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40 Flows of Funds

Finally, this chapter would not be complete without mention of yet
another change. As already stressed, markets and the financial system
arc constantly evolving. In the 1980s the Bank of England became the
residual source of funds to the banks, not merely in the short run but
also in the longer term. One of the dominant features of the early part
of that decade was the authoritics selling more gilt-edged stock to the
non-bank private sector than was needed to finance the public-sector
borrowing requircment (that is, they were ‘over-funding’ to control
M3). Selling more debt than was necded drained funds out of the
banking system. To offset the squeeze the Bank of England bought
huge quantities of commercial bills from the banks (it acquired the ‘bill
mountain’). Such purchases of bills became the residual source of
finance for banks,'? which removed the need for them to borrow from

abroad.

CONCLUSION

This chapter has demonstrated how, in a very complicated world, non-
investment matters can be an important determinant of security
transactions by financial institutions and how these can have a
substantial impact on a market.

APPENDIX 3.1: BANKS’ BALANCE SHEET

The banking sector’s balance sheet is made up as follows:

Liabilities

Sterling deposits of UK residents
Sterling deposits of non-residents
Forcign-currency deposits
Non-deposit liabilities

Assels
Sterling lending to public sector:
(a) marketable debt
(b) non-marketable debt
Sterling lending to UK residents:
(a) marketable debt
(b) non-marketable debt
Sterling lending to non-residents
Foreign-currency lending

Institutional Flow of Funds 41

Regrouping and simplifying, the following accounting identities are
obtained:

Sterling deposits of UK residents

less

Sterling lending to UK residents
eqdals

Banks’ domestic financial position
equals

Holdings of public-sector debt
plus

Net borrowing from overseas:
(a) sterling borrowing from non-residents
(b) foreign currency borrowing

less

Non-deposit liabilities

In terms of the accounting identity it will be seen that banks’ domestic
financing requirement is matched by changes in (i) their holdings of
public-sector debt, plus (ii) net borrowing from overseas, less (iii) non-
deposit liabilities. The banking sector as a whole can only finance a
domestic deficit from these three sources.

APPENDIX 3.2: STATISTICAL INVESTIGATION
Terence C. Mills

In this appendix formal economic models of the relationships discussed
in Chapter 3 arc presented.

Charts 3.1 and 3.2 considered the relationships between the annual
percentage change in real bank deposits and lending, denoted D and L
respectively, and unfilled job vacancies, U, a proxy measure for the
business cycle. The following pair of models relating U to the banking
variables were obtained:

i
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Foreword

The control of the money supply is a critical element in the
management of the economy. In this Research Monograph
Professor Gordon Pepper sets out the primary objective of monet-
ary policy in unequivocal terms-—to control inflation. As the British
economy enters a new decade it has become apparent that even a
government committed to sound money and monetary restraint has
failed to curb inflation. This is a dismal conclusion given the
significant changes which have taken place in the UK economy over
the last decade. Despite the shock to the economy due to the
devaluation of sterling following the abolition of exchange controls
in 1979, and the rising unemployment, low inflation appears to
have been a temporary respite, an elusive prize.

A number of explanations have been offered for the bout of
inflation and the credit boom of the late 1980s. These include the
Chancellor of the Exchequer’'s over-reaction to the Stock Market
Crash of October 1987, his decision to shadow the deutschemark,
and the tax cuts of the 1988 Budget which, many claimed, fuelled
the consumer boom. The then Chancellor of the Exchequer, Nigel
Lawson, responded to the critics by arguing that his policies were
on course, and that he would re-double the fight against inflation in
the face of what was no more and no less than a temporary
‘blip’—the last word has now entered the business world’s lexicon
as a metaphor for any sustained adverse trend.

Professor Gordon Pepper's diagnosis of Britain's present
economic difficulties does not turn on personalities or politics. He
explains what went wrong in terms of an inherent weakness in the
way the Bank of England seeks to control the money supply. Under
the present system UK monetary authorities influence the money
supply indirectly through demand-side intervention. The Bank of
England uses interest-rate adjustments to choke off or increase the
demand for money. However, if the Bank gets wrong the estimate
of the interest rate necessary to reduce the demand for money then,
as lender-of-last-resort, it must and does stand ready to supply the
financial system with all the hquidity it demands. There 1s no
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atternpt to restrain the banks' liquidity and therefore no effective
means of controlling the supply of money.

Professor Pepper sees this as the basic weakness of the present
systern of intervention. He proposes that financial discipline should
operate directly on the supply of money; that the Bank of England
should limit the growth of its own balance sheet. In this way the
Bank’s ability to supply virtually unlimited liquidity to the financial
systern would be capped.

Professor Gordon Pepper is a recognised and respected expert
on monetary and financial policy. His analysis and observations of
the course of UK monetary policy are timely, and his proposals for
reform provide yet another option requiring serious debate. He has,
like several ather IEA authors before, pointed to the flaws in current
thinking and the institutions underpinning the British monetary
systern. Some |IEA authors, such as Kevin Dowd in Private Money,
propose radical reforms which would privatise the money supply.
Others see the key to effective monetary policy in an independent
Bank of England. These ‘privatisation solutions’ have found increas-
ing support even within official circles. Still others see the practical
solution in Europe, with early membership of the European
Monetary System, and more ambitious schemes such as a
European central bank and cornmon currency. Professor Pepper
offers a more modest administrative solution based on a detailed
understanding of the operations of the Bank of England. But all
these authors share the conviction that the institutional arrange-
ments of the British monetary system are in need of an overhaul
and are responsible for the monetary incontinence which permits
inflationary pressures to erupt sporadically.

The IEA is an educational charity which does not express a
corporate view nor endorse those of its authors. Its publications are
dedicated to expanding knowledge about the nature of the
economic system, and the ways in which markets and pricing
mechanisms can be used to promote the welfare of consumers.
Professor Pepper’s factual analysis and proposals for reform will
give policy-maker, politician and economics commentator alike
cause to reflect on whether the present structure of UK monetary
policy can be reformed to ensure that inflation is kept down and
interest rates are allowed to reflect the real cost of capital.

April 1990 CENTO VELJANOVSKI

TR

Preface

When the Conservative administration took office in 1979, one of
its principal objectives was the reduction of inflation. In that it has
succeeded. The underlying rate of inflation has been brought down
from a peak of over 20 per cent in 1980 to a little over 6 per cent at
the beginning of 1990. But simple comparison of these two figures
conceals the limited extent of the Government’s success.

First, its often-repeated objective is stable prices. Second, and of
more immediate concern, the current rate of inflation is the result of
an acceleration of inflation which has been going on since the
beginning of 1988. Furthermore, the inflation figure understates the
excess demand in the UK economy—-for some of that excess has
been satisfied from abroad. (There can be no doubt that a part of
the trade deficit is highly desirable, resuiting from the improved rate
of return on capital in the UK making investment here more
attractive. But not all the deficit can be thus accounted for; some
portion is the result of excess demand.)

What has gone wrong? In his paper, Gordon Pepper starts from
the premise that the problem was excessive money growth. Not
everyone would accept this explanation. Some would maintain
money is totally irrelevant to the inflationary process-—this view
was expressed most notably in the Radcliffe Report.! Others argue
that inflation is largely a cost-push phenomenon, and that if
monetary expansion did not accommodate these pressures the
resulting squeeze would be felt primarily by real output. Monetary
restraint would not restrain prices.

It is my opinion that the balance of evidence is clearly against
these latter two views. Prolonged periods of slowly rising prices—-
such as Britain experienced from 1896 to 1913—are always
accompanied by money growth slightly faster than income growth.
Bouts of hyperinflation, such as China had from 1945 to 1949, are
always associated with extraordinary surges in the rate of growth of
money. This of course shows only association, not causation: it

' The Working of the Monetary and Credit Systemn (Radchtfe Report), Cmnd. 827,
London: HMS0, 1959




could be consistent with the claim that prices were determined by
non-monetary forces, and that had money risen more slowly only
output would have been squeezed. But that is not the end of the
evidence. If it is correct that slow money growth squeezes output,
not prices, over a long period, then prolonged periods of slow
money growth should be periods of sluggish performance in real
terms. This is not the case. In Britain from 1873 to 1896 money
grew rnore slowly than output. Yet real output growth then
averaged no less than in the subsequent quarter-century, and
prices fell. Similar facts can be set out for the United States,
another country for which extensive historical data are available.

But even for thase who reject such evidence, Gordon Pepper’s
paper is important. For the Government which took office in 1979
agreed that monetary control was necessary to control inflation.
Nevertheless it failed to control money. Why? Was there a lack of
will, or were the instruments of policy inadequate for the task?
What produced the gap between intentions and achievement?

The last question is important for all concerned with economic
policy, regardless of their views on the role of money in inflation.

Gordon Pepper's answer is that the tools were—and are—
inadequate. The monetary base, MO, is a good indicator of
inflationary pressure, but the present control procedure can correct
only minor deviations from MQ's desired path. In addition, the
control of bank lending—also important for inflation, both directly
through its influence on demand and indirectly through the effect of
credit growth on the velocity and growth of MO-——is, he
argues, very weak.

The author's conclusion is that monetary control techniques
must be reformed. He does in this paper make suggestions for that
reform, but these are not his main theme. Nor does he examine why
we have defective rmonetary control techniques after a decade of a
government which thought monetary control important. What he
has done in this fascinating Research Monograph, which is at once
bath vigorous and scholariy, is to re-open at the beginning of the
1990s the debate over monetary control that took place—
ultimately to little effect—at the beginning of the 1980s.

It is time to consider how money can be controlled; for the
control of money matters, and we are not doing it well enough.

GEOFFREY WOOD
Professor of Economics,
City University Business School

February 1990
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ONE

Introduction

The underlying rate of inflation—that is, excluding changes in
mortgage interest rates—has risen from 3-5 per cent in the year to
February 1988 to 6:1 per cent in the year to January 1990. There
has also been a huge deterioration in the current account of the
balance of payments, some of which represents inflation in the
pipeline that has yet to come out into the open.

The primary role of monetary policy is to control inflation. The fact
is that UK monetary policy has clearly failed in its primary purpose.

Furthermore, the failure was glaring as the most important

reason for the excessive monetary growth which the authorities

allowed to occur was buoyancy of credit. If the reason had been a
huge budget deficit, it could have been argued that fiscal policy was
partly to blame. But, since the cause was borrowing by the private
sector, the fault lies wholly with monetary policy.

The failure to stop inflation from rising was particularly disap-
pointing given the Prime Minister's determination to prevent it. The
failure was not one of political resolve but of technique of monetary
control.

Remedial Action

Remedial action can be of two kinds. The first would be to change
the domestic technique of monetary control to one which would be
robust and reliable. The second would be to hand over
responsibility for monetary policy to an external body that would be
capable, i.e. to the Bundesbank.

The second option would mean the UK joining the Exchange
Rate Mechanism (ERM) of the European Monetary Systermn (EMS)
and, further, following a policy ot not ‘sterilising’ any foreign
exchange outflow or inflow. Intervention in the foreign exchange
market is said to be sterilised if its impact on the money supply is
offset by official operations in the gilt-edged market. A policy of
refraining trom sterilisation would mean that intervention in the
toreign exchange market to stop sterling frorn talling below its band
would reduce the money supply—that is, monetary policy would
automatically be tightened. The discipline would be similar to that
of the pre-1914 Gold Standard.

13
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Continuing with the European theme, competition between
currencies has been put forward as an altarnative to an early move
to a common currency as proposed by the Delors Report. Sterling
would have no chance of competing successfully against the
deutschemark—the Bank of England would not have any hope in a
contest with the Bundesbank—if the present systern of monetary
control remains. The Bank’s only chance would be to go one better
than the Bundesbank and adopt the control mechanism of the
Swiss National Bank. 3

The conclusion is that even under competing currencies there is
a need to change the domestic mechanism of monetary control to
one which would be both robust and reliable: that is what this
Raesearch Monograph is about.

The Contents
Section 2 sets the background with a description of the inflationary
pressures at the start of 1990.

Sections 3 to 8 describe the history of monetary policy in the
1980s. The objective of these sections is to clarify the record. What
precisely were the signals coming from MO, the exchange rate and
M4? What were the underlying causes of excessive monetary
growth?

Sections 9 and 10 describe the present system of control, warts
and all. Section 11 contains the details of the proposal to copy the
Swiss National Bank—that is, that the Bank of England should
control the growth of its own balance sheet. Section 12 starts with
a brief history of the debate about the control mechanism in the UK
before making some observations about a crucial issue. Section 13
makes some comments about the Exchange Rate Mechanism of
the European Monetary System, i.e. about the alternative to a
robust systern of domestic control.

Section 14 contains the summary, followed by the policy
conclusion in Section 15.

The best way to read the Monograph is probably to study first the
list of the contents on pages 3-6, and then to turn straight to the
sumimary ol the main points, which starts on page 73. Some
readers may have difficulty with the summary before they have read
the relevant sections but a glance at it will give an idea of how the
analysis proceeds. Sore readers may wish to omit the discussion
of Divisia Money and P-star Money in Section 6, as they are more
technical than the rest of the paper. The same applies to the detail
of money market operations in Section 11.

