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MONETARY BASE 


1. I attach a paper f o r the Prime M i n i s t e r ' s seminar on 

18 J u l y . The paper i s by Treasury economists i n the f i n a n c i a l 

sector, and i  t considers the economic rather than the i n s t i t u t i o n a l 

i m p l i c a t i o n s of monetary base schemes. 

2. The present system of c o n t r o l seems to be e x i s t i n g i n c r e a s i n g l y 

unhappily alongside a t i g h t monetary target regime. The SSD 

scheme i n p a r t i c u l a r i s approaching the end of i t s u s e f u l l i f e . 

The more importance the Government places on achieving i t s major 

obj e c t i v e s through c o n t r o l of the money supply, the more important 

i t i s to be sure that at the end of the day the targeted growth 

can be d e l i v e r e d i f i t i s so desired. Monetary base c o n t r o l o f f e r s 

the prospect of a s i m p l i f i c a t i o n and an improvement of the e x i s t i n g 

system. Therefore we must take i t s e r i o u s l y . This means d i r e c t i n g 

the discussion to a small number out of the multitude of p o t e n t i a l 

schemes and exploring them i n d e t a i l to t e s t exhaustively t h e i r 

p r a c t i c a l i m p l i c a t i o n s . Ve cannot, given the d i f f i c u l t task ahead, 

r i s k l o s i n g c o n t r o l by s e t t i n g loose forces which we can n e i t h e r 

understand nor c o n t r o l . 


3. The paper assumes that the main use of the monetary base 

would be as a means of achieving a given £M3 target a f t e r f i s c a l 

p o l i c y had been determined w i t h i n the context of a monetary target. 

This might be the r i g h t way to proceed i n the f i r s t instance i f 

a MBC scheme proves v i a b l e . So the Government s t i l  l have to make 

the same s t r a t e g i c decisions about the PSBR and i n t e r v e n t i o n i n 

the f o r e i g n exchange markets when deciding on i t s monetary t a r g e t . 

In p a r t i c u l a r : 


a. Monetary base i s not a s u b s t i t u t e f o r an appropriate 

balance between monetary and f i s c a l instruments. I f the 

PSBR i s too high, i f i t s composition i s unhelpful and i f the 

i n f l a t i o n rate i s high i n r e l a t i o n to the target growth of 

the money stock, i n t e r e s t rates w i l l be high. 
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b. Monetary base i s not a substitute for the appropriate 

policy i n the foreign exchange markets. Unexpected heavy 

intervention w i l l s t i l l be similar to an increase i n the 

PSBR. It w i l l have an expansionary effect on monetary 

conditions and make monetary management d i f f i c u l t . Interest 

rates have to adjust i  f these inflows are to be accommodated 

within a given monetary target. 

c. Monetary base i s not a way of controlling interest rates, 

i t i s a way of freeing them. If the Government finds the 

implications for interest rates of sticking to a particular 

target unacceptable, i t w i l l s t i l l have to consider f i s c a l 

action. In between f i s c a l changes, the interest rate changes which 

are the essence of monetary base control s t i l l need to take 

place. 


Monetary base offers the prospect of a more e f f i c i e n t control ­
not a painless one. 


P E MIDDLETON 

13 July 1979 


Enc 
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MONETARY BASE CONTROL 


1. This paper considers the arguments f o r moving towards a 

monetary base method of c o n t r o l l i n g the money supply. A number 

of commentators - both academics and i n the C i t y - have urged 

the a u t h o r i t i e s to move to such a system*. The Bank economists 

have published a paper i n the June Quarterly B u l l e t i n . 

2. Three points should be noted at the outeet. F i r s t , no-one 

has suggested that monetary base c o n t r o l (HBC) can soften the 

i n i t i a l p a i n f u l e f f e c t s of r e s t r a i n i n g the growth of the money 

supply. Rather, i t might enable the a u t h o r i t i e s to c o n t r o l the 

money stock more su r e l y and minimise unnecessary f l u c t u a t i o n s i n 

monetary q u a n t i t i e s and i n t e r e s t r a t e s . The essence of the scheme 

i s that i n t e r e s t rates must be free to adjust; i t cannot work i f 

they arc not. Second, HBC has only been considered as a means of 

monetary c o n t r o l . P r u d e n t i a l r e g u l a t i o n would have to be dealt 

with separately. T h i r d , most proposals have not suggested that 

c o n t r o l can be achieved p r e c i s e l y on a day to day_basis. The 

Bank economists' paper has shown c l e a r l y why a r i g i d version of 

MBC which attempted to do t h i s would be unworkable. This paper 

therefore focuses on the question of whether MBC would give improved 

c o n t r o l over the money supply over a reasonable time horizon. 


1 i f 

3. The paper i s i n two main p a r t s : port one looks at the present 

system of c o n t r o l s and considers some of the main c r i t i c i s e s of i t . 

