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Implementing Monetarism:
Some Reflections on the UK. Experience

1. Introduction

Whatever it may be expost, contemporary British macro-eco-
nomic policy is conceived and rationalized as an exercise, defined
over some “ medium term ” plaoning hotrizon, in “ monetarist gra-
dualism.” The wisdom (ot folly) of this policy is not here considered.
This paper is concetned with the problem of its implementation: -
that is the extent to which the chosen intermediate tatget available,
defined in the UK. as stetling Ms (= £Ms), is, in practice, a “ con-
trollable variable ” in the sense requited by a “monetarist” mo-
netary policy. As we shall see, there is evidence that it has not been
and some reasons for thinking that it will not be,

More specifically we look at two main issues:

(1) how effective has monetary control been in the United
Kingdom, and (2) what would be involved in attempting to for-
mulate a set of monetaty atrangements more condusive to an “ ac-
ceptable ” degree of control of £Ms.

Because of limitations of space, the tteatment of (2) is rather
general and hence rather superficial in that it ighotes aspects of
the conttol problem which are specific to the United Kingdom.
Our discussion, therefore, can be better regarded as an illustration
of the technical difficulties of implementing effective monetary
control rather than a comprehensive treatment of the difficulty of
doing so in the UK. context.' It is, however, our hope that it

! A fuller treatment will shortly be available as a Department of Fconomics, '

Univetsity of Southampton Discussion Papet.
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will setve as a reminder that, away from the lecture room and the
political hustings, the implementation of *monetatist policies ”
raises considetable theoretical and technical problems which are
often ovetlooked.

2. Contemporary U.K. Macro-Economic Policy

The present “monetarist” gradualism adopted in the- UK. is
fully described in the evidence of the Bank of England and the
Treasury to the House of Commons Treasury and Civil Service
Committee” Put crudely it defines macro-economic policy in terms
of:

(a) one ultimate target variable, namely the rate of infla-
tion { = P)

and (b) one intermediate target variable, the rate of growth in
sterling Ms ( = £Ms).

Sitwe £M; is an endogenous variable within the macro-system,

it follows that both monetaty and fiscal politios must be managed
so that £Ms tracks, with a satisfactory degree of accuracy ovet
some relevant control horizon, the target path £Ms* which the
authotities have defined.

The underlying theory, stated vety orudely, is as follows:

E =f(£Ms) (1)
when B =rate of gtowth in nominal Gross National Product.

E=p+y | (2)
when ¥ = rate of growth of teal National Product so that

p+y = f(£M). (3)

The last equation then vields a theoty of inflation by assuming
that, in the medium or long-tetm, ¥-is given by “real ” forces and
that the economy typically operates at some “ natural level of unem-
ployment.” Hence the “medium tetm ” relationship becomes

p = £(EMs) — ¥a (4)

2 Minutes of Hvidence, Treasury and Civil Setvice Committee of House of
Commons (1980). : .
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whete
= = the exogenously given medium term growth in real out-
put at the “natutal level of unemployment.” :

- Because the theory is medium term, £M; in (4) really relates
to the rate of gtowth in £Ms over a petiod sufficiently long for
short-term distortions in £Ms — due (say) to temporary portfolio
shifts — to be ignored. Unfortunately this period, whatever it is
in terms of calendar time, is far longer than the “control period”
over which the authorities seek to influence £Ms which is typically
of the onder of a calendat quarter or less. This means that the
observed value of £Ms over say a month, may be a very poot indi-

cator of the rate of growth in the “true medium term ” £Ms de-

fined by {4). There may, as a result, be non-negligible shott-term
“distortion etrons ” which make it hard to discern what is happening
to the “ true medium term ” £M..