14
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The Rise in Inflation

Chart | illustrates what has been happening to the UK's underlying
rate of inflation. More precisely, the graph shows the annual rate of
change of the Retail Price Index excluding the effect of changes in
mortgage interest rates. The fall in inflation from over 20 per cent in
1980 to under 5 per cent in 1983 is clearly illustrated. The ‘blip’
from just over 4 per cent to over 5 per cent early in 1985
can also be seen. The current rise, which is giving such cause for
concern, is from 3-5 per cent in February 1988 to 6-1 per cent in
January 1990.

Chart Il illustrates the dramatic deterioration in the current
account of the UK's balance of payments, from rough balance in
1986 to a published deficit of over £20 billion in the year to
September 1989. This chart has been included both as a measure
of inflationary pressure not reflected in the published dornestic rate
of inflation and as an indication of inflation still in the pipeline.

The inclusion of Chart Il is controversial. Firstly, it is_highly likely
that the published data for the balance of payments grossly
exaggerate the size of the present current account deficit. The
qualty of the data is appalling; the balancing item in the balance of
payments in the year to June 1989 was estimated in October 1989
to be £15 billion.

Secondly, capital can now flow freely across exchanges and is
bound to flow from countries with lower than average rates of
return on industrial investment to those with higher than average
rates. It will, for example, flow from countries with persistent
surplus domestic savings, perhaps because of demographic
factors, to those with a chronic shortage. Such flows will affect
exchange rates, which will then affect the current accounts of the
balance of payments. Deficits on current account may, therefore, be
part of a healthy pracess of economic adjustment and are not
necessarily a cause for concern.

‘An Unsustainable Consumer Boom'

The above two factors do not, however, account for the whole of
the UK's current account deficit. A third factor is that the UK has

15




The final factor is more worrying. Chancellor Lawson used very

Chart I:
; | Undarlying rate of inflation: UK, annual, 1979-89 high short-term interest rates to combat inflationary pressure. This
i % % encouraged an inflow of short-term capital, leading to an exchange
I 5 o rate higher than would otherwise have been the case. As the
,);_ domestic inflationary pressure subsides, short-term interest rates
J;! will revert to a more normal level. Such a fall in interest rates is likely
b to lead to a decline in sterling, thereby raising external inflationary
{ 15 - ) H15 pressure. Domestic prices will, as a result, rise by more than would
' : otherwise be the case. This is the inflation in the pipeline which has
i yet to pour out into the open.
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lhad an unsustainable consumer boom. This has sucked in imports
and diverted exports to the home market. This part of the current
account deficit 1s a symptom of inflationary pressure. As consumer
expenditure reverts to a sustainable proportion of GDP, this part of

the deticit will disappear.
Chart Ii:

Balance of payments, current account:
UK, monthly, 1979-89
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THREE

The Story According to MO

For background perspective, Chart Ill shows the behaviour of MO
during the last decade. The solid line shows the rate of growth of
MO during 12-rmonth periods and the dashed line shows the
growth during six-month periods (annualised and seasonally
adjusted). Points on the graphs are plotted at the end of the period
to which they relate.

The Government started to target MO in April 1984. Chart IV
shows its behaviour since the beginning of that calendar year,
together with the target ranges. The behaviour of base rates is also
shown. This chart is designed to illustrate what was happening to
interest rates when growth of MO first became excessive. Six-
month and three-ronth rates of growth (again annualised and
seasonally adjusted) are shown because they are much more
sensitive to a change in the trend of the series than are 12-month
rates.

it will be seen that the three-month growth rates rose through
the top of the target range for MO on the following occasions:

July 1984 September 1986
November 1984 July 1987
December 1985 April 1988

On all of these occasions base rates rose, but not necessarily in the
precise month. The reason why they did so may, or may not, be
connecled with the behaviour of MO (see Section 4). The relevant
point for the purpose of this Section is that they were rafsed, and
the impact of this on MO can be observed. The Appendix to this
Section yives the precise data tor MO and the dates when base
rates were raised on each occasion.

A. July 1984

The first incident was in July 1984. Base rates were raised from
9.25 per cent on 9 July to 12 per cent on 11 July. When this action
was taken it was known that there had been a large (£109 million)
rise in MO in June but it was a month before publication of the rise
in the three-month rate of growth above the top of the target range.
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Chart Ill:
Growth rates of nominal MO: UK, 1979-89
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The combination of early action and the 2-75 per cent rise in base
rates was sufficient to curtail the excessive monetary growth.

B. November 1984

Base rates were raised from 9-75 per cent on 11 January to 14 per
cent on 28 January 1985. This action was taken one month after it
was known that MO’s three-month rate of growth to November had
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exceeded the top of the target range. The excess monetary growth
was larger than in July; the six-rnonth rate of growth also exceeded
the top of the target range. In spite of both tne larger excess and the
delayed action, the 4-25 per cent rise in base rates was rnore than
enough 1o reduce the growth of MO. It was a clear case of overkill.
By the autumn of 1985, MO's six-month rate of growth had
dropped below the bottom of the target range, indicating that
monetary policy would have been in danger of becoming too tight if
base rates had not been lowered earlier in the year.

C. December 1985

Base rates were raised from 11-5 per cent to 12-5 per cent on 9
January 1986 in the month it became known that the three-month
rate of growth of MO had exceeded the top of the target range. The
amount of excessive monetary growth was very small; the six-
month rate of growth remained in the lower half of the target range.
The prompt rise in base rates was sufficient corrective action; it
might even have been unnecessary.

D. September 1986

Base rates were raised from 10 to 11 per cent on 14 October 1986
in the month it becarne known that MO’s three-month rate of
growth had started to exceed the top of the target range. MO's six-
month rate of growth had also risen close to the top of the range
and exceeded it the following month. In spite of the quite
considerable excessive monetary growth and only a 1 per centrise in
base rates, this prompt action proved sufficient.

E. July 1987

Base rates rose from 9 to 10 per cent on 7 August 1987 in the
month it became known that MO’s three-month rate of growth had
started to exceed the top of the target range. By early October the
position looked similar to that at the end of 1986-—considerable
excess growth, only a 1 per cent rise in base rates but prompt early
action. A major diversion then occurred.

First Major Diversion

On 19 October 1987 the stock markel crashed worldwide. Base
rates in the UK were reduced from 10 to 85 per cent by 4
December, at a time when the behaviour of MO was indicating that
the rise in rates in August had been insufficient. For control of MO
this was a major policy error. But, given the forecast deflationary
impact of the stock-market crash, it was very understandable.
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As a general rule, a central bank should give priority to lender-of-
Iagt'-re.sort operations when a financial crisis occurs. When the
crisis is over, the central bank should mop up the excess money
injected into the banking system during the crisis. An interesting
feature of the 1987 episode is the way in which the US Federal
Reserve managed to revert to its earlier monetary policy and mop up
the excess money but the UK authorities did not.

The relative success of the Federal Reserve is striking because
the deflationary dangers were much greater in the USA than in the
UK. First, the potential ‘loss-of-wealth effect’ was considerably
larger because direct holding of shares by private individuals is
much more important in the USA than in the UK. Second, US
corporations’ balance sheets were much weaker than those of UK
corporations (suggesting that a recession might lead to financial
difficulties which would then deepen the recession). Third, the
crash in the world’s stock markets originated in the USA.

It is interesting to note that by the middle of December 1987,
prime rates in the US had fallen by only 0-5 per cent whereas UK
base rates had been reduced by 1-5 per cent. (US prime rates did,
however, fall by another 0-25 per cent early in February 1988,
whereas UK base rates were raised by 0-5 per cent (on 2 February);
US prime rates did not, in fact, start to rise until the second week of
May 1988.)

Second Major Diversion

Base rates in the UK were reduced from 9 to 8:5 per cent on 17
March and to 8 per cent on 11 April, before falling to 7-5 per cent
on 18 May 1988.

The monetary background was that MO's six-month rate of
growth had been above the top of the target range for no less than
the five months between the end of July and the end of December
1987. MO’s growth then collapsed; 1t actually declined in both
January and February 1988. This lowered the three-month rate of
growth to 2-:0 per cent by the end of Maich.

There 1s a strong argument that the authorities should not react
quickly to a fall in monetary growth when it has been preceded by a
period of considerable excess This is because a period of sluggish
growth is required to mop up the excess. If there has been no
previous excess it may he appropriate to react to a downturn
quickly but, if there has been, it is usually most unwise ta do so

The unfortunate feature of the first few months of 1988 was that
MO’s downturn was consistent with the forecasts of recession
following the stock-market crash. These forecasts suggested that
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Table 1:
Change in MO: December 1987 to May 1988
1-month 3-month 6-month 12-month

£m. % p.a. % p.a. %
Decermber 1987 136 7-4 84 4.3
January 1988 -42 34 5.2 4-6
February 1988 -13 2:0 4.4 53
March 1’988 135 2:0 4.7 5-8
April 1988 112 6-1 4-7 6-1
May 1988 116 95 5.7 64

MO's deceleration would continue. This was a trap. In the event, MO
rebounded. MQ’s exact behaviour is shown in Table 1.

The first indication of a rebound came with a £135 million rise in
March 1988. The rebound then continued during the next two
months. In the circumstances, the reductions in base rates from 8-5
to 8 per cent on 11 April and from 8 to 7-6 per cent on 18 May were
completely inappropriate. The Chancellor had allowed himself to be
diverted by his attempt to shadow the deutschemark.

F. April 1988

In spite of MO’s three-month rate of growth once again exceeding
the target range by April, base rates did not start to rise until 3 June
1988. By then, MO’s 12-month rate of growth had exceeded the
top of the target range by more than 1 per cent for two months. The
initial decision to alter base rates in the wrong direction and the
subsequent delay in taking corrective action allowed excessive
yrowth of MO to gather momentum. The consequences for inflation

WETe SErous.

Assegsiment
Chancellor Lawson’s first mistake was to think that MO was a
leading rather than a nearly coincidental indicator of money GDP.
With a leading indicator, the authorities have time to take corrective
action but, if the indicator is merely coincidental, there is a danger
that undesirable momenturn will build up. His second mistake was
to assume that he had an eftective mechanism of control over MO.
His speech to the Lombard Association in April 1986 provides a
clear description of his thoughts at the time:

“The rnain point about this relationship between MO and money GDP is
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that MO is a useful advance indicator: it is influenced by many of the
factors that influence money GDP, especially changes in interest rates
and disposable incomes, but these influences show up in MO more
immediately than they do in money GDP.

‘And, in contrast to £M3, the growth of MO responds fairly rapidly and
predictably to changes in short-term interest rates. So a rise in interest
rates can be gxpected to bring MO growth back within its target range
within a relatively short span of time.'

By the time of his October 1989 Mansion House speech, Mr
Lawson had learnt differently, as shown by the following extract:

‘MO is for the most part a coincident indicator. This is very useful as it is

many months before a reasonably reliable estimate of money GDP is

available, but it does mean that MO gives little early warning of
inflationary pressures to come.’

If the Bank of England had been controlling the reserve base of
the UK’s banking system, the Chancellor would have been right to
think that MO was a leading indicator of money GDP. Causality
would then have run from the quantity of bank reserves to the
behaviour of money and credit and from there to money GDP. In
practice, the Bank makes no attempt to control the quantity of bank
reserves; it supplies whatever amount the banks want. With the
Bank operating in this way, MO very largely reflects the public's
demand for notes and coin, which depends almost wholly on the
level of retail sales. Under the current system, therefore, the data
for MO are best considered as a very up-to-date weekll;_)_roxy\se;r‘les
farretall sales (in value rather than volume terms). MO is a leading
ndicator of inflationary pressuge, rather than being merely a
coincidental indicator, only in the sense that unsustainable growth
of retail sales for longer than six months or so will lead in due
course to a balance-of-trade deficit, an overheated domestic
econoiny, or both.

The second mistake was the assumption that there was an
effective mechanism of control over MO. On the contrary, a rise in
mterest rates has very little direct impact on MO. The mechanism is
the indirect one of an increase in interest rates affecting the
economy in general and retail sales in particular. The slowdown in
retail sales 1s then reflected in the behaviour of MO. This process
can take some time to occur. Moreover, a rise in short-term interest
rates may not have a powerful effect on the economy unless it is
sufficiently large to constitute a definite shock.

Preliminary Conclusion
The conclusion at this stage is that, given the way in which the Bank
operates and the possibly weak impact of interest rates on the
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economy, the mechanism of control was adequate to correct only
minor departures of MO from its desired path. It was therefore
essential that corrective action be taken promptly. Even so, it was
most probably only a matter of time before a larger deviation
occurred, possibly because the authorities had earlier guessed the
wrong level of interest rates. When this happened, interest rates
would have had to be raised very aggressively.

Chancellor Lawson’s third mistake was that he allowed himself
10 be diverted by the October 1987 crash in the stock markets. He
was unlucky that retail sales, and hence MO, happened to fluctuate
downward in a way which was consistent with the forecasts of
recession at the time. His mistake of paying too much attention to
the stock-market crash is very easy to understand. But his
mechanism of control was not sufficiently robust to allow for
bad luck.