Much of the impetus towards MBC derives from the apparent d i f f i c u l t i e s 

of the e x i s t i n g c o n t r o l s . Part two considers the advantages which 

might f o l l o w from MBC together with p o s s i b l e disadvantages of the 

versions that have been put forward r e c e n t l y . ( D e t a i l s of the 

main proposals are given i n the Appendix). The conclusion i s that 

there i s a case f o r pressing ahead with a study i n depth; t h i s 

would involve s e t t i n g out how a l i m i t e d number of M3C schemes would 

be applied i n p r a c t i c e , i n c l u d i n g t h e i r i m p l i c a t i o n s f o r d i f f e r e n t 


•Amongst academic economists Professor ''Brian G r i f f i t h s and 

Geoffrey Wood of the C i t y U n i v e r s i t y are both about to p u b l i s h 

papers advocating monetary base c o n t r o l while N V/ Luck and 

D K Sheppard proposed a s i m i l a r system i n the Economic Journal 

l a s t year. In the C i t y , Gordon Pepper cf Greenwells has been 

prominent i n pressing f o r aonetajpy base c o n t r o l and he appears 

to have considerable support from other C i t y commentators. « 
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i n s t i t u t i o n s and discussing t h e i r merits with thoso concerned 

i n the f i n a n c i a l markets - and more widely. I t has been assumed 

throughout that £113 i s the monetary aggregate to be c o n t r o l l e d , 

buth much the same considerations would apply i f a d i f f e r e n t 

aggregate became of primary concern. 

 The Present Controls 

4. The p r i n c i p a l o b j e c t i v e of the monetary a u t h o r i t i e s i s to 

c o n t r o l £M3. They do t h i s by operating on both the supply and 

demand f o r money. F i s c a l p o l i c y , r e f l e c t e d i n the s i z e and 

composition of the P8BR, has to be consistent with the monetary 

ta r g e t . But i n between changes i n f i s c a l p o l i c y , the authorities 

r e l y on monetary instruments to keep monetary growth v?ithin the 

target range. Under the present system the a u t h o r i t i e s t r y to 

achieve t h i s objective mainly by a c t i n g upon the determinants of 

the demand f o r £M3. This technique has been r e i n f o r c e d at times 

by employing the Supplementary S p e c i a l Deposit Scheme (SSDS) which 

i s a supply side c o n t r o l . 

5. In contrast e i t h e r to reserve asset base methods or the SSD 

scheme, demand side c o n t r o l has evolved over a considerable time 

rather than being developed s p e c i f i c a l l y to c o n t r o l a target ag^re^atc, 

The procedure can be i l l u s t r a t e d by reference to the f o l l o w i n g 

accounting i d e n t i t y . 


Change i n £M3 » P u b l i c Sector Change in Bales of 
Borrowing + Bank Lending - Government 

Requirement to the Debt to the 
P r i v a t e Nob Banks 
Sector 

+	 External - Change i n Banks' 

Adjustments Non-Deposit L i a b i l i t i e s 


6. Taking the p u b l i c sector borrowing requirement as approximately 

given i n the short run - say over a three to n i x month period ­
and s i m i l a r l y non-deposit l i a b i l i t i e s , the a u t h o r i t i e s ' problem 

becomes to c o n t r o l bank lending^}sales of government debt to the 

non-banks)and external influences on the money supply! Provided 

that o f f i c i a l i n t e r v e n t i o n i n the foreign exchange market i s 

l i m i t e d , t h i s l a s t item should be moderately small so that the r e a l 

problems f a c i n g the a u t h o r i t i e s are the c o n t r o l of bank lending and 

sales of government debt* 
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7„ Under demand side c o n t r o l , the main v.ferpon at the a u t h o r i t i e s 

d i s p o s a l i s i n t e r e s t rates,| which they may change - p a r t i c u l a r l y 

at the short end of the maturity spactrum - by administrative 

means, or by open market operations i n government debt. A r i s e 

i n i n t e r e s t r a t e s , f o r example, w i l l tend to increase the quantity 

of government debt demanded by the non-bank p r i v a t e sector while 

at the same time there w i l l be a reduction i n the p r i v a t e sector's 


i i- • " —*~ ' 

demand f o r bank advances.| Thus the e f f e c t s on the money supply 

w i l l be f o r a f a l l on both counts* S i m i l a r l y a f a l l i n i n t e r e s t 

rates would tend to have cn expansive e f f e c t on the money supply. 

8. There are a number of problems with t h i s system of c o n t r o l : 


a. The PSBR i t s e l f i s n e i t h e r e n t i r e l y under the c o n t r o l of 

the a u t h o r i t i e s nor predictable i n the short run. Indeed, 

the a u t h o r i t i e s ' influence on the l o c a l a u t h o r i t i e s ' and 

p u b l i c corporations' borrowing requirements i s tenuous at 

best and t h e i r knowledge of the c o n t r i b u t i o n made by these 

components i 3 u s u a l l y belated. There can therefore be 

unpredicted shocks to the money supply from t h i s source. 

b. While there i s some evidence of a t o l e r a b l y stable 

r e l a t i o n s h i p between i n t e r e s t rates and bank advances i n 


^ the long run, the e f f e c t of i n t e r e s t rate changes i n the 

short term appears, e m p i r i c a l l y , to be f a i r l y weak./ I f , 

therefore, monetary c o n t r o l i s threatened by a burst of bank 

lending, the a u t h o r i t i e s have l i t t l e to combat t h i s immediately 

on the demand side other than by p u t t i n g moral suasion on the 


• 


banks to r e s t r a i n t h e i r a c t i v i t i e s . While the power of such 

suasion should not be underestimated, there i s an element of 

a r b i t r a r i n e s s involved i n such moves which makes i t undesirable. 

e. The change i n demand f o r p u b l i c sector debt which w i l l 
r e s u l t frori a given change i n i n t e r e s t rates i s very d i f f i c u l t 
to forecast. I t w i l l depend c r i t i c a l l y on the state of the 
market"* a expectations with regard to future i n t e r e s t rate 
changes and such expectations are^notoriously d i f f i c u l t to 
p r e d i c t , e s p e c i a l l y given t h e i r complex i n t e r a c t i o n with 
i n f l a t i o n a r y expectations. I t i s therefore d i f f i c u l t f o r the 
a u t h o r i t i e s to jud/je the amount and timing of interest rate 