To wsee this more aleaﬂy define £/ = the growth in “ true
medium tenm ” £Ms. We now have: ‘

EMs = £Ms + e = £Ms + Distartion Error (M.1)

The “ttue target tate,” which is derived from (4), is corte-
spondingly £Ms*. In intenpreting short-term policy the rate is,
however, usually equated with £Ms* given by the authorities.
Hence _
£M;— EMa*=observed short-tenm (s~ £V )+ (EMs— £]s) (M.2)

etrot =true tracking etror -
distortion error

The obvious consequence of (M.2) is that the authorities “ suc-
cess ” or “failure” in tenms of the ®true tracking error,” which is
the theoretically relevant concept according to (4), cannot be esta-
blished unless there is some way of quantifying the distortion
error”; that js unless there is some means of eliminating, from the
observed data, that element in £Ms, which has, according to the
basic theory, little or no impact on E or p. In the Treasuty and
Bank of England discussion of monetary control, such changes are
referred to as “ cosmetic ”? : ‘

* Cf. Monetary Control Cmnd 7858 (IMSO, 1980) hetcafter referred to as
Green Paper paras’ B.27, 28, 33. '
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“The identification of *cosmetic” changes derives, of course,
from the monetary transmission mechanism. Unfortunately, it is a

characteristic of many vetsions of ¢ monetarism” that this is not

specified in a way which permits an observed chm%? in £Ma to'bs
unambiguously decomposed into *cosmetic” and non-cosmetic
components.! For example, suppose a change in relative interest
vates induces the non-bank public to shift from holding NCD’s to
holding Treasury Bills, Is the resultant observed fall in £Ms wholly
“ cosmetic,” partly “ cosmetic 7 or not “cosmetic " at a%l?. We cannot
say unless we have a quantitative theory of the transmission.

If these arguments ate accepted:

(1) in implementing monetary policy the. authorities are -

expected to control the non-observable veriable £Ms by controlling
‘the obsetvable variable £M: in the absence of a quantifiable theory
relating the two;

(2) some “distortion errors” arise because the methods of
control employed by the authorities (the “ Cotset” was the obvious

example) induce transactors to take action which reduces £M: be-

low £Ms;

while (3) it can be argued that short-term changes in £Ms result-
ing from actions by the monetary authorities are predominantly
“ cosmetic ” in the sense desoribed.’

The first of these points suggests that we cannot expect pre-
cise short-term control of £Ms in the sense relevant for the under-
lying theory — 4 condition which is te-enforced by the third, We
theiefore define the task of implementing a “monetarist” mone-

© taty policy as being:

(i) to bring about an “ acceptable ” degree of co'rrespgsnade{}-
ce between £M; and £Ns* over the “ control horizon ™3
by (i1) employing control techniques which minimise the like-
lihood of induced “ distortion etrons ” such as those evo-
ked by the “ Cotset.”

1 Cf, ibid. paras 117, 2.2, 6.1, 61 A.11, B, 27-28, B.33.

S This is a view which can be supported from then Greew Paper, pares

B.27.28, B.33.

Implementing Monetatism: Some Reflections on the UK. Experience 123

- In relation to the theory set out in (1) - (4) this is a decidedly
modest task for, if non-induced “distortion errors” are significant,
even equality between £Ms and £Ms* may entail significant and cu-
mulative errors between £M: and f.;Ma"‘ with, one must assume,
equally significant consequences for E and p.

3. Contemporary UK. Practice and the Problem of “ Réform "

There are essentially two apptoaches to the control of .the
nominal money stock just as they ate to the control of any quantity
traded on a market. : :

The first of these is simply to set the price of the commodity
in question. Given the market demand ‘cutve, the quantity deman-
ded is then determined and, if supply is adjusted to satisfy demand,
so is the quantity supplied. If this technique is applied to the
money stock, the authorities set the “ interest rate,” the non-bank
public detenmines the quantity demanded, the banking system sup-
plies what is demanded and the authotities provide whatever level
of base money the banking system and the non-bank public de-
mand. In this system, in its most elementary text-book form,

(1) the exogenous policy instrument is “ the Interest rate ”;

(2) the endogenous target variable is the nominal money
stock; ' :

and (3} the relevant monetary base is an endogenous variable
which is adjusted by the authorities to provide whate-
ver amount of reserves the banking system demands.