Mr Lawson’s fourth mistake came on top of the others. He
allowed himself to be diverted into attempting to shadow the
deutschemark in the Spring of 1988. This was the crucial error. The
cumulative effect of the four mistakes is the reason inflationary
pressure has become so serious. This is the conclusion of the story
from the point of view of MO.
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Appendix to Section Three

A. July 1984 (4-8 per cent target range)

Change in MO
1-month  3-months 6-months

£m. % p.a. % p.a.
May 86 50 4.4
June 109 6-4 5.6
July 80 8:6* 66

Change in Base Rates
9 July: from 9:25 to 10%
11 July: from 10 to 12%
Assessment: Base rates rose when the £109 million increase in

MO in June was known, but one month before it
was known that the three-month rate of growth
to July had exceeded the top of the target range.

Note: *signifies a rate of growth in excess of the target
range for the fiscal year as a whole.

8. November 1984 (4-8 per cent target range)
Change in MO
1-month  3-months  6-months

£m. % p.a. % p.a.
September 106 58 6-1
October 16 3-8 6.2
November 226 10-7° 8-3"
December -47 59 5.8

Change in Base Rates
11 January: tfrom 9:75 to 10-5%
14 January: from 10:5t0 12%
28 January: from 1210 14%
Assessrnent: Base rates rose one month after it was known that

the three-month rate of growth to November had
exceeded the top of the target range.
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C. Decembaer 1985 (3-7 per cent target range)
Change in MO
1-month  3-months 6-months

£m. % p.a. % p.a.
November 74 1-6 2-3
December 186 7-6* 39

Change in Base Rates
9 January: from 11-56t012:5%

Assessment: Base rates rose in the month that it was known
that the three-month rate of growth in MO had
exceeded the top of the target range.

D. September 1986 (2-6 per cent target range)

Change in MO
1-month  3-months 6-months

£m. % p.a. % p.a.
August 129 5.2 4.9
September 85 6-5" 52
October 9 6-3" 6.1
November 134 6-3" 5.7
December 215 10-0* 83"
January -90 7.2 6-7"

Change in Base Rates
14 October: from 10to 11%
Base rates rose in the month that it was known

that the three-month rate of growth in MO had
started to exceed the top of the target range.

Assessment:

E. July 1987 (2-6 per cent target range)
Change in MO
I-month  3-months  6-months

£m. % p.a. % p.a.
July 193 7.9° 41
August 42 71" 6-3°
September 114 9.5* 6-9*
October 106 7.0° 7-4°
November 39 6-9° 7:0°
December 135 74" 85"
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Assessment:

F. April 1988 (1-5 per cent target range)

Assessment:

Source:

Change in Base Rates
7 August: from 9 to 10%

Base rates rose in the month that it was known
that the three-month rate of growth in MO had
started to exceed the top of the target range.

Change in MO
T-month  3-months 6-months

£m. % p.a. % p.a.
March 135 2:0 4.7
April 112 6-1* 4.7
May 116 9.5* 57"
June 168 10-3* 61°
July 147 11-:2* 86*
August 157 12:2° 10.9°
Septembert 256 14.5° 12-4¢

*distorted upwards by a postal strike.

Change in Base Rates

3 June: from 7-5 to 8%

6 June: from 8 to 8-:5%
22 June: from 85 to 9%
29 June: from 9 to 9-5%

5 July: from 9:5 to 10%
19 July: from 10 to 10-5%
8 August: from 105 to 11%

25 August: from 11 10 12%
25 November: from 12 to 13%

Base rates did not start to rise until one month
after it was known that the three-month rate of
growth in MO had started to exceed the top of
its target range.

Long runs of monetary data (1963-88), Bank
of England, 1989; CSO, Financial Statistics,
October 1989.
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FOUR

The Story According to
the Exchange Rate

Charts V and VI show the sterling/deutschemark exchange rate
over the same periods as Charts Ill and IV. Chart VII shows the
monthly underlying change in the UK's foreign exchange reserves
during the period covered by Chart VI, i.e. during the more recent
period. The points A, B, C, D, E and F which have been
supenmposed on Charts VI and VIl correspond with those on Chart
IV. The Appendix to this Section gives the data for base rates,
exchange rates and foreign exchange reserves on each occasion.

Summer 1984

Point A (in Chart V1) in the Summer of 1984 illustrates a fairly typical
pattern. Sterling had been weak for some months. The exchange rate
had been falling despite deployment of the reserves. More precisely,
the rate had fallen from DM 3-97 on 27 January to DM 3-710n 9 July,
in spite of support for sterling of $188 million in March, $165m. in
April, $128m. in May and $135m. in June. The weakness then
escalated early in July. As the foreign exchange intervention was
not producing the desired result, the authorities brought the
interest-rate weapon into play. The escalation of the pressure early
in July can be seen from the fact that the reserves declined by £268
million although base rates rose fom 9-25 to 12 per cent half way
through the month.

Winter 1984-85

The story at Point B (in Chart VI) in the Winter of 1984-85 is also
one of escalation following persistent weakness. On this occasion
the decline in the exchange rate during the preliminary period was
more matked The reserves had not, however, fallen, indicating that
the authorities had not been intervening to support sterling.
Sterling's weakness then escalated. The rate declined quite sharply
in spite of substantial use of the reserves ($282 million during
January 1985) and the interest-rate weapon was again used.
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Chart V:
Sterling/Deutschemaric exchange rate: weekly, 1979-89
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Chart VI:
Sterling/Deutschemark exchange rate: daily, 1984-89

Winter 1985-86

During the run up to Point C in the Winter of 1985-86, the reserves
had been falling for some months and the exchange rate had been
declining quite sharply. The escalation of the pressure on sterling
hefore the rise in base rates can be seen from the sharp decline in
the exchange rate, shown in Chart VI, and from the $416 nuliion
loss of reserves in December 1985 (Chart VII).
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Chart Vil:
Undaerlying change in official reserves: monthly, 1984-89
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Autunan 1986

The description of Point D in the Autumn of 1986 is complicated by
falling oil prices. The price of oil fell from $30 a barrel in November
1985 10 $10 a barrel in July 1986. This was a ‘real’ factor, affecting
the UK's balance of trade on cil account, to which the economy
would have to adjust. Following the rise in base rates in January
1986, sterling had fallen to just below DM 3-40. Apart from one
bout of weakness the currency then became quite firm and the
authorities intervened until the end of June to stop the exchange
rate from rising. Early in July sterling weakened sharply. The rate
fell rapidly in spite of progressively greater use of the reserves ($4
million in July, $141 million in August and $372 million in
Septernber). The escalation of pressure is indicated by the $668
million loss of reserves in October. Base rates were raised by 1
per cent on 11 October.

Recapitulation

The story so far is basically the same on each occasion—persistent
weakness, followed by a sudden deterioration, of sterling. The
behaviour of sterling was the factor determining the timing of
increases in base rates. Importantly, however, on every occasion the
behaviour of MO was also giving cause for concern, as described in
Section 3. The two indicators of the stance of monetary policy gave
the same message on each occasion. Of the two, the exchange rate
was what broke the decision-taking inertia.
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The Louvre Accord and Pegging Sterling

The story starts to change with the Louvre Accord in February
1987, when the leading central bankers of the world agreed to
provide support for a weak dollar. The UK intervened massively in
the following three months. Our foreign exchange reserves rose by
the huge amounts of $1,785 million in March, $2,912 million in
April and $4,760 million in May 1987, as illustrated very clearly in
Chart VII.

The exchange-rate graph, Chart VI, adds very important detail.
Intervention under the Louvre Accord concealed a policy of pegging
sterling to the deutschemark. The size ot the intervention was
precisely the amount needed to peg sterling’s exchange rate
against the deutschemark to just below 3-0. A policy agreed for one
purpose was used for another. This was the background to the run
up to Point E in the Summer of 1987.

Summer 1987

The decision to raise base rates by 1 per cent was taken on 7 August
1987. It was not prompted by a decline in the exchange rate but by
the amount of intervention required to maintain sterling at its
pegged rate. Following the huge $4,760 million increase in May,
the reserves had fallen by $230 million in June and had then risen
by $499 million in July. The fall of $457 million in August, which
occurred in spite of the rise in base rates towards the beginning of
the month, is an indication of the foreign exchange pressure. At
Point E, the exchange rate and MO were basically telling the same
story but the message from MO was by far the clearer.

In October 1987 sterling again became extremely firm. The rate
against the deutschemark was held at almost exactly 3-0 through-
out the month. In order to peg it, the Bank of England intervened
during the month by the incredible amount of $6,699 million. This
pegging of the exchange rate at DM 3:0 continued until 4 March
1988. The movements in the reserves were +$31 million in
November, +$3,737 million in December, +$38 million in January
and -$25 million in February. In March sterling once again became
very firm, and this firmness continued until the end of May. The
reserves rose by $2,225 million in March, $514 million in April and
$814 million in May. This time, however, the rate was not pegged.
As the exchange rate rose to DM 3-2, base rates were reduced,
from 11 to 10-5 per cent on 10 March, to 10 per cent on 19 March,
to 9:5 per cent on 29 April, and to 9 per cent on 11 May. During this
period the Treasury argued that the strength of sterling was an
indication that monetary policy was tight and, further, that the
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inflationary effect of every 0-5 per cent reduction in base rates was
being offset by each 2 per cent rise in the exchange rate.

Summer 1988

Sterling eventually reached a local peak of DM 3-19 on 27 May
1988. The first increase in base rates came on 3 June when sterling
had fallen tec DM 3-10.

Appendix to Section Four

- A. Summer 1984
Conclusion

The exch t d indicator of the mild inflati e

\e exchange rate was a good indicator of the mild inflationary . ‘

pressure which materialised from time to time before the end of ;3 Mgy .1 iy from 8:5 to 9%
1986. In the Sumrmer of 1987 its signal became weak. The Jungt from 9 to 9:25%
indicator then broke down completely. In the Spring of 1988 there 9 July: from 9-25 to 10%

g 11 July: from 10 to 12%

was a clear message of re-assurance which was completely false at
! a most inopportune time. The danger light from the exchange rate
e did not start flashing until June 1988. It flashed again in September
34 1988 but it did not shine really brilliantly until March 1989.

£/DM exchange rate:
27 January 1984: 397

j 4 June: 373
: 27 June: 377
9 July: 371
Change in underlying reserves (gm.):
March 1984 -188
April -155
May -128
June -135
July -268
B. Winter 1984-85
Base Rates:
, 11 January 1985: from 9:75 to 10-5%
j 14 January: from 10:5 to 12%
; 28 January: from 12 10 14%

£/DM exchange rate:
13 Septernber 1984 3.86
11 January 1985: 366

Change in underlying reserves ($m.):

November 1984 12

| December 36
January 1985 -282 oM
a2 BT




C. Winter 1985-86

Base Rates:

9 January 1986:

£/DN! exchange rate:

Change in underlying reserves ($m.):

0. Autumn 1986
Base Rates:

10 July 1985:
7 January 1986:

July 1985
August
September
October
November
December
January 1986

14 October 1986:

£/DV! exchange rate:

Change in underlying reserves ($m.):

Note: The price of oil fell from $30 a barrel in November
1985 to $10 a barrel in July 1986.

E. Summer 1987

Base Rates:

2 April 1986:
1 July:
14 October:

July 1986
August
September
October
November

7 August 1987:

£/DM exchange rate:

34

11 March 1987:
16 July:
7 August:

Change in underlying reserves ($m.):

May 1987
from 11-5 to 12:5% June
July
4-07 August
351
F. Spring/Summer 1988
_g Base Rates:
-36 3 June 1988:
97 6 June:
-324 22 June:
-201 29 June:
~416 5 Juiy:
+132 19 July:
8 August:
25 August:

25 November:

from 10 to 11% £/DM exchange rate:

27 May 1988:
349 3 June:
3.37 6 June:
2.84 22 June:
29 June:
la 5 July:
-141 Change in underlying reserves ($m.):
-372 March 1988
-668 April
+35 May
June
July
August
September

from 9 to 10%

2:98
3-00
2:96

4,760
=230

499
-457

from 7-5 to 8%
from 8 to 8:5%
from 8:5 to 9%
from 9 to 9:56%
from 9:5 to 10%
from 10 to 10-5%
from 105 to 11%
from 11 to 12%
from 12 to 13%

319
310
310
315
312
311

2,225
514
814

84
910
827

-143

Source: CSO, Financial Statistics, October 1989; Supplemen-
tary data from Bank of England and Midland Montagu.
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FIVE

The Record of Broad Money

Broad-money-was a superb-indicator of inflationary pressure in the
early 1970s. In complete contrast, it was a hopeless indicator of
recessionary pressure in 1980-81.

An important reason for the contrast was distortions caused by
the mechanism of monetary control and changes to it. In the early
1970s every one of the various measures of broad money was
distorted upwards by ‘round-tripping’ transactions. These occurred
because base rates tended at the time to lag behind money market
rates and this gave people the opportunity to borrow from their
bank when interest rates were rising in order to place the money on
deposit, or purchase a certificate of deposit (CD), for a guaranteed
profit. Both bank lending and deposits were artificially inflated as a
result. This upward distortion to bank deposits amplified an
underlying acceleration in £M3 in the early 1970s and made M3 a
dramatic indicator of the inflation which was to come.

Distortions to £M3!

The distortion to £M3 in 1980-81 was also upward but on this
occasion the distortion tended to mask an underlying deceleration.
This spoilt, rather than accentuated, £M3's performance as an
indicator. There were three types of distortion:

(i) Banks competed aggressively with building societies to regain
market share. As a result bank deposits, rather than building
society deposits, rose.