:
changes necessary to achieve the monetary tar g e t . , .
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d. There are problems involved i n c o n t r o l l i n g debt 

purchase by the non-banks even i n the most favourable 

circumstances. While the a u t h o r i t i e s know immediately 

how much p u b l i c sector debt they have issued i n t o t a l , 

they do not know u n t i l some time a f t e r the relevant open 

markot operations how much debt they have succeeded i n 

s e l l i n g to the non-banks. Moreover, there may be d i r e c t 

transactions between the banks and non-banks which have the 

e f f e c t of p r e j u d i c i n g monetary c o n t r o l . 

e. ™hese problems of s e l l i n g the necessary amount of g i l t s 

to the non-banks are made more severe when the a u t h o r i t i e s 

are committed i n advance to a t i g h t monetax-y target. This 

e f f e c t i s greatest at those times when monetary growth appears 

to be exceeding the stated t a r g e t , p r e c i s e l y those times when 

the authorities need most urgently to be able to exercise 

f i r m c o n t r o l . I f i t becomes c l e a r to the market that the 

a u t h o r i t i e s w i l l need s h o r t l y to^organise l a r g e debt sales 

t o the non-banks i n order to res t o r e c o n t r o l , i t w i l l a l so be 

apparent that an appreciable r i s e i n i n t e r e s t r a t e s w i l l be 

imminent. Under these circumstances, the prospects f o r debt 

sales before the r i s e are l i m i t e d . 

f. F i n a l l y , external influences on the money supply are 

p a r t i c u l a r l y d i f f i c u l t to c o n t r o l under t h i s system. In 

p r i n c i p l e , the a u t h o r i t i e s may be able to o f f s e t the monetary 

e f f e c t s of an external flow by c o u n t e r v a i l i n g a c t i o n on 

domestic c r e d i t expansion. In p r a c t i c e , they have great 

d i f f i c u l t y i n c a r r y i n g out t h i s s t e r i l i s a t i o n because they 

do not know f o r some time v/hat the monetary e f f e c t s of a 

p a r t i c u l a r flow have been. Moreover, s t e r i l i s a t i o n requires 

d i s c r e t i o n a r y a c t i o n on the part of the a u t h o r i t i e s : there 

i s no automatic mechanism i n the system which might help them. 

These problems become greater i f i t i s necessary to intervene 

to maintain a p a r t i c u l a r exchange r a t e . 


9. Co-existing with the demand side c o n t r o l there are two e x i s t i n g 
supply-side systems of r e g u l a t i o n . The f i r s t of these i s based on 
the reserve asset requirements placed on the barks which were 
reformulated as part of Competition and Credit Control. A 'jelectior,. 
of assets, s p e c i f i c a l l y bankers' balances,^Treasury bills,Jtax 



reserve c e r t i f i c a t e s } money at callj B r i t i s h Government s e c u r i t i e s 
l e s s than one year t d m a t u r i t y , [ e l i g i b l e l o c a l a u t h o r i t y b i l l s 1 
Bud, Up to 2% of e l i g i b l e l i a b i l i t i e s } e l i g i b l e commercial b i l l s , / 
are demarcated as reserve assets./ Banks arc required to hold 
such assets t o the extent of at l e a s t 12j-% of t h e i r e l i g i b l e 

l i a b i l i t i e s . O r i g i n a l l y , the scheme Was intended to work by 

the a u t h o r i t i e s ' cr^t^^^^Q^yey^G^pT^SBure. Because the 

a u t h o r i t i e s c o n t r o l the supply of most of the demarcated assets, 

they are able to push the banks towards the 12£% r a t i o . Since the 

banks are required to maintain t h i s r a t i o , they were expected to 

react by reducing t h e i r e l i g i b l e l i a b i l i t i e s and henee the money 

stock.| 

10. In recent years, the scheme has not worked i n t h i s way though 

i t has proved u s e f u l as a t o o l f o r i n f l u e n c i n g short terra i n t e r e s t 

r a t e s . I t has not been used as a means of c o n t r o l l i n g the money 

supply. And the a u t h o r i t i e s have not generally attempted to c o n t r o l 

the t o t a l supply of reserve assets to the banks. To some extent 

the banks can manufacture reserve assets through t h e i r operations 

with the Discount Market. But, more importantly, the e f f e c t of 

reserve asset pressure i n the short run can be to increase the 

money supply rather than t o reduce i  t as desired. 

11. For example, a s i n g l e bank faced with a shortage of reserve 

assets may issue a C e r t i f i c a t e of Deposit (CD) to obtain extra 

deposits and use the proceeds to purchase reserve assets from 

another source.\ Provided that such assets are a v a i l a b l e , the e f f e c t 

w i l l be to expand the money supply* * I n d i v i d u a l banks may always 

do t h i s and the banking system as a whole may also do i t provided 

there are outside sources of such assets. In the process the 

rate of i n t e r e s t the banks have to pay to obtain the CD's r i s e s 

and that they receive on the reserve assets f a l l s . | This represents 

an u n p r o f i t a b l e s i t u a t i o n f o r the banks and they w i l l doubtless 

eventually react by reducing t h e i r earning assets - thus securing 

the desired f a l l i n the money supply. But i n the short run the 

e f f e c t on the money supply i s perverse. 