Speaking very broadly, the UK. system is of this type. It
follows that etrors in selecting “ the interest rate” or in the autho-
tities estimated money demand function are reflected in deviations
of £M: from its target value £Ms*. So too are etrors in the autho-
rities forecasts of the value of any vatiable entering the money
demand function in addition to “ the interest rate,” Unfortunately,
the world #s typically less simple than the text-books. *The inte-
rest rate ” must, in fact, be interpreted not only to mean the level
of rates in some (typically undefined) index number sense but also
the structure of rates, And more particularly the relative rates
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on bank Habilities included in £Ms in telation to rates on compet-

ing short-term assets for, should these relative rates move gnappro-
priately (let ws say through an increase in the relative interést rate
on bank liabilities) it is quite possible for a tise in “ the interest
pate” to increase rather than reduce the demand for £Ms in the
short period.” Since the authorities in the UK. have no direct
influence on relative rates, this constitutes an important potential
source of weskness in the UX. system of controlling £Ms.

In theoty, short-tun portfolio shifts of this type bting about
changes in £Ms rather than the theoretically welevant, but unob-
setvable, £Ms. They ate, therefore, probably largely “cosmetic.”
But without an operational theory of the transmission process, this
cannot be stated with confidence nor can the distortion etror be
measured precisely. Presumably it was because of the authorities’
inability to distinguish between £Ms and £M. and because of their
lack of confidence in others’ ability to do so, that the “Corset”
was dntroduced to minimise the risk of such “ petverse ” rate effects
by discouraging the banks from competing aggressively for interest
bearing deposits.” No doubt the “ Cotset ” was buttressed by less

formal procedures conveniently (and politely) described as “ motal -

suasion.”

The UK. method of controlling £Ms was thus, until recently,
a “demand ” system buttressed by the * Corset,” Exchange Control
and moral suasion.’ At the moment of writing it is almost purely
a “demand” system since Exchange Control has been abolished,
which rendered the “ Cotset ” ineffective and thus led to its abolition.
Natutally, the “Cotset” provided an incentive to evasion on the
part of the banks, It hus entailed an induced distortion of un-
known, but probably very considerable, magnitude in £Ms in rela-
tion to the theoretically relevant £Ms?

8 This has occutred on a sighificant scale. In extteme cases, the rate on
NCD’s has risen above the rate on advances leading to “round tripping” ie.
borrowing (oh overdraft) to relend to the same or another bank. It seems
possible that this also occuts in a minor way near banks’ % make-up * days.

T The Cotset™ (officially the Supplementary Special Deposits scheme) im--

posed a penalty on barks which increased their Intercst Bearing Eligible Lia-
bilitics in excess of a defined target, It thus raised the matginal cost of bidding
for funds in the wholesale money market, .

8 The existence of Exchange Control largely restricted the banks’ ability so
obtain funds from the Euro-markets. - .

9 The rapid expansion of £Ms in July end August 1980 is generally attributed
to the “unwinding” of ttansactions previously undertaken in order to evade the
“ Cotset”; that -is to a process of *redntermediation.” ) .
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 Reverting to text-book simplicities, the alternative to controll-
ing some traded quantity from the demand side by setting its price,
is to operate on the stpply function. Where monetaty control
s in dssue, this entails the authonities’ setting the quantity of
some asset which beats a stable functional relation to the nominal
money stock. This is usually taken to be the “ monetary base”
which, in the textbooks, is defined as central bank liabilities held
by the banks and the nonbank public. The toney supply is then
taken to be a function of the “ monetary base” and, in more so-
phisticated versions, “the interest rate.” Instead of setting “ the
interest rate,” the authosities now set the “ monetary base.” Money
demand and supply are equated in the market by “the interest
rate” which is now an endogenous variable. Formally speaking
etrors in the money demand and supply functions, or in the autho-
nities forecasts of vatiables othet than the “ monetaty base” enter-
ing into both, ate now not wholly reflected in £M: since some
part will be offset by induced (but unanticipated) changes in “ the
interest rate.” Unfortunately the apparent simplicity of this modus
operandi is as much of an illusion as the apparent simplicity of
demand side management. We shall retutn to this and related pro-
blems in later sections. For the present we merely note that the
contemporary proposals to “ reform ” the system of monetary ma-
nagement in the United Kingdom typically propose some vaniant of
monetary base ” control as we have described it in essentials.

