates). Note that the rate at which cash v

freely supplied would effectively set a ceiling on market

i..n_..(‘_}

interest rates - though it would oaly become operative

was a system wide cash shortage.



&. Should there be a published target from the outsect

(eg. the next Budget) or wonld it be better to allow Lor o pericd
of more or less private experiment before wnaouncing preciue
figures (say in the autumn)? Clearly it is difficwlt to choonc
a target range in ignorance of how the banks are likely to
react,and before there is practical experience of the probicus
involved in controlliag the basc. “That argues for delay. Ou
the other haund, published target: ould make a general
announcement about MBC more credible (guite important i:n vicw
of past hesitations) and could contain useful inforuation about
how the authorities were likely to behave. The baiiing systel,
with more to go on. might adjust more promptly aund efficieuntiy.

i

Institutional Changes

9. Compared with present

o
!
H

al.

|_
'T._‘

ements, & move to non-nandatory
MBC requires:

(a) abolition of the reserve assets ratio (RAIR) ; g/

(b) abolition of the cash ratio (in which case the

(]

Bank needs a new source of income) or (as a second
best) changes to the existing ratio to make it a
ninimunm (rather than an average) requirement, and to
extend it to the whole banking system (so the ratio
could be lower than 13% thereby minimising the «/

1

Lo disintermediation);

(c) agreement on new prudential arrangements (vinlch ////
do not involve acrosgs the board primary liguidity

requirements).

Lncenltive

(d) abolition of MLR, and its replacement by an
unannounced (and more penal) rate for laslt resord

w.  (Fa re] {muﬁwof,u 1t ey be necgssalry
for the Bank © pub;&fﬁ an ;ﬁa ex o;,ﬁréﬁresequu¢v3”

L




Fo Gone dige,
10. All these chauges are due to ve implewented, in Lhe
aftermath tTo the November Statement. It should be possiblic to
anuounce abolition of the RAR ia Budget speech. ‘'he cadiug ol
ILR as a posted rate only awaits confirmatiou that a
representative index will suffice for legal purposes. ''he
cash ratio has to be discussed with the banks iu the nexl
couple of months, together with other changes needed to
facilitate the Bank's dealinps in the bill market. Discunsion
of the detailed implementation of unew prudential srrangements
is planned to take place between the Bank supervisors and the
commercial banks over the uext six months or so. 1In the
meantime the supervisors are askins the bark not to meke major
changes to the structure of their balance sheets without
consulation (which is tantamount to turning the RAR from a
reguirement into a2 norm). (éi;

. Abolishing the cash ratio would be desirable. bul rot
absolutely essential. The problem with the present ratio is

its flexibility. This would enable banks to obtain base. atb

—

10 extra cost, by temporerily reducing their holdings 1

""

be Loy
14% of elipible liabilities. The solution is to make the
ratio a minlmun rather than an average requirement. ‘Phis would

not be ldeal. A mandatory requirement to hold reservesia non-

interest bearing form is always an incentive to disiatermediatio::

aud the authorities always have o stand ready to supply the

ek g bl

cash to validate the ratio. However the lower the ratic. the
severe these problems are likely to be in practice.

|5

2. 4 repid wmove to IMBC should be fully cousistent witn

 main framework of the proposed new prudenti=l arrangencnis
£ {657

now eavisaged. These centre on a rather coumplex assesgsencut o
the total liquility needs of different iastitutious, “u~;;g
account of maturity mismatch, foreign currency exposure etc.

LThe way the Dauk operates in the soney m
paper 1t dezls in. aund on what terms-is relevant to & Judgpeient
about the appropriate quality of liquidity held by diifere::



of banks - »articularly thnose at the centre ol the bawkity: iviigii.
Without goiag back to first principles, the supervisors would
want to rethink their ideas about the definition of adequote
liquidity for different classes of institutions. A firnm
decision ou MBC by the Budget should not siguificantly setb

baclk their detailed consultations with individual banke
since they have not yeu resumed. LA later decisiorn would Lo

more troublesome from their poiant of view.

5. The way iu which the Bank organises its interventions
the money markets poses more difficult isoues. The Yanle hove
a strong vreference for operating through the bili warkel:
relying on the discount houses 1o act asz warket makers. “They
would want to continue to do so for as long as possible. There
is little doubt that a system in which cash was supplied at .
unpredictable end often penal rate would create difficulties
for the discount houses. MNinety perceut ol their borrowed
funds are placed at call. lMonetary base coutrol would not be
puaraniteed to make ~all money unprofitable; but the risk of
serious losses would be much increassed. It is aot a lorepgouc

conclusion thot the discount houses would disappear - the hounes
might chauge their role, or survive by attructiupg louger Leiuw
furids. The most likely outcome, however, is that the discount

market would contract sharply, and probably disappear.

1, Thne Bank's money market operations would then have to

centre on the interbank market. Since this is dominated

SR
!_,u_ (¥ 54

‘our Cclearer

L..l)

who act as leunder of last rescrt to the rest ol

3
tl the Bank

ne systen

H;

tpat interest rate determination
.t I IL'. 3 G | i.iu'__: -

would chiefly reflect CVF\ui ~to—cyeball hapgples
selves and the cleurers. There is soume scope for amus-—icaghy
dealings, provided the Bank caa be largely iundifferent Lo i

rates that emerge at the end of the day. But siace inform:

on quantities is poor during the course of a day, there ig a

YT R Fugn st 2 e L Y i i o :
finite risk MELLoudl S3P0Ps Wil 188l 9 Lo
gyrations 1in short term interest rates. It might well be

recessary to make more frequeat use of lasl resort facilities
n this situation.