12. Since the end of 1973, the SSD scheme has been a v a i l a b l e to 

supplement demand side c o n t r o l . The scheme has not been applied 

continuously and there have been some di f f e r e n c e s of d e t a i l on the 

occasions that i t has been applied. In general, however, banks 


" • "* 




are c a l l e d upon to confine the Increase i n t h e i r i n t e r e s t W 

bearing e l i g i b l e l i a b i l i t i e s (IBELs) to below a s p e c i f i e d 

r i s e from some p a r t i c u l a r basa l e v e l . To the extent that 

banks are unable or u n w i l l i n g to meet t h i s c o n s t r a i n t , they 

are required to place supplementary s p e c i a l deposits with the 

Bank of England on a proportion of the exceso IBELs at zero rate 

of r e t u r n ^ A s the excess increases, so does the proportion and 

the e f f e c t i v e marginal cost to the banks of finance r i s e s sharply. 

Hence, i n p r a c t i c e banks are only l i k e l y to trespass marginally 

i n t o the forbidden zone. 

15. Conceptually, the scheme has the merit of s i m p l i c i t y and, 

i n combination with other measures, has had s i g n i f i c a n t impact on 

monetary growth when i  t has been applied. On the other hand, i  t 

was not designed as a general scheme of monetary c o n t r o l but rather 

to counteract the "round-tripping" which occurred at the end of 

1973 which a r t i f i c i a l l y i n f l a t e d the money supply at that time. 

As a~general c o n t r o l on the money stock, i  t has a number of d e f i n i t e 

defects: 


a. The c o n t r o l v a r i a b l e i s IBELs which d i f f e r s i n a number 

of way3 from any of the accepted d e f i n i t i o n s of money. In 

p a r t i c u l a r , as compared with £N3> non-interest bearing deposits 

and. cash are excluded v;hile non-residents' s t e r l i n g deposits 

are included i n IBELs but not i n £M3« 

b. While the scheme places a ( s l i g h t l y woolly) upper l i o i t 

on the c o n t r o l aggregate, there i s no penalty attached to the 

banks undershooting the allowed increase. On the other hand, 

since i n the foreseeable future the a u t h o r i t i e s ' minds are 

u n l i k e l y to be much exercised with s t i m u l a t i n g the money 

supply t h i s d e f i c i e n c y may not be very important i n p r a c t i c e . 

c. I f the scheme b i t e s , then because the scheme applies to 

each bank i n d i v i d u a l l y , competition between the banks i s 

inhibited./0 An e f f i c i e n t bank which i s pressed against i t s 

upper l i m i t i s prevented from i n c r e a s i n g i t s i n t e r e s t bearing 

deposits oven i  f i  t can f i n d p r o f i t a b l e earning opportunities 

f o r those funds. S i m i l a r l y an i n e f f i c i e n t bank i s given 

a r t i f i c i a l a i d i n r e t a i n i n g i t s deposits which, i n the absence 

of the scheme would be b i d away from i  t by the e f f i c i e n t bank. 

Thus there i s i m p l i c i t t a x a t i o n of the e f f i c i e n t and subsidisation. 
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of the i n e f f i c i e n t involved, quite the reverse of what 

would be d e s i r a b l e . 

d. In p r a c t i c e , the exact e f f e c t s of the c o n t r o l are 

unpredictable. In p a r t , t h i s i s a r e f l e c t i o n of the 

q u a l i f i c a t i o n s and o f f s e t s which are allowed under the 

scheme, p a r t i c u l a r l y with regard to banks transactions 

with the Discount Market which i s not subject to the c o n t r o l . 

In consequence, banks are often able to reduce t h e i r IBELs 

with no e f f e c t on the money supply though they may have to 

lose reserve assets to do so. 

e. Even i n the absence of these loopholes i  t would not be 

c l e a r how the banks would reduce t h e i r assets i  f the 

a u t h o r i t i e s s u c c e s s f u l l y reduced £M3. There may be e f f e c t s 

on p u b l i c sector debt holding, or external c a p i t a l flows 

or on bank lending to the p r i v a t e sector. In l a r ^ e p a r t , 

tho banks* r e a c t i o n to an SSBS w i l l depend upon the degree 

of reserve asset pressure to which they are subject and, 

indeed, the banks1 recourse to Discount Market loopholes 

depends c r i t i c a l l y on t h i s . The p r e c i s e nature of the 

i n t e r a c t i o n of an SSDS and reserve asset pressure i s therefore 

complex and probably h i g h l y non-linear i f expressed i n 

mathematical terms. In many s i t u a t i o n s i t i s d i f f i c u l t to 

f o r e t e l l what the e f f e c t s of the a u t h o r i t i e s ' p o l i c i e s w i l l 

be. 

f. Since the scheme has applied only i n t e r m i t t e n t l y , the 

banks have become adept at a n t i c i p a t i n g i t s a p p l i c a t i o n and 

f o r e s t a l l i n g i t s main e f f e c t s by p r i o r management of t h e i r 

balance sheets i n order to give them a favourable base p o s i t i o n , 

Moreover, in^the short run t h i s may imply a perverse r i s e i n 

the observed money stock, so that an a n t i c i p a t e d SSDS may make 

i t s a p p l i c a t i o n i n e v i t a b l e . 

g. F i n a l l y , because of these loopholes and opportunities 

f o r cosmetic adjustments, the operation of the SSDS i s l i k e l y 

to r e s u l t i n severe d i s t o r t i o n s to the recorded monetary 

s t a t i s t i c s * 


14. To sum up t h i s s e c t i o n , then, the present systems of control 

are l e s s than, i d e a l . On the one s i d e , there i s a demand system 
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of c o n t r o l which has not proved capable of adequate r e g u l a t i r ^ 1 


over a reasonable period of t i n e . On the other eide, the two 

supply side systems of c o n t r o l are both subject to serious 

defects. Neither gives very p r e d i c t a b l e r e s u l t s and the 

i n t e r a c t i o n of the two i 3 complex. 