4. The Record of Monetary Management

Our argument thus far requires the Bank of England to under-
take a limited form of monetaty control which should be interpreted
as:

(i} attaining an “ acceptable ” degree of cosrespondence bet-
ween observed £M: and £Ms* over its “control hoti-
zon "

.
?

by (ii) techniques which minimise the incentive to transactors

to act in a way which increases the “ distortion error”
between £M; and the theoretically relevant £Ms*.

What meaning can we give to “acceptable ”?
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In terms of the underlying theory, the relationship between
Ms,  and p relates to the “medium term » which, though rarely
dlearly defined, probably means something between 2 and 4 years,
One interpretation therefore is that provided £Ms is close to £Ms*
over (say) two yeats the result must be regarded as “ acceptable.”

An alternative to this can be derived from dynamic simulations
with macro-econometric models, Speaking impressionistically, these
models, which are typically based upon a quartetly time petiod,
commonly imply that  reasonable ” errors in the quarterly growth
of the target nominal money stock would need to petsist for per-
haps 2-3 quarters with the same sign for there to be any significant
impact on B or p. Thus control petformance would be “ acoep-
cable” if the “ medium term” tequirement wete met gnd monthly
errors which were cumulatively positive or negative over (say) 5-6
months ot more could be avoided.”

These two tequitements of “acceptability ” do not appeat to
be very demanding. Both, however, relate essentially to the “ real”
economy. 1f we now consider the financial sector, the ptoblem

becomes less tractable. For example, interest rate expectations are,

sttongly influenced by discrepancies between £Ms and £Ms* and,
where £Ns > EMs* rates are commonly expected to tise.”" In these
citcumstances government debt is hardet to sell to the non-bank
public and £Ms tends to tise further in relation to £Ms*,

In shott, money stock “targetry " probably increases the po-
tential short-run instability of the markets in government debt and
this tends to be accompanied by greater short-tun variation in short-
tenm interest rates. By the same token it adds to the difficulties of
debt management in the short-term as the events of Autumn 1979
made dlear.

Tt is a commonplace that, whatever the system of monetary
control employed, it will involve some trade off function between
the vasiance of the target money stock around its target value and
the variance of short-term interest rates. Bearing this in mind we
can regard the tesults of control as © acceptable 7 if:

0 The relevance of such simulations is dubious since they ate not only
open to the criticisms made by Lucas [4] but alse to the mote convgntzgml
objection that they are estimated over a satnple perlod dominated by obsctvations
before “ monetary targetry® became general.

1 Cf, Green Paper para 14.

|
|

Implementing Monetarism: Some Reflections on the UX. Fxperience 127

(i} th(_e “medium term” relationship between £Ms and
EMs* is satisfactory (i.e. within the specified error
range which in the UK, is 4 per cent);

(ii) erroms of similar sigh do not cumulate over {say) 5-6
months or more;

(iii) the monthly variations in £M: are not such as to ob-
scure the “ trend” — taken as an observable proxy
for £M3;

(iv) the monthly vamiations in E£M: around £M:* do not
entail severe “ expectation induced ” difficulties in debt
management

while {v) the shori-tenm vatiation in short-term interest rates is
not so great as to impalr the efficient working of finan-
cial markets.