() In the late 1970s banks had been penalised if their interest
bearing-eligible-liabilities grew faster than a rate set by the
Bank of England. This ‘corset’ control was abolished in the
middle of 1980. Whilst it was in place, a bank could circumn-
vent the control by persuading some custorners to issue d
commercial bill rather than take a loan and other customers to
purchase a commercial bill rather than buy a CD. Whilst such

1 £M3 was first published in March 1977: M3 included foreign currency deposits,
t M3 did not
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Chart Viil:
Growth rates of nominal M3: UK, 1979-89
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bill arbitrage was taking place £M3 was distorted downwards.
After the corset was abolished, the transactions unwound and
f£M3 was distorted upwards.

(iii) The corset could also be circumvented if banking business was
diverted overseas to the euro-sterling market. After the corset
was abolished, £M3’s growth was distorted upwards as euro-
sterling deposits returned home.

The discussion of the three distortions has concentrated on the
effect on £M3. Some of them affected the even broader definitions
of the money supply and some did not. The broader series were
changed in 1987. The old ones had been designated PSL1 and
PSL2; the new ones were called M4 and M5. Simplhfying, PSL1 had
consisted ol £M3 (1.e. notes and con and sterhing bank deposity)
plus bills. PSL2 had consisted of PSL1 plus building society
deposits. The second of the above distortions did not affect PSL1
and neither the first nor the second affected PSL2. Of the new
series, £EM3 was renamed M3 (and M3 became M3C), while M4
was defined to be M3 plus building society deposits. M5 was
defined to be M4 plus bills—that 1s, it is similar to the old
PSL2. The first of the above distortions would not have affected the
data for M4, and neither the first nor the second would have
affected those for Mb5.

Charts VIII, IX and X show the behaviour of M3, M4 and M5 since
1979. In all three charts, the solid graph lines show the rates of
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Chart 1X:

Growth rates of nominal M4: UK, 1979-89
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Chart X:
Growth rates of nominal M5: UK, 1979-89
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growth during 12-month periods and the dashed ones show the
growth over six months (annualised and seasonally adjusted). (T.he
official series for M4 is available only from the middle of 1982; prior
to then, Chart IX shows the growth of M3 plus PSL2 less PSL1.)

If the three charts are compared it will be seen that the patterns
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in the late 1970s and early 1980s are consistent with the above
description of the distortions:

o The build-up of inflationary pressure in 1978-79 was reflected
best in M5. Downward distortion because of the ‘corset’ was the
explanation for the relatively poor performance of M3 and M4
as indicators.

o M3 was by far the worst of the three indicators, erroneously
warning of a renewed bout of inflation in 1980, M4 was also
badly distorted by the ending of the corset. Although M5 was
not distorted so badly, it was still very misleading.

M5 and MO in 1980

Table 2 compares the behaviour of M5 with that of MO in the
middle and at the end of 1980. It will be seen that in May 1980
MO’s growth was just below that of M5. By the end of the year the
gap had become much larger—M0's growth had fallen whilst M5’
had risen. MO was correctly reflecting the recessionary pressure
which existed at the time;' M5 was not. An explanation for M5's
behaviour was the return of euro-sterling deposits, following the
ending of the corset,?2 but it is very doubtful whether it was a
sufficient one. (Anyone arguing that the explanation was a suf-
ficient one should be careful about consistency with the early
1970s when the distortions were probably even greater: if they

Table 2:
Behaviour of the Money Supply:
MO and M5 Compared, May and December 1980

7 MO M5 Difference
percent p.a.

May 1980

six-month growth 7-4 9.3 1-9
12-month growth 9-4 106 1.2
December 1980

six-month growth 41 158 117
12-month growth 4.6 131 85

' See Alan Walters, Britamn’s Economic Renaissance, Oxtord Oxtord University Press,
1986

¢ See Tim Congdon, Manetarism Lost, London. Centre tor Policy Studies, 1989
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Chart Xl:
ﬁrowth rates of real M4: UK, 1979-89
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were sufficiently large in 1980 to turn broad money from an
expansionary into a contractionary indicator, they would most
probably have done the same during the earlier period—that is,
they would have spoilt broad money’s performance as an indicator
ot the awful inflation of the 1970s.)

Growth of M4 in the 1980s

Turning to more recent years, the behaviour of M3 should be
disregarded because building societies have become progressively
more like banks as they have introduced cheque books, cash
machines, etc. It will be seen from the graphs that the behaviour of
M4 and M5 has been very similar, because there have not been any
major distortions to the system that have caused bill arbitrage
similar to 1979-80. Attention can, therefore, be focussed on M4.

A detailed examination of the recent behaviour of M4 cannot be

carried out in the same way as that for MO in Section 3. MO’s
behaviour was assessed relative to its target range. M4 has not, In
contrast, been targeted. The targets for broad money during the
earlier years were set for EM3 rather than M4 and they were shifted
hefore being scrapped in 1987. It is better, therefore, to assess the
growth of M4 relative to inflation. Chart XI shows M4's growth in
real terms.

It will be seen that the graph lines in Chart Xl are well above the
zero line since the end of 1982—M4's rate of growth has been
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substantially greater than inflation. Since 1982 M4's behaviour has
persistently been giving cause for concern, apart from a brief period
of reassurance early in 1985 when there was a dip in the six-month
rate of growth (the dashed graph line). The warnings of risin
ingation from M4 came much too soon. It became discredited as ag
indicator.

Assessment

Because of the recent burst in inflation, M4 has become a
fashionable indicator once again. The record of the first half of the
1980s, however, illustrates the way in which it can be ve

u_nreliable if it is used on its own. The next section starts withrZ
discussion of how M4 should be supported by other information.
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More Complex Assessments

Savings Monay and Relative Interest Rates ]

Broad money is held either for transactions or for savings purposes,
The latter can be either temporary or long term. Changes in the
merits of a bank deposit as a medium for Iong-t_erm savings have
been an important reason for the wide variations in the efflcnenCy of
broad money as an indicator of inflationary pressure during the last
two decades. .

In the early 1970s bank deposits were a most unattragtnve home
for genuine savings. There were two basic reasons for this. The first
concerned the term structure of interest rates; the pattern was that
interest rates tended to rise quite sharply as the term of an
investiment increased (i.e., the yield curve had a steep upward slopg),
The second reason was that interest rates tended to be negative in
real terrs. As a result of these two factors, the rate of_ interest on a
bank deposit tended to be both below the rate of .|nflat|on and lower
than the return on most other investments. This discouraged savers.

The opposite conditions occurred during the first three-quarters
of 1980. The rate of interest on a bank deposit was well above the

SN e
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Divisia Money

A" formal method of dividing broad money into that held for
transactions and that held for: savings purposes-is the ‘Divisia’
approach.! Under this method, the forms of money which earn no
interest are deemed to be pure transactions money. Notes and coin
and non-interest-bearing bank deposits are, accordingly, classified

solely as transactions money. At the other extreme, the forms of
&

money which earn the full market rate of interest are deemed 10 be
pure savings money—for example, certificates of deposit. |
between, the other categories of money are apportioned between
transactions and savings depending on the ratio of the rate of
interest payable on the category relative to the full market rate of
interest.

The historical series? which have been derived for Divisia money
in the UK perform well as an indicator of inflation throughout the
1970s and during the 1980s up to the time of writing (December
1989). At first sight, the concept looks very encouraging. But
further examination suggests that, whereas it may be of consider-
able use for historical analysis, it is of little practical use as a tool for
assessing very recent monetary conditions. The reason for being
+{ suspicious of its reliability comes from an examination of the way in
which the weights for the components in the Divisia calculation
i vary. Very briefly, building society deposits comprise about 40 per
cent of M4. The weights for these deposits vary drastically as
i building society rates lag behind movements in money market
{rates. The combination of the size of the component and the

rate of inflation and the yield curve was inverted——that. is, 'the
income from a bank deposit was amongst the highest ava!lable in
the market. In complete contrast to the 1970s, bank deposits were

variation in weight can easily dominate the short-run behaviour of
Divisia M4. A deceleration of Divisia M4 often merely reflects that

a most attractive home for genuine savings. Another factor in 1980

was that people became wary as the economy slid into rece_ssion
They started to spend less and save more. With the precautionary

motive for savings high, the liquidity and capital certainty attributes
of a bank deposit were further attractions to savers.

Following the above reasoning, there was a strong argqment in !
1980 that the underlying buoyancy of broad money at the time was -
a reflection of an increase in savings, i.e. that it was a symptom of !

the decline in economic activity which was occurring rather than of

inflationary pressure. As long as the yield curve.remamed inveried, s
there was a strong case for focussing attention on the narrow |

definitions of money, including MO.!

I See ‘Alarm Bells', Monetary Bulletin No. 193, London® Midland Montagu, August

1987
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interest rates have risen recently.

i P-star Money

The concept behind P-star money is relatively simple. It relates the
equilibrium level of the money supply to the equilibrium level of
prices. If the current level of the money supply is in excess of that
-‘compatible’ with the current price level, inflation will rise. The
starting point to this approach is the quantity theory of money:

i

s

"W Barnett, E. Offenbacher, P. Spindt, ‘New Concepts of Aggregated Money',
Journal of Finance, May 1981.

¢ R. A Batchelor, 'The Monetary Services Index’, Economic Affairs. June/July 1988,
M. T. Belongia, K. A. Chrystal, ‘An Admissible Monetary Aggregate for the United
Kingdom’, Federal Reserve Bank of St. Louis Working Paper, revised November
1989; P. D. Spencer, ‘Manetary Policy in the 1980’s: A New Monthly Measure of
the UK Money Supply’, London: Shearson Lehman Hutton. February 1989.
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MV = PQ

where M is the money stock
V is the velocity of circulation
P is the price level

and  Qis the quantity of output.

in most economies, the quantity of output, i.e. real GDP, has a
reasonably clear underlying trend over time. Let the trend output at
the current point of time be Q. The velocity of circulation also-has
an underlying trend. Let the current trend velocity be V*. Then P* is

defined as:
P'=MV*
QQ
P* is the equilibrium price level given the current level of the maoney
stock. If P* is above the current level of prices, P, inflation will rise.|f
P* is below P, inflation will fall.
The main practical value of the P-star approach is that it focusses

attention on the amount: of excess money currently in the economy
as well as on the current rate of growth of the money supply. In the

4
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USA, the concept has been applied mainly to the M2 definition of :

maoney.! In the UK, it has been suggested that the approach should |

be applied to MO.?

It was argued in Section 3 that, given the way the Bank of !

England operates in practice, MO is demand rather than supply
determined. Under the present UK system there cannot be an

excess supply of MO in the sense that it is larger than people’s |

demand tfor notes and coin, but there can be an excess supply :

relative to the availability of gouds and services. The growth of MO ¢
in the UK is little more than a proxy for the growth of retail sales.

The stock of MO is a proxy for the level of retail sales. The P-star
approach applied to MO in the UK would focus attention on the

level of retail sales as well as on its rate of growth. If inflation is to :
be avoided, the level of retail sales (and of consumer expenditure) |
must be a satisfactory proportion of GDP (in the sense that it allows

I J.J Hallman, R. D. Porter, D. H. Small, M2 per Unit of Potential GNP as an Anchor for

the Price Level, Federal Reserve Board of Governors, April 1989,

2. S Hannah, A. James, P-Star as a Monetary Indicator for the UK, NatWest Capital

Markets, June 1989

44

ne

SN0 A i

gﬁ
bt
7
h
o "
E.
o
2 o
{
13

Ji?

b
;

{

2 R

_room for a level of investment consistent with the underlying trend
of output).

The historical series which have been derived for the ratio of
“P*MO to P in the UK look promising as an indicator of inflation. The
exact level of P*MO relative to P is, however, sensitive to the
assqmptions made about the trends in the velocity of circulation
and in output. There is, accordingly, a considerable margin of doubt
about exactly when P*MO is equal to P. This conclusion suggests
that the P-star approach is useful but that it should not be followed

4 slavishly.
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SEVEN

Causes of Monetary Growth

If the Bank of England controlled the quantity of reserves in the UK
banking system, causality would run from bank reserves to money

and credit and from there to GDP. The starting point of analysis

would then be the behaviour of bank reserves. The fact is, however,

that the Bank does not behave in this way. The Bank supplies ¢ !

whatever quantity of reserves the banks want, and it is very {
important, therefore, to start analysis one stage further back and
ascertain the reasons the money supply is behaving as it is.
The explanation of the buoyant growth of MO in 1988 was |
increased demand for notes and coin because of a boorn in retail ;
sales. Much of the boom was financed by personal borrowing. In |
this sense the boom in credit was a cause of growth in MO.
In order to avoid confusion it should be emphasised that inflation !
is a monetary, not a credit, phenomenon. If there is a boom in bank ;
lending, the important feature is not the provision of credit but the | 3
consequence for the money supply of credit being provided in the ;

particular way. i
The reasons for the behaviour of the money supply can be:

appreciated more fully by examining the counterparts of M4. The
growth of M4 is directly influenced by:

The Public Sector
Requirement (PSBR).

The rise in the UK's ftoreign
exchange reserves, less foreign;
financing of the public sector.