15. The problems r a i s e d by t h i s s i t u a t i o n - f o r both the a u t h o r i t i e s 

and the f i n a n c i a l system - has l e d some commentators, notably 

Greenwells, to suggest that the a u t h o r i t i e s should change t h e i r 

technique i n favour of a monetary base c o n t r o l . 

2. Monetary Base Control 

16. One of the c h i e f advantages of MBC i s t h a t , at l e a s t i n 

theory, i t i s very simple. The c l a s s i c a l v e r s i o n of MBC defines 

the monetary base as the monetary l i a b i l i t i e s of the c e n t r a l bank 

which, i n the United Kingdom, would be note3 and coin plus bankers' 

balances at the Bunk of England. Each bank i ? required to hold 

a c e r t a i n proportion of i t s l i a b i l i t i e s i n the form of these 

assets. Since, i n p r i n c i p l e , the government has c o n t r o l over these 

assets, the government also contrCls the maximum l e v e l of the 

money stock. A leakage from the system i s l i k e l y to occur i n s o f a r 

as the non-banks hold notes and co i n . Faced with a shortage of 

base assets, the banks could attempt to a t t r a c t notes and coin 

from the p u b l i c to r e l i e v e the shortage without having to reduce 

t h e i r deposits. But tho3e v;ho propose t h i s system u s u a l l y assert 

that the p o s s i b i l i t i e s of the banks' making use of t h i s loophole 

aro small and, moreover, that the implied f l e x i b i l i t y i n c o n t r o l 

i s i t s e l f d e s i r a b l e * 


17. Some of the recent proponents of MBC have suggested schemes 

which vary i n d e t a i l from the c l a s s i c a l scheme o u t l i n e d above. 

For example, while , V/ood and G r i f f i t h s propose a base with the 

t r a d i t i o n a l d e f i n i t i o n , Pepper would allow only bankers' 

balances with the c e n t r a l bank to q u a l i f y . Nevertheless, the 

various schemes have s u f f i c i e n t i n common to allow discussion 

of t h e i r apparent strengths end weakn^.ses together. D e t a i l s of 

the various proposals are given i n the Appendix. 

18. The MBC schemes which have been proposed have some or a l  l 

of the f o l l o w i n g advantages as compared with the pj?eeent system: 


a. because i t i 3 e n t i r e l y a supj/ly-sido c o n t r o l the observed 

money stock could be controlled- without any knowledge of the 




demand f o r money f u n c t i o n * , which e m p i r i c a l l y has proved 

very d i f f i c u l t to i d e n t i f y . Given the correct monetary 

target, t h i s i s an important advantage. Some knowledge 

of the demand f c r money i s however s t i l l required to set 

the monetary ta r g e t ; 

b. I t i s claimed that the a u t h o r i t i e s would not need to 

regulate q u a n t i t i e s over which they have only imperfect 

c o n t r o l . This v/ould not be t r u e , however, i n schemes where 

the monetary base included items such as cash or assets 

generated by the goveroment' s r e s i d u a l borrowing from the 

banking system. (See the next paragraph); 

c. Bank3 would have much l e s s opportunity f o r manufacturing 

base assets, a process which obstructs c o n t r o l i n the e x i s t i n g 

reserve asset system; 

d. A l l banks would compete on an equal f o o t i n g i n t h e i r 

bids to a t t r a c t deposits so that teh b a r r i e r s to competition 

of the SSDS are avoided; 

e. The system would be simpler than the e x i s t i n g c o n t r o l s 

so that both the a u t h o r i t i e s and the banks would be b e t t e r 

aware of the d i r e c t i o n of government p o l i c y . 


19. O f f s e t t i n g these p o t e n t i a l advantages, there are also a 

number of p o t e n t i a l d i f f i c u l t i e s : 


a. The p u b l i c ' s holding of currency has not shown great 

s t a b i l i t y or p r e d i c t a b i l i t y e i t h e r s e c u l a r l y or i n the 

short term. Those schemes, such as Wood's, which include 

cash i n the base would imply monetary c o n t r o l was hostage 

to these unpredictable swings i n the non-baxiks holdings. 

Because the proposed base/deposit r a t i o s are u s u a l l y f a i r l y 

low, about 10%, banks would be forced to make m u l t i p l e deposit 

contractions or be enabled t o make m u l t i p l e expansions i n 

response to these swings independently of the a u t h o r i t i e s ' 

wishes. 


*Thc a u t h o r i t i e s do not c o n t r o l the money stock f o r i t s own sake 

but i n order to create a stable monetary environment i n which the 

r e a l parts of the economy may function e f f i c i e n t l y . The demand 

f o r money function provides the l i n k between monetary growth and 

i n f l a t i o n and r e a l output. I t i s thus important i n deciding upon 

the target range f o r the growth of the money stock. 
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b. Other schemes, p a r t i c u l a r l y those which see MBC ™ 

as a self-imposed d i s c i p l i n e on government expenditure 

and borrowing-, as w e l l as a pure money stock control, 

include assets i n the base generated by the government's 

recourse to the banking sector as the r e s i d u a l source of 

finance. In p r a c t i c e the the a u t h o r i t i e s f i n d i t d i f f i c u l t 

to c o n t r o l at a l l accurately t h e i r need to t h i s recourse 

over periods of much l e s s than a few quarters. On the one 

hand, the PSBR i s i t s e l f n o t o r i o u s l y unpredictable; f o r e c a s t s , 

even a day or two ahead are subject to an er r o r of a few 

hundred m i l l i o n pounds. On the ctber hand, the government's 

a b i l i t y to finance i t s d e f i c i t e x t e r n a l l y or by borrowing 

frem the non-bank pi^ivate sector i s also unpredictable. 