The conditions (i) - (iv) have been presented in terms of
mornt;]fﬂy data not because a calendar month is the relevant or opti-
mal “ control period ” but simply because a month is the shortest
petiod for which published official data for the money stock are
available in the UK. By contrast the “ control period,” defined as
the perfod over which the authorities seck to modify £M; may
be greater ot less than a month and will generally be considerably
less than the period (defined as the “ control horizon ”) for which
a target cate of growth in the money stock is defined.
~ Once the problem of “ acceptable ” monetary control is stated
in this way, the severe technical difficulties of implementing a * mo-
netarist © monetary policy become appatent. Even if some. agreed
quantitative intenpretation can be placed upon conditions (iv) and
(v), we do not know whether the conditions as a whole can be
met by any system of monetary control. Thus, in examining tecent
monetary experience, we may be able to say that performance was
not “. acceptable ” in relation to (i) - (ii) but have no means of
kpowrnlg whether a more “ acceptable ” performance would be tech-
nically possible.

In these cincumstances, all that we can do is examine the re-

_ cord and try to form a “teasonable ” judgement on how far per-

formanm.e has been “ acceptable” in the UK., We can also supple-
ment this by looking at U.S. experience though this is a somewhat
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dubious procesding since it certainly does #of follow that what is
technically possible in the U.5. (or elsewhere) is also technically
possible in the UK., while US. targetting procedutres differ very
matkedly from those presently adopted in Britain."” _

Up to 1979.IV, the Federal Reserve’s operating target was
the Federal Funds Rate which was typically specified within a range
of about 1 per cent. The target was chosen so that M: and M: follo-
wed growth paths consistent with the F.OM.C.’s targets.” Vety
useful analyses of the Federal Reserve’s control petformance ate
given annually by the Federal Reserve Banks of New York and
St Louis and the reader who requires a detailed account should
consult those journals, In the shortterm, however, under the
“ demand side ” system, the target tanges for M and Mz were fre-
quently missed. Moreover, there is some evidence of cumulative
etrots of non-negligible size: for example, in tetms of Mi, during
June-September, 1977, March-October 1978 and again in March-
September 1979, '

In the UK. there is no target growth tate defined for any

petiod other than the “control horizon " which is usually a year

ot six months, Monthly growth rates in £Ms do, howevet, show
vety large variation and typically exceed the implied target rates
when the mean of the target range is taken as a monthly target.
This is made clear in Chart I .

It seetms, however, questionable whether the U.K. performance
was due to a “ bias” in favour of delay or timidity in taising short-
rates as is frequently argued and, indeed, apparently accepted by the
authorities themselves.” S

Both the U.S. and UK, data suggest very forcibly that detmand
side” control is imprecise and, in terms of our conditions, not to
be regarded as “ acceptable.” What of “ supply side” control?

The shift in U.S. monetary control techniques occutred in Oc-
tober 1979 and there is, as a result, relatively little data relating to

2 These procedures ate described in detail in the PFederal Reserve Bank of
St Louis Reviews in March of each year and in the corresponding issues of the

Federal Reserve Bank of New York Review. The proceedings of the Federal.

Open Market Committee (FOMC) ate reported in the Federal Reserve Bulletin,

15 There is an extensive US, literature on the control techniques employed;
of. in particulae [1] [2] and [3] and the reference there cited.
WL Green Paper Chaptet 5 whete a quasi-automatic adjustment of rates
is proposed. It seems entire?y arguable that the Bank's willingness to raise rates
since November 1979 has been. constrained by Ministers on political grounds and
not by central banking caation. ’

(
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though 7

(iii) it appears that “supply side ” techniques, as their cri-
tics have suggested, do involve greater shott-run va-
viatlon in short-term tates.

5. | A Case for Monetary Base Control?