TR e sy

o Fiscal policy: Borrowing

o Foreign exchange policy:

Sales of public sector debt to
the UK private sector (other than;
to banks or building societies). :

Sterling lending to the UK private"
sector by banks and bunldmg
societies.

o Debt policy:
o Credit policy:

Table 3 gives the data for annual periods during the last fews'
years.
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Table 3:
Counterparts of M4: December 1985 to June 1989
(£000 million)
Year Fiscal Foreign Debt Credit  Other*
Ending Policyt  Exchange  Policy  Policy ’ Grord/;h 7
Policy

Dec-85 7-5 =31 -8-1 340 44 25.9

Mar-86 57 -1.8 -4-2 349 -4-6 299

Jun-86 54 -1-4 -3:2 374 -4-8 334

Sep-86 6-1 -20 -4-4 40-7 -59 34.5

Dec-86 24 -2:0 -59 471 -6-8 34-7

Mar-87 34 -1.7 -5.2 467 -101 331

Jun-87 24 16 -6-8 493 -123 342
: Sep-87 -0-7 05 -29 534 -126 378
. Dec-87 -15 7:2 -4.0 533 -126 42.5

Mar-88 -35 75 -54 608 -141 453
; Jun-88 -6-4 4.7 -2:2 696 -185 472
! Sep-88 -89 81 -23 772 -196 545

Dec-88 -11-5 33 37 820 -241 534

Mar-89 -14.3 2:2 9-8 854 ~-26-1 57.0

-12:9 1-0 125 83-8 -236 60-8

- Jun-89

* Growth of non-deposit sterling liabilities of banks and building societies /ess their
external and foreign currency transactions.

. 1A minus sum equals a PSDR (Public Sector Debt Repayment).

Source: CSO, Financial Statistics

The following features will be noted:

' Credit Policy

Credit was the overwhelming driving force behind M4's buoyancy.
It rose from £34-0 billion in the calendar year 1985 to no less than
£83-8 billion in the year to June 1989.

Fiscal Policy

The change in fiscal policy over the vears was a very important
offsetting factor; it was definitely not a cause of M4's buoyant
growth. In the calendar year 1985 the public sector had a

borrpwing requirement of £7-5 billion. In the year to June 1989, the
public sector had a debt repayment of £12-9 billion. Even if the

a7

o
F
F-

Im

1
I
H




stance of fiscal policy in 1988-89 is assesseq by t'he £4-3 billiqn"ﬁ_
cut in taxation in the 1988 Budget, the dlrecg impact of this 2
reduction was small compared with that of credit. This is not to fi:

i3

deny that there was an indirect effect; the tax cuts had an important t
impact on confidence and, therefore, on people’s willingness to‘
)

borrow. !g

s
i
v
!

Foreign Exchange Policy i

The expansionary effect on M4 of the policy c_:)f. res_isting a rise in 4
sterling is highlighted by the figures of £7-2 billion in the ca>l(?nqar i
year 1987 and £8-1 billion in the year to September '1988. laking
the latter first, it will also be seen that there was a public sector debt
repayment (PSDR) ot £8-9 billion in the year to Sept.embenr 1988.{
Nevertheless, debt was not repurchasgd; £2:3 bI|||OI’? yvas sold
during the period. The debt sales were, in fagt, £3-2 billion larger
than the total required to cover the combination of the.PSQR and
the rise in the UK's foreign exchange reserves. In teghmcal jargon,
the authorties more than ‘sterilised’ the foreign exchanga
i ention. - ;
l”lz;v:erience in the calendar year 1987 was slightly dlffer'en.t. Theg
authorities did not sterilise the intervention completely within t.hef:
year but they managed to do so, and with a margin to spare, durmgé-l
the following quarter. : ]

The conclusion is that the direct impact of fqrqlgn exchang !
policy on M4 was of minor importance. Aggin, thls is nqt to den\.!;
that there was an indirect effect. As explained in Section 4, th%
authorities’ reluctance to allow sterling to appremgte was a reqsorg
why interest rates were reduced. Even so, the main role of forwgn
exchange policy was diversionary rather than causal, as argued n“!‘

3

v

that section.

Debt Policy
It s clear from Table 3 that debt policy was not a cause o‘f M4’§
buoyancy. It was a weapon which could haye l'.)eb‘!l used lo.coughgz
buoyant monetary growth. In 1985 the earlier ppllcy of selling de t
in specific quantities to control £M3 (ove(rfundmg) hgd bfeen S:JS-
pended because it was having very bad side-effects (in parl.ac’u ar,
the term structure of short rates had become co_mpletely dommate@
by the Bank having to roll over its consquentlally huge.mount'am
of commercial bills). Nevertheless, aggressive sales O.f debt during
short periods from time to time would not necessarily haye been
inconsistent with the new policy of not generally overfunding. The
authorities, however, chose not to deploy this weapon.
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_Asset Price Inflation

As already described, the buoyancy of broad money and credit in
_the 1980s was similar to that in the 1970s, but the early results

. 'were very different. In the 1970s the main outcome was an

appalling rise in inflation, more precisely in product price inflation.
“In the 1980s an important initial outcome was a rise in the stock

- -market and in the value of property—that is, in asset price inflation.

It was argued in Section 6 that bank deposits were an excellent
home for genuine savings in 1980, when the rate of interest on
them was high relative to both inflation and longer-term invest-
ments. In 1981 short-term interest rates tell and the income from a
bank deposit was no longer the highest available in the market.
Furthermore, a bull market started on the stock exchange. Holders
of bank deposits observed other investors enjoying capital profits
on bonds and stocks. Some of them switched out of bank deposits
into these securities, expecting them to be a better investment.
These transactions encouraged the bull market which usually
occurs during the recovery stage of the business cycle.

The purchase of securities did not destroy the bank deposits. A
purchase cannot be executed without there being a sale The seller
becomes the owner of the purchaser's bank deposit. The
re-investment of some of these deposits in other securities provided
another fillip to the bull market.

Bull Market Boosted—Again

People also started to borrow to make additional purchases of
securities, as the bull markel generated expectations of further
capital profits. The sellers then received the bank deposits which
were the counterpart of the buyers’ loans. Re-investment of these
deposits in other securities gave the bull market yet another boost.

The bull market spread from the stock market to property, in
particular to houses. The rise in equity prices lasted from the
jutumn of 1981 until October 1987, when the US stock market
‘rashed. House prices rose rapidly in real terms from the beginning
of 1982 until the Summer of 1988.

The rise in asset prices was an Important cause of the consurner
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boorn in 1987 and 1988. People became more wealthy. Some
spent a portion of their capital gains. They were able to do sq |
because other people borrowed to acquire the assets from them, |
There was also direct borrowing to finance consumption. People's
confidence had risen and this made them more willing to borrow
rather than wait until expenditure could be financed out of income
in the future. Dissaving increased. With the rise in wealth, saving
oul of income also declined as people had less inc
their wealth. Such declines in gross saving and rises in dissaving
were important explanations why net savings, as measured by the ?

personal savings ratio, fell from 9-4 percentin 1985 to 4.4 per cent §

in 1988.

In 1987 and 1988 the Government appeared not to he
perturbed by the asset price inflation which was occurring. It was &

interpreted as a measure of people’s increased confidence in the
Government, and this of course the politicians enjoyed. The argu-§
ment that it was a form of inflation driven by excessive growth ofgf;
money and credit was dismissed in a way that was all too similar to;
the dismissal of the monetarist arguments in the early 1970s. {

-

LT

Sumimary
This section can be summarised as follows. Buoyant growth of.
broad rmoney and credit in the 1980s led at first to asset price;
inflation. This contributed to the subsequent buoyancy of consumer!
demand and then fed through to product price inflation, Inflation]'
followed the excessive growth of broad money but the time-lag:
belween the excessive growth and product price inflation was;
much longer than usual.

tzapren
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entive to add to ;
,-_; : By.way of introduction, it is worth observing that the Government's
i, . attitude to the buoyant growth of M4 appeareq in 1988 to be rather

' The Control Mechanism

s:mﬂgr to its attitude towards the emergence of the large trad

def.cht. Chancellor Lawson frequently argued in public that tgr]]e tre de
deflcnt_ was not a cause for concern because jt was the resultd ?
behawouhr by the private rather than the public sector. |f the U?(
trade deficit had been a reflection of large budget defic;'t, asin the

. USA, the Government would have accepted responsibility for taking

'_Fhe reaspn for the Government's attitude was, Presumably, the
belief that Interference with market forces and individual choice
normally does more harm than good. This s, indeed usually

RN
ERTT i

e



that interest rates will rise, the beneficial effect on profits from the
higher volume of business is usually larger than the loss from the
rise in interest rates.

consider that the best way of controlling the amount of money in
existence is to influence people’s demand for it. This is done by
varying interest rates. Accordingly, the Bank of England alters
interest rates to the level at which the authorities estimate that
people’s dernand for money will fall into line with the target for the
money stock. If the authorities get their estimates wrong or if there
Is an unexpected alteration in one of the other factors influencing
the demand for money, for example in the rate of inflation or in the

T
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Other Constraints

With the Bank willing to provide an unlimited supply of reserves
and liquidity, and banks unafraid of a rise in interest rates and
wanting to expand their balance sheets, what are the other possible
rate of growth of the economy, the money stock will depart from its ¢ * constraints on aggressive selling of loans? One constraint might be
target path. That is what has been happening. ;oa Shor‘tage of bank capital, but events during recent years have

Under the present mechanism the Bank makes no attempt to {  proved this to be very weak. The enormous loss of capital as a result
control the supply of reserves available to the banking system. The of LDC debts did not prevent UK banks from tripling their steriing

Y O T

’. ' supply is, in effect, without limit. To understand this, it is necessary . balance sheets between the middle of 1882 and the end of 1988
) to appreciate a sequence. The starting point is that a bank can § There is no doubt that the main constraint under the present
| easily persuade one of its customers to issue a cormmercial bill £ system is price control—the Bank, in effect, sets the price which a

o rather than take a loan; all that is needed is a very slightly lower | bank must charge for its product (i.e. for loans). Although bankers

;  compete aggressively with each other 1o attract new customers ang
to persuade their existing ones to take out credit lines and arrange
overdraft facilities, the amount of these facilities actually used

‘?j‘]’ interest rate. After the commercial bill has been issued, the next §,
i step s for it to be ‘accepted’ (i.e. guaranteed) by the bank and by a §:

i discount house. It then becomes a ‘primary liquid asset’. The i .
i important point is that the total quantity of these primary liquid depends on the price—that is, on the rate of interest charged.

it assets 1s under the control of banks and not the Bank of England. If the price mechanism is weak there rerains only one
: The second important feature is that the Bank stands ready inall } ~ constraint, namely, the creditworthiness of borrowers. If the
circumstances either to encash these primary liquid assets or to : demand for bank loans is not sensitive to a rise in interest rates, as
accept them as collateral for last-resort lending. This is thei appears to be the case, banks will expand their balance sheets until
guarantee of liquidity behind the inter-bank market. It is the reason [~ a significant number of their customers become financially
why bankers can be completely confident that they will always be; embarrassed. It is Important to draw a distinction between isolated
able to obtain whatever funds they want in that market. The banks'§ ~ cases of a customer becoming financially embarrassed and many
only requirement for balances with the Bank of England is virtual!y? customers getting into difficulty at the same time. The first depends
confined to covering errors in the daily forecasts of Exchequeri  on the customer’s particular circumstances: bankers have a great
G e . deal of practical expertise in assessing such creditworthiness. The
| To surnmarise, the supply of primary liquid assets is unlimited Second depends on a change in macro-economic conditions, which
1 and the Bank’s willingness to encash therm means that the inter-: 15 outside the particular expertise of most loans officers. There has

T

W bank market is so liquid that banks have virtually no need forf recently been a very good example of the difference, which s
. i described below.

by | reserves.
i Although the Bank of England is prepared to provide banks withl;;.
liquidity “in all circumstances’, the rate of interest is,‘ o_f course, '?Otg}
guaranteed. A bank in need of funds may find that it is faced wnh: Accurate assgssment of the creditworthiness of private individuals
rising interest rates. In the old days of fixed-rate lending, hanks: IS aq expensive process. It is much cheaper for 3 bomoas
were wary about exposing themselves to a rise in interest rates:  provide adequate collateral. By far the best torm of collateral, and
because they could incur a loss. With the advent of ﬂoating*rate’; one that is widely available, is a second charge on & borrower's
lending, banks have passed most of this risk on to their customers;  home. As house prices have risen, the market value of many homes
The banks are, therefore, no longer worried about the prospect ofi has risen well in excess of the main mortgage which was probably
rising interest rates. Indeed, if a greater volume of lending meani taken out when the house was originally purchased. Until the start

Personal Collateral
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ol the 1980s there were restrictions on the use of_th.is coIIa}tefaL
For years, regulations had discouraged l;anks and building societies
trom granting a mortgage on a house tqr purposes other than the
purchase of the house or a home improvement. When the
regulations: were swept away, people bscarne free. to use .the
collateral for whatever purpose they wanted. qu the first time in a
long while they became free to get very deeply into dgbt. But they
were not used to this freedom. Very few had experience of the
acute. pain of taking on too much debt, of having a home
repossessed and of being declared baqkrupt. As.a res‘ult,' sorne suc-
cumbed to high-pressure salesrnanship from financial institutions
O ing aggressively for business.
C()';}lgf:nlrg bg?\ker's point of view, the qgality of most of the
individual loans appeared to be very good since the collateral was
excellent. The trouble arose because too many. loans were made at
the same time. Section 8 described the resulting process of asset ;

price inflation. A classic credit-driven bubble in house prices 3
developed and then burst, at any rate in the South-East of England. §.