Unless such disturbances were accommodated they would lead 

to m u l t i p l e contractions and expansions of the money supply 

i n the short run which would probably be of s u f f i c i e n t 

magnitude to make the scheme unacceptable. 


c. S p e c i f i c a l l y , o f f i c i a l i n t e r v e n t i o n i n the for e i g n 

exchange markets would be r e f l e c t e d i n the monetary base and 

allow m u l t i p l e contractions or expansions of the money stock. 

It would be d i f f i c u l t to s t e r i l i s e the changes at a l  l 

accurately by domestic instruments and the MBC as often 

proposed would r u l e out any s i g n i f i c a n t o f f i c i a l i n t e r v e n t i o n 

f o r j u s t t h i s reason. 

d«. A r i g i d l y enforced MBC would be inflexible probably 

leading to very sharp changes i n i n t e r e s t r ates i n the short 

run. The Bank of England, r i g h t l y i n our view, c r i t i c i s e d 

t h i s sort of scheme i n the current Eank of England Quarterly 

Bulletin. MBC can however be made more f l e x i b l e i f desired. 

For example, the a u t h o r i t i e s could s p e c i f y a permitted range 

f o r the base/deposit r a t i o with deviations subject to 

i n c r e a s i n g l y severe p e n a l t i e s . A l t e r n a t i v e l y , the a u t h o r i t i e s 

themselves could intervene as necessary t o j r e L i e v e excessive 

base asset pressure. So MBC does not have to be i n h e r e n t l y 

inflexible* 


e.. Some schemes, that of Duck and Sheppard f o r example, 

involve f a r reaching changes i n the day to day operation 

Of the banking system* Not only would these schemes be 
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complicated to operate, they would also probably be 

i n s t i t u t i o n a l l y unworkable. 


20. To sum up t h i s s e c t i o n , then, MBC does seem to o f f e r a 

number of advantages ay compared with the present c o n t r o l s . 

But there are also a number of p i t f a l l s which would have to 

be avoided i  f MBC were to become the main instrument of monetary 

c o n t r o l . 

3f The Negotiable Base Asset Scheme 

21. I t might be p o s s i b l e to devise a system which would r e t a i n 

the d e s i r a b l e features of MBC but remove soae of the p o t e n t i a l 

disadvantages. The skeleton of one such system i s sketched 

out here. 

22. As i n the conventional MBC, banks would be required to 

maintain a s p e c i f i e d base/deposit r a t i o . The base asset, however, 

would take the form of a s p e c i a l l y designated Treasury b i l  l 

which would be negotiable (and known as, say, an NBA). Not a l  l 

Treasury b i l l s issued each week would be designated NBAs so that 

the a u t h o r i t i e s would c o n t r o l the stock of NBAs i n existence 

independently of t h e i r need to borrow from the banks. 

23c When the a u t h o r i t i e s wished to r e s t r a i n the money stock they 

would create l e s s NBAs than would be needed to support e x i s t i n g 

deposits. NBAs would then trade at a premium as compared with 

other Treasury b i l l s so that the marginal co3t of deposits to 

banks would r i s e . I n d i v i d u a l profit-maximizing banks w i l l normally 

accept deposits j u s t to the extent that the cost of obtaining t h e i r 

l a s t deposit equals the return they can make i n i n v e s t i n g or on­
lending that deposit. When NBAs are i n short supply the cost of 

holding deposits increases and the banks w i l l each be induced t o 

cut back t h e i r l e a s t p r o f i t a b l e investments and t h e i r deposit 

l i a b i l i t i e s accordingly. 

24. A l l banks w i l l do t h i s u n t i l deposits i n t o t a l are reduced 

to the number supportable by the stocky of NBAs. Since a l  l banks 

face the seme cost of obtaining an extra NBA, e f f i c i e n t banks.who 

f i n d p r o f i t a b l e earnings opportunities w i l l be able to maintain 

higher deposits than i n e f f i c i e n t banks faced with only marginally 

p r o f i t a b l e investment o p p o r t u n i t i e s . These l a t t e r w i l l be forced 

to cut back severely on both deposits and assets since the scheme 




makes a large amount of t h e i r business u n p r o f i t a b l e , 

25. While being formally a monetary base c o n t r o l , t h i s scheme 

has a f f i n i t i e s with both the e x i s t i n g reserve asset c o n t r o l s 

and the SSDS, The worst problems of the former are removed 

i n t h i s system since only the a u t h o r i t i e s are able to supply 

the reserve asset. On the other hand, i  t might also bo regarded 

as a modified SSDS, i n that the a u t h o r i t i e s e f f e c t i v e l y f i x 

the ma;d.mum growth i n bank deposits, but In t h i s case, leave i t 

to the banks themselves to determine the a l l o c a t i o n of those 

deposits by the normal competitive process. 

26. This scheme would have the e f f e c t of t r a n s f e r r i n g the onus 

of s t e r i l i z i n g external flows from the a u t h o r i t i e s to the banks 

themselves. I f the banks as a whole were constrained i n t h e i r 

t o t a l deposits, then an i n f l o w could not increase deposits. 