Y



15. 1f there is a move to MBC thesc problems will nave Lo be
coufronted sooner or later. The DBank prefer it to be latcr,

and would almost cewtainly press [for the major banks Lo
observe a call money ratic. of the sort they have already
proposed. The argument for such a ratio is that it might give
the discount houses time to adjust their books. Tu the other
hand, it would look odd(to say the least Jto take steps to
prolong call mouney, while announcing a geaeral intention Lowards
the supply of cash which would effectively undermine the discou.i
houses ability to accept money a2t call.

Cperationsl Implications

e Once the ingtitutional arrangements discussed shove wore i

place, further changes would depeud on how muech flexibility i

e A2

LT

interest rates the authorities allowed in practice. and on hiow
the private sector reacted to lucreased interest rate volabtiiiig
Current proposals Lo allow rates {o [luchbuate within o narrou
bangd, (+ 1%) would be one starbing poiub. Rolhier thao adopli o
totally accommodating policy towards supplying cash (as now
proposed) the Bank could run its operations so that iaterest
rates rose, when the base was ruanniug above target. and vice
versa. lInterest rate movements within the band would theo
reflect the Baunk's attempt to meet the target for the base. ol
on a day-to-day or even week-to-week basis. but over aboul giix
months or so. If rates got "stuc<’ at oue end of the band
there would be a presumption that the band ought to be moved.
In this sease the position of the baad would be the outcome of

sttempts to target the bvase.

'17. At some stbage, the Bank mighi ceasc to consullt the reonou

wakdal b sl

about interest rat altcgether. Discussions at the mo:ntnly

£s
neetings would centre of how rapidly it was desirablie to

eliminate any divergence fron the tarmet path for the base.

i

i ST H : 2 1,3
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discretion. Whether the Bauk operators themselves thousit
T

principally ia te 1T

s of quautities or prices for tiaelr owa



operational purposes would be eutirely for

| el o SR
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point is that their monthly and six moathly instruciions
be framed in quacntitative terms. ¢ would not be renlistic

expect them to discharge these instructions as precisely s

(IR
Lk AR

'

they currently achieve objectives f{or interesl rates

basic quantitetive information (eg. about the CGBR) or

they have to base their operations is too unreliabl
any one month they might be expected to correct son
of the past error., and offset estimated Lxchequer

extent required to meel the Lurpel Lor Lhe bose.

18.  The main practical issue for the aubhorities i

to widen tone band. As Professor HMeltzer argued at last aubuud’s

seminay, there is a good case at least for starting

sort of band. Interest rates could provide useful

in the early days. Initially, the authorities will inevitably be

uncertain about how to interpret changes in the den
3
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and there is a real chance that there will be shifts in ©h
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1

demnand for base assets relative to nominal income. Therc
also wajor uncerbainty about the tiline’ period over which it
realistic to attempt to meet targets for the base. I the

for base is as interest inelastic in the short run

n . i . e .
thinle, there may be a choice between allowing very

o
cla

we n

wide
fluctuations in interest rates. with possible risk of

instrument instability, or only seeking to meet the

a fairly loung time period.

hand
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19. On the other/ more volatile short term interest rates

SRV bl

eventually reguire important adjustments from the private
= o a3

sector. There will need to be changes in the terms

Gil

banks and other financial institutions (including building
'

societies) leuwd eg. to the overdralt system. acd the o

3
O
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WA &
mortgages. The lmplications for @he discount market have alresdy
been noted. The finaucisgl system is likely to adapt rapidliy,
ounce 1t recognises and accepts the ..eed for Chang Hat
Lustitutions will not make costly sad disrp Lp"ive chauges to thel
operations unless they are convinced they are necegsery. 1 no

“See Annex A to our recent paper on The Choice of Target
Agpregate



evolutionary approacn to MBC Looked tautative os wel. . uthe
private sector might delay making changes. This wouvld carny
a serious risk of distorting wne wider wocactary agpreratoes
(Uirough round tripping); and, without changes in the terng
on which most mortgages are granted,* more volatile short
term rates would either create serious problems for the

'building societies (with possible implications Tor the housiug:

larket) and/or be a source of considerable political difficulty.

20. Interest rate bands aside. the other important issue for
the authorities is funding policy. The base can. of course.
controlled by sales of any kiud of debt (Lucludiag Treasunry
bills) to banks or non-banks. The importance attached to
selling long term debt to the non-banks would depend on

whether there was also a target for £M% or some olher broud

PRI ORILOR
aggregate, and 1if so, how short term it was. Under HMBE-. %ac
Iuke of Yerk would no loager be possible, though whether Lhls

would lesve a serious gap in the Bank's armoury of fundigc

bechalqgues Lo open Lo debate.

Conclusions

21. This note is only a pl"elj_mj_;;;_kry survey ol the issucs bLhod

Ldliin
would need to be resolved. lMuch more work would be needed o
the preclse specification of a new system were one o be
introduced at all rapidly. At this stage. it is difficul® o
Judge whether there is a real prospect of an improvemeit i..

that vouid
LA WwWOou Lo

monevary control that would be worth the disruption
undoubtedly be caused (or even how seriously disruptive o rapid

move to MBC would be). Some geaeral considerations mTeleviant
€

a move to an Mo target were set ent in the paner ot bthe chwol o
ol apgregate and ia Aunex A on the wonctary bose.  Huprlic
work will need to bring this evideuce, scant ag it is. wore

explicitly into the picture.

about a qguarter of all UK households have ful ly variable
q

LﬂOrtFaEP”‘ in the US moﬂbgdgef Wwerc bludlLAuuulif Tixed »oi
though this has veen changing.
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