As a result of rmacro-financial forces, therefore, house prices in the
South-East have either fallen or are threatening to fall by an amount

outside the experience of practical bankers. This means that the

collateral may well have fallen below the amount of a loan if ‘thg ,;
loan was made at a time close to the peak of house prices and if it

was lor nearly the full amount of the purchase price. What appeared .

in micro-terms to be excellent quality lending could turn into quite
widespread default.

S BT AR M 0t P2

TEN

A Bank Loan Versus a Bond Issue

" The Alternative of a Bond Issue

As far as a company is concerned, an alternative to borrowing from
a bank is to issue a bond. For many years, however, the sterling

~ bond market was virtually dormant except for British government

issues. Some people may not be aware of the way in which the
market for non-government bonds has reopened in recent years. In
1988 non-British government new issues amounted to no less than
£16,500 million. More new money was raised in one year than the
British Government ever raised in a single year. The market was
also well diversified, consisting of shoit-, medium-and long-dated
bonds, as well as fixed- and variable-rate ones. The re-emergence
ot a large market is beyond doubt.

Given the capacity of the bond market, UK industrial and
commercial companies made surprisingly little use of it. They
raised £3,200 million of finance in 1988, which was small
compared with their £21,400 million of borrowings from banks.
(The main borrowers in the bond market were banks and
foreigners.)

The continuing success of banks as financial intermediaries in
comparison with the bond market and other financial institutions is
particularly remarkable given the changes in comparative advan-
tage during recent years. First, banks now pay interest on many
current accounts; they have lost the advantage of not paying
interest which they had previously enjoyed under a cartel. Secondly,
the prime corporate customers of banks have recently been benefit -
ing from a better credit rating in the market than many banks-—that
is, they can borrow in the bond market more cheaply than can their
bank. Thirdly, the yield curve has often been inverted—that is,
short-term interest rates have been above long-term ones and,
therefore, the immediate cost of servicing most bank loans has
been higher than that for a bond issue. Fourthly, developments in
technology, particularly in information and communications, as
seen in rmodern dealing rooms, should have given the bond market
a competitive advantage.
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What is the reason for the banks’ remarkable success? Like other Eﬂ' The suggestion is that one of the factors whi
financial institutions, the fundamental role of the banks is to provide fi contributed to the growth of bank credit under xe'CSKmaY have
‘ . S present

attraction of the product which banks offer to providers of
capital—that is, to savers? And what is the key attraction of the
product they offer to users of capital? 8

{
a bridge between providers and users of capital. What is the key 5 mechanism is that the Bank charges too little for the
i liqui y
i

Liquidity and Flexibility
i ‘ The crucial feature which distinguishes a bank deposit from other 4
, forins of saving is liquidity. The crucial attribute of a bank loan Is ¥
[ flexibility. As far as the latter is concerned, a line of credit from a |
i bank need not be used. When used, the term of a loan can be very i
ik flexible. The interest rate can be either floating or fixed, ie,§
overnight, seven-day, one-month, three-month, and so on. Thef
Currency in which the loan is denominated need not be sterling: it §
can be dollars, deutschemarks, yen, or whatever. §
What is it that enables banks to offer their customers these;
crucial attributes of liquidity and flexibility? The answer is that they:
come from the Bank of England, through the way it provides{
hquidity. There are two aspects which are peculiar to the UK. Ther
first is the degree of provision of liquidity, as described in the!
previous section. The second is that UK banks pay very little for the!
services rendered to them by the Bank. b
The way most central banks make a charge is either that they do'
not pay any interest on the reserves which banks keep with them or-
that they pay a rate below the market one, the size of the charge!
depending on the amount of reserves and the rate payable. In the
USA, for example, the Federal Reserve imposes high mandatory:
reserve requirements (3 per cent for many types of deposit) onf
which it does not pay any interest. The banks’ loss of interest on
these reserves is substantial. Indeed, when interest rates are very
tugh the cost can be excessive, as can be seen trom Lhe great
ditficulty banks have at such times in competing with other
i financial institutions—for example, with money market mutual
funds. In comparison with the Fed's charge in the USA, that madg
by the Bank of England in the UK is much smaller. In the UK, bankg
have virtually no need for reserves apart from some very smal!
‘operating deposits’, as explained in the previous section. There are,
however, additional rmandatory reserves but these amount to only
one-half per cent of a bank’s eligible liabilities. The Bank does not
pay any interest on these mandatory reserves but, as they are so
small, the loss of interest is also small. I
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ELEVEN

Proposal for Change

Control of the money supply implies a tight constraint on the rate of i
growth of the balance sheet of the banking sector as a whole. Even Ji!
more basic is control of the rate of growth of the central bank’s own fi!
balance sheet. Discipline should start at the top. The Bank of §
England should limit the growth of its balance sheet.

SihReas

The Bank holds two main classes of marketable assets, namelyfi:

bills (either Treasury bills or eligible bills) and foreign exchange. The i
Bank, like any other bank, has very accurate up-to-date information 7
about its balance sheet. If the Bank's balance sheet is growing too
rapidly, it should sell an asset. The Bank could sell either a bill in the 3
domestic money market or foreign currency in the foreign exchangel"
market. In the opposite case, where its balance sheet is growing toof
slowly, the Bank could buy either a bill or foreign exchange. '
[he proposal is, therefore, very simple, but the effect is a little i
more complicated. If the Bank were to control the total of its assets, it}
would also control the total of its liabilities. Its main liabilities arel
notes in circulation with the public, banks’ vault cash and bankers'h
deposits. These liabilities comprise high-powered money’ on whichy.
the liquidity of the monetary system ultimately depends. If the Bank:
were to control the size of its balance sheet, it would control thq"i:'
supply of high-powered money. The control of high-powered n'noneyf‘j
would in turn restrict banks’ ability to supply bank deposits, i.e., itf
would ultimately control the supply of moriey. The crucial distinclion"‘g
between the proposed system and the present one is that the controf;’
would be from the supply-side rather than from the demand-side.;
The important operational change under the proposed system',’i,_
would be that the Bank would decide on the size of its daily
transactions in the bill and money markets rather than passively
allow banks and discount houses to deal in whatever amount they

)
want as al present. !

i;iﬂ
Money Market Operations f

The Bank’s current operating techniques in the money marketsf
were introduced in August 1981. They were described in ‘The Role
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l-& of the Bank of England in the Money Market' (Bank of England

Quar;ter/y Bulfetin, March 1 982). Before discussing them, it is worth

The Bank is legally divided into the Issue Department and the

. Banking Depart'ment .and the accounts for external publication are
i drawn up on this basis. The Issue Department consists of the note
i Issue and the assets which back it. The remaining assets and

Financial discipline is fundamental tc the control of inflation, J'

liabilities are in the Banking Department. The distinction between
the two departments is best ignored by laymen as it does not clarify
the role of the Bank. Further, the legal holder of the UK's foreign
exghgnge reserves is the Exchange Equalisation Account (EEE)
This is a government account and is not part of the Bank: the Bank.
mergly manages the EEA and provides it with day-to-da'y finance
Again, the distinction between the Bank and the EEA is unhelpfull
For many purposes it is best to ‘see through’ the EEA ang assum(;
that thg Bank holds the foreign exchange reserves itself '
The internal accounts were described in ‘The Manager.nent of
Money Day by Day’ (Bank of England Quarterly Bulletin, March
1963). They are divided into three, namely, Exchequer Banl'(ers and
Cu§tomers. First, the Bank is the main banker to the: government
which does not hold balances, other than warking amounts, with
other banks: Secondly, the Bank is banker to the banking sy'stem

ReveningA to the description of the operating techniques
mtroducgd in 198'1, the following can be derived from the
explanation of daily money market operations:

() The day's increase in the cleari ! i
Ing banks' operat
balances at the Bank, g e

the rise in the note issue,
is equal to

(i) the Exchequer's deficit, i.e. disbursements less receipts

plus (i)

plus (iv) increase in the foreign exchange reserves
less  (v) net'official sales of central government debt, i.e. of
gilt-edged stock, national savings and certificates of
tax deposit,
less  (vi) takeupofTreasu:ybiIlsbythemarket inaccordance with
) the weekly tender, less maturities in market hands,
plus (vii) local authority and commercial bills maturing in the

Bank’s hands,
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plus (viii) ‘other (e.g. transactions by foreign central banks),
less  (ix) open-market operations, i.e. sales of bills to the market,

(x) increaseinlending by the Bank to the market (todiscount
houses).

plus

Lk
The Bank has accurate information at the start of a day aboyt '
items (iv) to (vii). Gilt-edged transactions, for example, are settleqdf:
on the busiress day following the day of execution and the amount
of the settlement is, therefore, known at the start of the settlement '
day. The main doubt is about (iii), that is, about Exchequerf
disbursements less receipts. The Bank has a reasonable estimate of
these, obtained from various government sources, and confirmed in
advance in some instances by the receiving or paying banks, but ¢
some uncertainties remain and very large swings in the estimate 4
can occur during the day. The picture is not complete until after the
conclusion of the day’s normal banking business.
There is also doubt about item (viii), ‘other’. This includes;j
transactions of foreign central banks. They assist by giving advance‘{"
notice of likely movements on their accounts where possible, buti
uncertainty about the total remains. :
Advocates of monetary base control argue that items (ix) and,;‘-
(x)—that is, open-market operations and loans

to discount;
houses-—could be used to control the equation’s total. If the sum;
of items (iii) to (viii) is known, the Bank could vary items (ix) and (x)k
to produce the desired result for the total and, hence, tor items (i)’f;
and (ii)-—that is, for banks' balances with the Bank plus the notef;
issue. In this way the Bank could directly control the growth of MOJ

As rentioned in the second paragraph of this section, there i,

also the possibility that the bank could use foreign exchangel
transactions (item iv) to help control MO.

1T ety

Buffers :
Because the advance information about items (ii1) and (viii) is not.
accurate, some fluctuations in banks' balances with the Bank would
occur. The Bank would know the size of the error at the end of the
day and could take corrective action the next day or during
subsequent days. Certainly, there should be no possibility of 3
curnulative error building up over time.

Daily fluctuations in banks’ balances with the Bank, i.e. in banlg:
reserves, would not be a matter for concern. Far from it; lhq
function of reserves is to act as a buffer. It is important that
adequate buffers are built into any system of monetary control. (It
should also be noted that short-run fluctuations in the money
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supply do not matter either. An important role of money is to bridge
* the gap between the timing of income receipts and expenditure
¢ payments. Thus an essential role of money is to act as a buffer.

Governments have on Occasions appeared to want precise control
of the money supply; it would certainly be politically convenient.
Precise control, if it were possible, would in fact be undesiraple

i1 because money would not then be able to Tulfil its essential buffer

function. Substitutes would have to pe invented.)1.2

Some proposals for monetary base control include mandatory reserve ratios for
banks. Such ratios normally vary according to the lype of deposit, the more hquid the
deposit the higher being the ratio. US experience has shown how financial
dere_gulauon can lead to changes in type of deposit and, therefore, in the level of
fequired reserves. As a result the distortions which have plagued the monetary
aggregates such as M1 (because of NOW accounts, etc.) have also affected the
monetary base. This is an important reason why this Monograph has, noladvocuted |
system of monetary base control which includes Mandatory reserve requlrememsc
Anolher reason s that the flexibility of a non-mandatory system can accommodate

* The link between open-market operations angd control of the Bank’s balance sheet

requires some elaboration. Money market Op€ranons of the sort described wo Id
control the assets backing the note issue and banks' balances The assels lr)uw
back the other habinties ot the Bank should be excluded from éonlrol Thebl;'/ “kL‘ ]
Premises should, for example, be otfset against the Bank's capital and rese iri ?
the Bank were to move to fnore expensive premises, monetary policy shoulbd :: ?(bll

automatically tightened! Further, at the time ¢ the ‘bill mountain’ 1n 1:.38;')e
substantial deposits were needed from the National Loans Fund (a governmenl'
account) to finance the Bank's huge holding ot commercial bills; to allow for this, bull
holdings should be calculated net of public sector deposits. Another exampie s .“m(
the foreign exchange reserves should be calculated net of central bank Swaps and
toreign currency deposits, i e. net uf the Bank's liabilities to foreign central banks
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TWELVE

The Debate &

Some History

The Conservatives came to power in May 1979. The argu.ment that
rmonetary policy should be based on a fllrm‘ founda_tlon raged ]
throughout their first year of office. The Bank’s first pupllc responset.
was an article, ‘Monetary base control’, by. Foot, Goodhart and
Hotson, in its June 1979 Quarterly Bul(et/lr. The Green Paper,fx
Monetary Control (Cmnd. 7858), followed in March 1980. Amther
notable event was a seminar at Church House, Westmmster,;:
chaired jointly by Mr Peter Middleton (since knighted and promote i3
to Permanent Secretary of the Treasury) .and Mr John Fforq “
(executive director of the Bank of England in gharge of dOmEStljf
monetary policy and now retired). The decision was eventuall A
taken at Prime Ministerial level. It was that the old demand-side

I
approach should continue.