I n d i v i d u a l banks faced with the prospect of u n p r o f i t a b l e inflows 

would lower t h e i r deposit rate to avoid then. In consequence, 

e i t h e r e x i s t i n g bank deposits would be a t t r a c t e d i n t o p u b l i c 

sector debt or the lower domestic deposit rates would lead to 

c a p i t a l outflows. In e i t h e r case, the a u t h o r i t i e s would not have 

to take d i s c r e t i o n a r y a c t i o n . In t h i s way, the scheme could help 

to minimize the d i s r u p t i v e impact of external flows on the money 

supply. 


27. A scheme on these l i n e s would seem s u f f i c i e n t l y i n t e r e s t i n g 

to merit f u r t h e r consideration alongside those discussed i n Section 2, 


Conclusion 

28. The various schemes f o r monetary base so f a r put forward a l l 

have defects. But they cannot be r u l e d out on t h i s account. As 

the paper has shown, i f p e r f e c t i o n i s to be the i d e a l , the e x i s t i n g 

system f a i l s on many counts. 

29- We have been l i v i n g with monetary targets now since 1976. 

The present svotem of monetary c o n t r o l grew up i n a very d i f f e r e n t 

environment. P o s s i b l y the main problem ye have experienced has 

been i n making timely adjustments to the money stock during the 

course of the year when - f o r a period at l e a s t - f i s c a l p o l i c y 

can be regarded as given end bank lending i s d i f f i c u l t to i nfluence. 

At times i  t has seemed that we do not have adequate instruments . 

to deal with divergences, and the e f f e c t of the instruments we*do­
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have i s uncertain. And i t i s here that an overt supply side 

c o n t r o l l i k e the monetary base o f f e r s the prosnect of improvement. 

30. One cannot say on the basis of t h i s sort of paper that MBC 

would be an improvement - s t i l  l l e s s make a f i r m recommendation 

that we should go ahead and introduce i t  . The e x i s t i n g system 

has one great advantage - we think we understand i t , know i t s 

blemishes, and can work i  t - even i  f the process i s at times 

a messy one. The l a s t t h i n g we went i s to make hasty changes to 

the system whose r a m i f i c a t i o n s we do not 'understand, and which 

might r e s u l t i n a l o s s of c o n t r o l over the money supply at a time 

when monetary p o l i c y i s at the f o r e f r o n t of the Government's 

economic strategy. 

31. Several important questions have not even been considered 

i n t h i s paper. F i r s t , i t i s not c l e a r how much d i s r u p t i o n to 

the f i n a n c i a l system p a r t i c u l a r schemes would cause, and what 

the i m p l i c a t i o n s f o r C i t y i n s t i t u t i o n s would be. We can however 

say with c e r t a i n t y that these might be considerable, e s p e c i a l l y 

f o r the Discount Market. Second, we need to consider c a r e f u l l y 

how monetary base c o n t r o l can be r e l a t e d to the various monetary 

aggregates which we at present use to monitor monetary conditions. 

T h i r d , we need to be quite c l e a r about how MBC would operate under 

d i f f e r e n t exchange rate regimes. 

32. There i s only one way to resolve these questions. A small 

number of schemes - perhaps those discussed i n t h i s paper - should 

be studied by the a u t h o r i t i e s i n d e t a i l ; there i s as yet no 

complete ana l y s i s of any si n g l e scheme f o r the UK. Provided 

there were no market objections the next stage might therefore 

be the preparation of a paper d e t a i l i n g these schemes as a basis 

of f u r t h e r d i s c u s s i o n , p a r t i c u l a r l y with those affected i n the 

a l l important area of p r a c t i c a l banking. 

33. This i s not a proposal f o r delay. Not only are such d i s ­

cussions v i t a l i n t h e i r own r i g h t i f MBC i s thought worth pursuing, 

they would f i  t i n with what might be an appropriate time fox­
introducing changes i n the system. This would i d e a l l y be when the 

government had made progress i n i t s o b j e c tive of reducing the 

i n f l a t i o n rate and achieving a b e t t e r balance between f i s c a l p o l i c y 

and i n t e r e s t rates within the d e c l i n i n g £M3 target. 
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APPENDIX 

SOME SPECIFIC PROPOSALS FOR MONETARY BASE CONTROLS 


J_. Gordon Pgppjgr: "A Monetary Base for the UK: A P r a c t i c a l 

Projjosal" ("in Supplemen E to W Gre':nwells"~"&~pecial B u l l e t i n of 

^ ] 4 r c " h T 9 7 9 T ^ 

The monetary base would cons i s t of bankers' balancer, at the 

Bank of England. A l l banks would be required to hold a f i x e d 

proportion of t h e i r deposits i n the form of t h i s asset, which 

would carry i n t e r e s t . The proportion would be the same f o r a l l 

c o n t r o l l e d i n s t i t u t i o n s but the l e v e l of i n t e r e s t paid might 

vary depending on the nature of the deposits concerned. P e n a l t i e s 

would be applied to banks which f a i l e d to meet the required r a t i o 

depending upon the seriousness and frequency of the offence. 


This system i s close to a c l a s s i c a l MBC except that the p o s s i b i l i t y 

of leakage through thenon-banks1 holding of notes and co i n i s 

eliminated. On the other h8nd, the monetary base would e f f e c t i v e l y 

be the government's r e s i d u a l source of finance. I t would r e f l e c t 

any foreign exchange i n t e r v e n t i o n , any day-to-day v a r i a t i o n i n the 

excess of government's expenditure over income or v a r i a t i o n s i n 

sales of debt to the non-bank p r i v a t e sector. 