0y ace

G fpaock

i

There was an attempt to re-open the debate shortly after thq
Conservatives won a second term of .office in June 1983. The
important personnel had changed. Mr Nigel Lawson had su.ccee_deq.g
Sir Geoffrey Howe as Chancellor of the Exchequer, Mr_Robm |_elgh-15-‘
Pemberton was the new Governor of the Bank of !:nglz'an.d', andg‘;
importantly, Mr Eddie George had taken over requnabuhty fop:.
domestic monetary policy from Mr Fforde. Dlgappmntungly, thg
advocates of a tinm foundation lost again. They did S0 because they
could not answer an important practical pqlnt. The Bank would
inevitably have to be in charge of irnplgmentmg the chvan?e to the
new system and the Bank remained implacably hostile.

A Crucial Issue .
l.ooking back on the debate now that sufficient time fqr rgﬂecngn
has elapsed, it appears to the author that thg crucial issue in
dispute was whether control over the supply of money would be

merely another way of setting interest rates or whether there woul?

4
i

pe o - o E
! Ses Gordon Pepper, A Firm Foundation for Monetary Policy, IEA Inquiry No. 8, IEA,
1989

62

" rationed loans when they were short of funds.

be channels of transmission in addition to those operating through

. interest rates.

There were, indeed, other channels before deregulation

* occurred. Credit controls meant that banks had to turn away some

borrowers, despite their creditworthiness. Building societies also

Some people were
either denied credit or had to wait for &loan and thus had to curtail
their planned expenditure.

Since deregulation, the money and credit markets have become
extremely efficient. It is argued that creditworthy borrowers are no
longer denied credit, that there is no rationing, and that any
variation in supply is immediately reflected in price (i.e. in interest
rates). If markets are truly efficient, it is argued, the whole impact of
control over the supply of money would be through variations in
interest rates affecting demand.

This argument about the channels of transmission of monetary
policy is not confined to discussion of monetary base control. |t is

monetary growth when describing macro-economic events,
Keynesians focus on changes in interest rates. Keynesians often
argue that the monetarist analysis does not add anything to their
description of the impact on the economy of changes in interest
rates.

Monetary Flows as Distinct from Interest-rate Changes
The following is a simple illustration of the additional information
which can come from the behaviour of the money supply. It is

included in an attempt to cormmunicate with Keynesians and
demand-side analysts.

Market-determined interest rates can rise for three reasons:
v arise in inflationary expectations;

v anincrease in the demand for money, generated by overheating
of the business cycle; or

0 a decrease in the supply of money, as the effects of tighter
monetary policy permeate the economy.

Itis extremely important to be able to distinguish the third reason
from the first two. If a rise in interest rates is the result of either of
the first two, monetary policy is accommodating the increase in
inflationary pressure and, therefore, interest rates should be
Increased further. In contrast, if arise in interest rates is the result of
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the third reason, monetary policy is resisting the rise in inflation
and, probably, need not be tightened further.

The most important method of distinguishing between the
reasons is to examine the behaviour of the money stock. Monetary
growth will be excessive if the explanation for the increase in
interest rates is either of the first two reasons. Monetary growth will &
be falling if the explanation is the third reason. This is why it is so by
important to monitor the behaviour of the money supply as well as
to pay attention to interest rates.

Money as a Buffer
Some economists may have trouble with the above description
because it implies that the demand for money can differ from its
supply. One way of understanding how this can happen is to focus
on money's essential role as a buffer bridging the interval of time |
between expenditure being incurred and income being received. 3
The level of money a person holds is usually different from the
ultimately desired balance. It will be larger if income is either higher £
or has been received sooner than expected, or if expenditure has :
been delayed or is lower than expected. Conversely, it will be lower
if expenditure has occurred sooner than expected or if income has &
been delayed, etc. The person will subsequently take action to &
restore his money balance to the desired level. This action may be
economic or financial—that is, either expenditure on goods and
services can be adjusted or an asset can be bought or sold.
At any point of time many people will be in the process of;
adjusting their monetary positions towards their desired balance.;
Some people will be adjusting in one direction whilst others will be¢
adjusting in the opposite direction. On average they can be[
attempting either to increase or to decrease their balances. Interest!
rates will be affected as short-term assets are bought or sold, buti
this will not be the sole effect. Expenditure on long-term assets may:
also alter but, importantly, expenditure on goods and services wnl;
be directly affected. {

R R AT e T

TPETATY

The Supply of Money and the Behaviour of
the Private Sector ‘
Over the last two decades there have been two excellent examples,
of the way in which excess money can have a direct impact mi
addition to its impact via interest rates. In the early 1970s M3 was}
much higher than the economists at the Bank could explain fr()m%,

their equations for the demand for money. These economists were
very slow to accept that M3 had departed from its demand:

¥
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schedule and that the reason for the
' excess was buoyancy of
supply. Monetarists argued vehemently at the time that sor;e ocfythe

: excess supply of money would be spent directly on goods and
- services and that the outcome would be inflation. Subsequent

© events provided powerful support for this argument.

T|‘1e second example was in the 1980s when £M3 and bank
Iendxqg were again very buoyant. Monetary economists argued, as
described in Section 8, that some of the excess money was be'in
spent d{rectly on long-term assets, that this was fuellin thg
spe.yculatilon in the stock and property markets at the time ang that
a_fmanmal bubble was building up. Subsequent events a'ga;in ro
v!dgd powerful support for the monetarist argument. In panicSIa;
similar events occurred in the USA, and the October 1987 crash i :
the stock market is easy to explain from monetarist theory '

The Supply of Reserves and the Behaviour of Banks
Ha\./il?g illustrated how variations in the supply of money can
definitely have important direct effects on the economy at large
which are additional to those operating through interest rates 3\9
argument Fhen is that there would be similar direct effects f'rom
variations in the supply of bank reserves.

'lt mu§t be admitted that one difference between a bank and a
prwate individual would be the speed of response if a balance
differed fror the desired level. A private individual may be quite
content for his balance to move gradually towards the desired level
A bank, in contrast, would probably try to achieve its desired level of.
reserves on a daily basis. The main way of attempting to do so
would be by carrying out transactions in the inter-bank market. If a
baqk had surplus reserves, for example, the simplest course of
action would be for it not to roll-over borrowing trom other banks. If
no loans were maturing, surplus funds could be deposited in tﬁe
market. Inter-bank rates of interest would be affected and this
would influence other rates of interest. The monetarist argurnent is
that there would also be other important effects.

The transactions in the inter-bank market would merely pass the
surplus reserves from one bank to another. It would be like a game
of 'pgss the parcel’. At the close of business, the surplus would
remain somewhere in the system. The commercial banks would not
be able to destroy reserves because their total volume would be
under the sole control of the Bank. The way in which equilibrium
could be restored would be for banks either to acquire investments
from the non-bank private sector (because the Bank would not
under monetary base control, be prepared to supply them) or tc;
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money supply and, therefore, banks’

into line with supply.

Holdings of gilt-edged stock are a good example of an
investrent by banks. The argument is that a bank with surplus
reserves would be more likely to purchase gilt-edged stock than a
bank with inadequate reserves. Any stockbroker or bond salesman
is well aware that a client with surplus funds is much more likely to
respond to an offer of stock than one who is short of funds. The
price must, of course, be right. If it is, the volume of business from
an institution which is flush with funds will be much greater than
that from an institution which is short of funds. The crucial factor is

e

not solely price but the combination of price and availability of {i

funds.
The explanation for price not being the sole factor is largely

decision-taking inertia. With the benefit of hindsight, investment
decisions often appear to have been abundantly obvious and,
therefore, to have been easy to take. At the time when a decision #
has to be taken, in contrast, the uncertainties nearly always appear i
to be great and the decision requires effort. There is no doubt that
the easy option is to do nothing. When an institution has surplus &
funds, the decision-taking inertia is broken by the existence of the i
surplus, which has to be invested somewhere. An institution with i
surplus funds is, accordingly, much more likely to respond
positively to an ofter of stock than one which is short of funds.

The point about decision-taking inertia is very important. It is not
about laziness. Investment managers are only too well aware how§7
difficult it is to out-perform a market and that the outturn will most i
probably be that successful transactions will be almost exactly;‘i
balanced by unsuccessful ones. Many investinent managers take|
the view that their chance of overall success will be increased ift
they confine their transactions to ones about which they are!
reasonably confident at the time. If they are not reasonably:
confident, they do not act unless they either have money to invest;
or need to disinvest. : ;

The way people react to news is also important. If an unexpected
item of good news occurs, people will purchase more stock when;
they have surplus funds waiting to be invested than when they are’
short of funds. If an unexpected item of bad news occurs, peoplef’
will sell more stock when they are short of funds than when they!
have surplus funds. The combination of unexpected news and cash
position breaks the decision-taking inertia.
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demand for reserves, J
Equilibrium would be reached by the demand for reserves rising

e T
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Conclusion

The conclusion is that the decision-taking inertia which exists |

practice means that markets ara not ‘perfect’. Under a ré e
monetary base control a bank with surplus funds woulg b%lme %
likely to purchase gilt-edged stock than one which was sh i
funds. This is highly relevant because purchases of stock frorc-)rt r?f
non-bank private sector by banks boosts the money supply i: t[h:

reserves would have effects other than those operating through
changes in rates of interest in the inter-bank market. Control %f
bank reserves would not be merely another way of setting interest
ratgs. Vgnations in the supply of surplus bank reserves would ravS
a direct impact on the money supply and therefore on the econo'mye
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flu_ctuations in supply will be controlled at source, fluctuations in
price because of unexpected variations in supply will not occur and
the resulting ones may well be smaller than if control were via
demand, especially if adequate stocks are held. This suggests
strongly that control of supply is more efficient than control of
demand if a commodity is of the second type.

Money is clearly a commodity of the second type. Neither the

Appendix to Section Twelve

x
B S

b ailof Respontelofibamandand Supply ; de.manvd nor the supply qf money responds quickly to changes in its
P : ‘ Sy j : £l price, i.e. to a change in interest rates. The efficient method of

Consider first, a market for a commodity in which either the supply i controlling the amount of money in existence is, therefore, control

or the demand responds quickly to a change in price. Suppose that ;3; of supply rather than control of demand ’ A

supply and demand are equal at the current price but that the one 'l )

or the other subsequently alters. The price will rapidly change to a !

new level at which supply and demand will again be equalised. ;

Everyone who wishes to buy or sell at the new price will be able to
do so. In technical language, the rnarket will clear.

Contrast this with the market tor a second cornmodity for which
neither the supply nor the demand responds quickly to a change in
price. Suppose that the market for this second commodity is in £
equilibrium at the current price but that subsequently either supply §
or demand alters. The market will not clear again at once. If demand
has increased, the price will rise but this will not quickly encourage
additional supply, or discourage the increase in demand unless the ;
rise in price i1s extreme. Stocks will fall and someone who wishes to |
buy &t the ruling price may be told by a supplier that stocks have &
run out—-that is to say, the buyer must wait for a new delivery. If ¢
supply has increased, the price will fall but this will not quickly Q:.
encourage additional demand or discourage the increase in supply &
and stocks will rise.

Suppose that the authorities wish to control the total amount of ;
the second type of commodity in existence. They can try to do so by i'i
controlling either supply or demand. They can, first, attempt tof
control demand by continuously varying the price, but the quantity:
will behave erratically because demand responds only slowly to?
price changes. If the authorities persist with the policy, the quantity -
will eventually be controlled but the fluctuations in the commodity’s :
price may be large, especially if the supply alters unexpectedly ;
because ot a non-price factor. i

The second way for the autharities to control the quantity of the #
second type of commodity is to control its supply. The total of the ©
commaodity in existence will be far more stable than under the first ©
method. This does not imply suppression of the price mechanism. !
The price will fluctuate as demand changes. However, as erratic
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Continuation of the Present Régime

Under the present ERM régime, countries must harmonise their
domestic monetary policies if massive intervention in foreign
exchange markets is to be avoided. A country’s ability to control the
stance of its monetary policy continues to be very important. The
need for the UK to reform its domestic mechanism would therefore
remain.

THIRTEEN

The Exchange Rate Mechanism oi_‘
the European Economic Community

Competing Currencies

There are powerful arguments for a gradual introduction of a
European common currency. Many people think that fixed
exchange rates are an intermediate stage between floating rates
and a common currency. This is wrong, as has been explained
repeatedly by Milton Friedman:

An important reason why Chancellor Lawson decided to shadow
the deutschemark in 1987 may well have been that he had lost
; confidence in the UK's domestic mechanism for monetary gontrol
g and, rather than reform it, he chose the external option. |t
- must be emphasised, however, that the need to reform the ' ' .
ki dornestic mechanism would not be avoided merely by the UK | The basic fact is that a unified currency and a system of freely floating

: " : 4 exchange rates are members of the same species even though
i joining the Exchange Rate Mechanism (ERM) of the European g RE-los .8y ug

A it (ENIS). Thers are the following variations within | superficially they appear very different. Both are free market mechanisms
onetary System 5 ! 3 4

e e s

TR

i ERM: i to move freely. Both exclude any administrative or political intermediary

. . j e . tion in foreign | in payments between residents of different areas. Either is consistent
(1) A continuation of the present régime of interven g gni with free trade between areas, or with a lessening of trade restrictions.

exchange markets and occasional changes in parities. i ‘On the other hand, national currencies linked by pegged exchange rates,

} ! (i) A continuation of the present régime but with the UK following whether or not through the mechanism of gold, and a system of variable

li f not ‘sterilising’ any foreign exchange outflow or & exchange rates, controlled and manipulated by governmental bodies,
a policy of no : . . |

inflow. Intervention in the foreign exchange markgt is said to also members of the sara Eberes ot o DlErveheam s o o <l

| be sterilised if its impact on the money supply is Offf’et by§ Neither, in my opinion, is consistent with a permanent lessening of

| official operations in the gilt-edged market. A policy Of?. barriers to international trade, but only with oscillating barriers as nations
refraining from sterilisation would mean that intervention inj shift from surplus to deficit."

the foreign exchange market to stop sterling from falling below { There is a substantial amount of analysis? which shows that

its band would reduce the money Supply——thﬁll i.S, monetary i there is only one way to move gradually and successfully towards g
policy would automatically be tightened. The discipline would European cornrqon currency and that is to allow Currencies to float
be similar to that of the pre-1914 Gold Standard. (AnotherL and compete with each other during an interim period. A systemn
régime which would be very similar would pe for the Ba_nk Of“ could be designed so that good money would drive out bad. The
England to operate as a Currency Board which was subsidiary i pegt money would be the winner. The common currency would

to the Bundesbank.) : Materialise as the best money defeated the others. Further, and
most importantly, the process would ensure that the common

(i) Currencies competing with each other within ERM.

S

" Milton Fiedman, ‘Should There Be an Independent Monetary Authurity? in Leland
B. Yeager (ed ), /n Search of 4 Monetary Constitution, Cambnidge, Mass. Harvard
Universrity Press, 1962, repninted in Dotlars and Delieits, Inflation, Monetary Polcy
and the Balance of Payments, Englewood Chfts. Prentice Hall, 1968, pp. 173-94,
and, similarly, in the Fnancial Times, 18 December 1989

(v} An early move to a European common currency.

(v} A breakdown ot the system of fixed exchange rates, that is, :
ERM not leading to a common currency. H

]
Under (i) and (iv) above, there would be no need for the UK to

R i |- de (l) (iii)‘ 2 Roland Vaubel, Choice n European Monetary Union, Occasional Paper 55, |EA,
reform its domestic mechanism for monetary control; under (i), 1979, Geoftrey E Wood, ‘Banking and Monetary Control atier 1992 —A Cengral arIc
anc ea nain, as explained below. ¢ Bank for Europe?, 1n Whose Europe?, IEA Readings No 29, IEA, 1989, BT e I
and (v) the need would remain, p EF'HC
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currency was soundly based; currency reform would be ensured
wroughout Europe.
lhr;; d]e cornpet&g currency proposal is adopted, reform of the
domestic mechanism of control in the UK would bfa most urger!t.
Anyone who has studied the history of rnone.tar.y policy in the UK in
the 1980s and who has read the description qf the present
rmechanism of monetary control should have very little dqubt that
sterling would have no chance of competing against ‘the
deutschemark-—the Bank of England would not have any hqpe ina
contest with the Bundesbank—-if the present mechanism of

monetary control is retained.

Breakdown of ERM [
There are many examples in economics of in.terver?tlon in rr_\arkets,
by very able people who have the best of intentions, V\{thh has
precisely the opposite effect in the longer term tp th_at lntepdedx
There is a highly reputable school of thought vyhnch IS f:onv:ncgd
that the ERM system of fixed exchange rates is mterver)tlorlof this
type. Some of the economists who are the most enthusiastic about
a cornmon currency are the most hostile to ERM. If they_are correct,
ERM will break down and, after it has donq so, reform qf the
domestic mechanism of monetary control in the UK will be

essential.

e oty
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Summary

Behaviour of M0

o Prior to October 1987 (the stock market crash) interest rates
were raised within a month or so of whenever M0’s three-month
rate of growth exceeded the target range for the fiscal year as a
whole.

o On every occasion MO's growth subsequently fell back within its
target range.

o On the eve of the stock market crash MO’s excessive rate of
growth had persisted despite a 1 per cent rise in base rates in
August 1987. After the crash, interest rates were altered in the
wrong direction to correct the behaviour of MO. The excessive
growth continued until the end of December.

o After a two-month |ull, MO’s growth rebounded upwards in
March 1988. For a second time interest rates were moved in the
wrong direction (during the attempt to shadow the deutsche-
mark). The result was that excessive monetary growth gathered
considerable momentum.

Assessment

o MO’s track record as a coincidental indicator of inflationary
pressure has been good.

o It should be emphasised that MO is more of a coincidental than
a leading indicator of inflationary pressure.

o The present mechanism of control over MO is weak. Interest
rates have very little direct impact. The mechanism is the
indirect one of an increase in interest rates affecting first the
economy in general and retail sales in particular, and then the
demand for notes and coin. Interest rates may not have 3
powerful impact unless they are raised by a sufficient amount to
shock confidence.
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If control is to be achieved over a reasonably short period, the
mechanism may be adequate to correct only minor departures
of MO from the desired path. It is, therefore, important that
corrective action is taken promptly, probably as soon as growth
during the latest three months has departed from the target
range for the year as a whole, providing allowance has been
made for known special factors.

Because the control mechanism is weak, the authorities cannot
afford to wait, as they should be able to, to find out if a departure
of MO from its desired path is merely a fluctuation which will
reverse of its own accord in due course.

The conclusion is that, if MO is to be the key target variable, its
control mechanism should definitely be strengthened.

Faoraeign Exchange Rate

4]

Prior to the Louvre Accord in 1987, there was downward
pressure on sterling, seen most clearly from the foreign
exchange reserves, on every occasion that buoyant growth of
MO gave cause for concern.

After the start of the massive intervention in the foreign
exchange market in 1987, supposedly under the Louvre Accord
but in practice to peg sterling to the deutschemark, the sterling
exchange rate was at first a badly misleading and then a very
late indicator of inflationary pressure.

Broad Money—M3 or Vi4 (
Broad money can be a very misleading indicator on some ;

(V]
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0ecasions.

Broad money has two components, namely, money held for
transactions purposes and money held for savings purposes.

Vanations in demand for the latter are an important explanation |

tor broad rmoney being misleading.

Indications that broad money may be misleading are, first,
contrary behaviour of the narrower rmonetary aggregates

dominated by transactions money and, second, marked changes !

in the merits of bank and building society deposits as an !

'

investment vis-a-vis other savings media—that is, large '

changes in relative interest rates.

That broad money is a misleading indicator on some occasions

does not mean that it is not of value for much of the time.

Causes of Monetary Growth

(0]

0

If the Bank of England controlled the quantity of bank reserves,
causality would run from bank reserves to money and from
money to GDP. Analysis could then start with the behaviour of
bank reserves.

The Bank does not act in this way. Analysis should, therefore,
start a stage earlier, with the reasons for the current behaviour
of the money supply.

Lending by banks and building societies was an extremely
irportant reason for excessive monetary growth in recent years.

The direct impact of fiscal policy was of minor importance. This
is true whether the stance of fiscal policy is measured by the
PSBR or by the size of tax cuts. The cut in taxation in the 1988
Budget did, however, have an indirect effect because it boosted
confidence and thus made people more willing to borrow.

Foreign exchange intervention also had little direct impact,
because it was completely sterilised. As with fiscal policy, there
was an indirect effect but, more importantly, foreign exchange
intervention diverted attention from the behaviour of the money
supply at a crucial time.

Debt policy was not a cause of excessive monetary growth. It
was a powerful weapon which could have been used to mop up
excessive growth from time to time, but it was neglected.

The policy of generally not overfunding should not have meant
that aggressive debt sales were ruled out over short periods, as
a temporary expedient.

Control of Credit

0

Control of credit is one of the basic functions of a central bank; it
1s the responsibility of the Bank of England rather than the
Treasury.

Banks continue to be extraordinarily successful compared with
other financial intermediaries.

The crucial attributes offered by banks are liquidity for savers
and flexibility for borrowers.

These attributes flow from the Bank of England which charges
much less for the provision of the service than does the Federal
Reserve in the USA.
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(V]

The smallness of the charge gives banks a competitive
advantage over other financial intermediaries in the UK.

With the Bank of England an unlimited provider of reserves and
liquidity and with banks having access to capital, there are only
two constraints on aggressive selling of loans: first, the rate of
interest charged for the product is set by the Bank and,
secondly, the creditworthiness of borrowers.

As the demand for loans is not sensitive to changes in interest
rates, expansions of credit may tend to continue until there is a

widespread danger of default.

. The Proposals

Financial discipline is fundamental to the control of inflation.
Control of the money supply implies a tight constraint on the
rate of growth of the balance sheet of the banking sector as a
whole. Even more basic is control of the rate of growth of the
central bank's own balance sheet. Discipline should start at the
top. The Bank of England should limit the growth of its balance

sheet.

The Bank can control the growth of its balance sheet by buying |
or selling assets, either bills in the domestic money markets or

toreign currency in the foreign exchange market.

Monetary control would be from the supply-side rather than
from the demand-side.

The important operational change under the proposed system
would be that the Bank would decide on the size of its daily
transactions in the bill and money markets rather than passively
allow banks and discount houses to deal in whatever amount
they wanted as at present.

The Dabate

(0]

6

Keynesians and demand-side analysts dispute whether an

excess supply of money or of bank reserves can have an effect
on the economy other than that operating through changes in
interest rates.

During the last two decades there have been two excellent

exarnples of the supply of money differing from the demand for
it and of effects occurring other than those operating through :
interest rates: in the early 1970s excess supply was spent .

directly on goods and services which led to product price :

Sp———

inflation; in the 1980s excess supply was spent directly on long-
term assets which led to a boom in the stock and housing
markets—that is, to asset price inflation.

Differenge§ between the supply and demand for bank reserves
would similarly have direct effects.

The Exchange Rate Mechanism

[¢]

An important reason why Chancellor Lawson decided to shadow
the deutschemark in 1987 may well have been that he had lost
confidence in the UK's domestic mechanism for monetary
control; rather than reform it, he chose the external option.

The need tq reform the domestic monetary mechanism would
not be gvmded merely by the UK joining the Exchange Rate
Mechanism (ERM) of the European Monetary System (EMS).

It would pe avoided if the UK followed a policy of not ‘sterilising’
any foreign exchange outflow or inflow. The discipline would
then be similar to the pre-1914 Gold Standard.

It would also be avoided if ERM led quickly to a European
common currency.

Reform of the domestic monetary mechanism would continue
to be necessary if there were merely a continuation of the
present ERM régime of intervention in foreign exchange
markets and occasional changes in parities.

Reform would become most urgent if the proposal to allow
currencies to compete with each other within the ERM were
adopted. Sterling would have no chance of competing against
the deulsc_hemark-1he Bank would not have any hop;» in a
contest with the Bundesbank—if the present mechanism of
monetary control in the UK were to be retained.

If the ERM system of fixed exchange rates breaks down, reform
of the domestic mechanism of monetary control in the UK
would become essential. "
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The State of the Economy

Atthe start of the 1990s. the Bunsh economy has reacned a
paradoxical juncture The 1980s saw the ‘supply side’
dramatically improved with the performance of former
nationalisec industnes transtormed. industnial relations
recast and share ownership widened Tax rate reductions
and privatisation pohcies became a model lor ecunomies
throughout the OECD
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GORDON PEPPER

The pri
COHSZTVIEE\::'Z? r.m.)neta'ry policy is to control inflation. Since the
intention of ta ministration came to power with the avowed
VR A r:mg inflation by stringent monetary control, the
But it has b e has been reduced to a low of 35 per cent in 1986
brioniiad 0;?en rising ominously since the late 1980s. Has UK
W SOAZYV:?:;Zf?ore failed in its primary purpose? If it has,
anlsflv/;ﬂrosnsy, Cred{'t and /nﬂatign, Prpfessor Gordon Pepper seeks ihe
R e y studying the relationship between the main indicators of
o m”pp'Y—MO (the narrow monetary base) and M4 or M5 (the
e i etaSUfeS)—-—and movements in the interest rate (base rate),
e |astn ool for controllmg mﬂatnop used by the UK authorities over
decade. From his analysis he concludes that the tools

wi L : T
ere—and remain—inadequate. MO is a good indicator of inflation-

ary pressure, but only coincidentally—it does not serve as a leading
hich can correct only +

g‘gl'Fa'For. The control mechanism, W
Ver;a?ons frpm the desired pa.th,‘is weak; interest rate changes ta.c
he ittle direct impact; their indirect effects may not even be
werful unless they are large enough to shock confidence.

EnTTe real problem, says Professor Pepper, i§ that the Bank of
_"dland does not control the growth of credit. It acts only as a
iga;s“’? supplier’ of liquidity to the banking sector. The recent boom
198§d:t, encouraged by Chancellor.Lawson's tax.-cuttir?g Budget of
dras,t" as well as other Treasury mistakes, was insensitive to even

ic changes in interest rates and consequently fuelle”

dramatic growth of the money SupPlY.

‘Gordon Pepper, in this fascinating Research Monograph,
which is at once both vigorous and scholarly, re-opens at
the beginning of the 1990s the debate over monetary
Control that took place——ultimately to little effect—at the
beginning of the 19808’

(Professor Geoffrey Wood in the Preface)
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