2. 0 E Wood; "Cash Base Control and I n s t i t u t i o n a l Change i n the 
UK" T^mmciaTTsys-cem" (1 ortnc '6pUi(r~Tn "The Tinker'7; 

The monetary base would consist of notes and coin plus bankers' 

balances at the Bank of England. There would not n e c e s s a r i l y 

have to be a required minimum r a t i o since the banks would n a t u r a l l y 

hold a minimum amount of such assets f o r t h e i r own pr u d e n t i a l and 

commercial reasons. However, i t would a i d the p r e d i c t a b i l i t y of 

the system i n the i n i t i a l stages f o r a minimum r a t i o to be imposed. 

This scheme i s the c l a s s i c a l MBC. As such, i t has a l l the p o t e n t i a l 

advantages and disadvantages discussed i n the main body of t h i s 

note. 


3- Professor Brian G r i f f i t h a t " C o n t r o l l i n g the UK Money Suonlv" 
(forthcoming i n the Lloyds Bank ReviewJT 
This scheme i s i d e n t i c a l to that of Wood except that G r i f f i t h s 

would not wish to impose a minimum base asset r a t i o , except, p o s s i b l y 

f o r p r u d e n t i a l reasons. ~" 




The a u t h o r i t i e s would c r e a t e a nev; a s s e t , the Reserve D e p o s i t , 

which would he s o l d t o banks o n l y - i n i t i a l l y i n p r o p o r t i o n t o 

t h e i r i n d i v i d u a l h o l d i n g s o f b a l a n c e s a t the Bank of England. 

I n t e r e s t a t the market r a t e would be p a i d on these a s s e t s which 

would i n f a c t be d e p o s i t s a t the Bank of England. At the end 

o f each day's c l e a r i n g the Bank would a l l o c a t e e x t r a Reserve D e p o s i t s 

t o banks whose o r d i n a r y bankers' b a l a n c e s showed they had gained net 

d e p o s i t s and remove the a p p r o p r i a t e amount from banks who had l o s t 

n e t d e p o s i t s . 

Banks would be r e q u i r e d t o h o l d a f i x e d Reserve D e p o s i t / d e p o s i t 

r a t i o w i t h an i n c r e a s i n g s c a l e o f p e n a l t i e s f o r d e v i a n t banks. 

R e s t r a i n t on the money su p p l y would be e x e r c i s e d by the a u t h o r i t i e s 

u n i l a t e r a l l y c o n v e r t i n g a c e r t a i n p r o p o r t i o n of Reserve Dep o s i t s 

h e l d by the banks i n t o o r d i n a r y bankers' bal a n c e s which would not 

count as r e s e r v e a s s e t s . To a v o i d p e n a l t y the banking system 

as a whole would have t o c o n t r a c t i t s d e p o s i t s i n these circumstances 


T h i s scheme has the l e a s t a f f i n i t y w i t h the c l a s s i c a l NBC o f those 

c o n s i d e r e d . I t t h u s a v o i d s the p o t e n t i a l drawbacks of I1BC but 

r e t a i n s some o f the adv8Jitage3. I t would, however, be extremely 

complex t o a d m i n i s t e r and p r o b a b l y unworkable. In p a r t i c u l a r , the 

Bank of England would not know whether the i n c r e a s e i n a p a r t i c u l a r 

bank's o r d i n a r y balance r e f l e c t e d t h e drawing down o f a d e p o s i t w i t h 

another b a n k ( i e no i n c r e a s e i n the money s u p p l y ) o r the i n c r e a s e 

o f an o v e r d r a f t w i t h e j i o t h e r bank ( i e a net a d d i t i o n t o the 

money s u p p l y ) . I t would not t h e r e f o r e know how t o a l l o c a t e the 

Reserve D e p o s i t s . 


5 . The N e g o t i a b l e Base Asset Scheme ( o u t l i n e d i n t h i s n o t e ) . 

A p r o p o r t i o n o f a l l T r e a s u r y b i l l s would be d e s i g n a t e d N e g o t i a b l e 
Base A s s e t s (NBAs) 8nd s o l d a t the weekly t e n d e r . Only ba r k s would 
be a l l o w e d t o buy these a s s e t s but they would o t h e r w i s e be f u l l y 
n e g o t i a b l e . Eanks would be r e q u i r e d t o m a i n t a i n a minimum fTBA/ 
d e p o s i t r a t i o w i t h an i n c r e a s i n g t a r i f f o f p e n a l t i e s f o r o f f e n d e r s . 
Except f o r h a v i n g t h i s r e s e r v e a s s e t s t a t u s , NBA3 would o t h e r w i s e 
be i d e n t i c a l t o e x i s t i n g T r e a s u r y b i l l s . 

When the a u t h o r i t i e s wished t o r e s t r i c t the money su p p l y , they 

would c r e a t e l e s s NBAs than needed t o support t h e e x i s t i n g d e p o s i t s . 




NBAs would then be i n short supply and trade at a premium 

as compared with ordinary Treasury b i l l s . Thus the marginal 

cost of finance to banks would r i s e and they would reduce 

t h e i r least profitable earnings assets together with t h e i r 

deposits. E f f i c i e n t banks with profitable investments would 

not do t h i s to the same extent as i n e f f i c i e n t banks whose asset: 

were invested i n low return projects. 


This scheme would avoid the obvious potential defects of the 

c l a s s i c a l MBC but would retain most of i t s advantages. On the 

other hand, the f u l l implications of the system have nto been 

worked out. 
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