The proposal to replace the existing “' discretiopaty dema;;g
system of contral in the UK. by some variant of a .suppd.y e-
- monetary base” system was examined — an»d fou‘_rmd wanting —
by the Bank of England and the Treasury in their Green Papgr.
on monetary control. This document is well known and we do
not review its arguments here. We note, how-evex.', that the ?1:
netaty base” proposal remains on the table despite the fact that
the two authonities preferred a modification of -the existing system

which introduced a measure of automaticity into this present di-

scretionary adjustment of interest rates and related the adjustment
to the obsetved error in tracking £Ms*. This is generally known
the “ indicator ” system. . _

" thgimian the “ momfetary base” proposal temains dlive, we now
examine some of the problems involved in devising a womkab_ie
system of this type in the belief that, by douinng. 0, We s:houiI'd obtain
o fuller understanding of the technical diffioulties of ﬁonnmﬂmg £Ms.

Employing the familiar static textbook model ' we can write

two equivalent expressions for the nominal money supply thus:.-

M = BB.K 4+ Cup (5.1)
M =MBK+(1-K)Cae : (5.2)
there \

K = reciptocal of the banks’ reserve ratio = _é..
MB = monetaty base
BB = MB —Cup = Banlss’ reserve base
Cup = non bank public’s demand for curtency

' 1 : % 1 34
16 Thus using the errors in tracking as an indicator,

17 \We consider onmly a system under which there is a mandatory minimum

reserve ratio to deposits { = 4
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and, from the central bank’s balance sheet identity
MB = G‘Seb + OAcb - Dg.cb —— SDIJ.ch + Zt.'b

where
GSew = government securities held by the central bank
OAu = overseas assets held by the central bank
De.» = government deposits at the central bank
SDs.co = bankens’ special deposits at this central bank
Ze = other net assets of the central bank
and q is constrained by a requirement to be = qun which Is set by
the authorities.

Suppose now that the authorities seek to set M® by setting
MB ( = mouetary base) and, simply to clarify ideas, that the autho-

 rities can set MB precisely equal to some target value MB*® The
first problem facing the authotities, neglecting the dynamic diffi-

culties which would arise because K ds not a single coefficient, but
a faitly complex distributed lag, is to use (5.2) to define MB* given
M ( = the tanget value of the money supply). This entails:

(1) forecasting Cuw a5 (say) Cusp on the basis of some cur-
rency demand function;

and (ii) forecdsting the aggtregate reserve ratio (=9 x-ll—) which
the banks will hold. <

Given the above fotecasts, then, if MB is set equal to the
caloulated MB*, the expected value of (5.2) is M** and M* will
deviate from M°* only if thete are etrots in forecasting Cunp and/or
in forecasting q.

- The degree to which the authosities can forecast Cus is not
known but some error is unavoidable, When MB is set, the mul-
tiplier for any such error is 1.K which exceeds unity. Alternatively
if BB is set, the multiplier is unity, This suggests that, if a “base”
type system is to be introduced, it may be more sensible to em-
ploy BB and not MB as the operating target. This, of course,
simply amounts to:

18 The limitations on the authorities’ ability to do this ate stressed in the
Green Paper,
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(¢) substituting a Deposit target (D*) for a money supply
tarnget and (b) accepting whatever range of. error in controlling M
results from errors dn forecasting Covy and hence deriving D* from
M** by use of the definition M** = D* +Cabe.

Suppose now that BB is set rather than MB. The mandatory
reserve requitements entails that g = gum for each bank. This ag-
gregate ¢ may, however, be extremely difficult to forecast not only
because the banking system in the UK. is non-homogeneous but
also because, in any shott period, it will not only reflect outcomes
which banks planned but outcomes which some banks did not plan.
This is inevitable in any system in which, within any shott petiod,
banks have imperfect control over their own portfolios.”” These
permanent characteristics will be supplemented in the eatly stages
of any “base” system by transitory uncertainties. The forecast
of q ( = §) is thus likely to display a fair range of error and it
may take some considerable time befote a reasonably reliable ag-
gregate reserve demand function emerges.

We must now recall that our simplifying assumption that BB
(or MB) can be set with great precision is no# valid™ The difficul-
ties ate then compounded since errors made by the authorities in
setting BB will supplement those made in forecasting q thus contri-
buting to dewiations of D from D* and hence in M’ from M°*,

The reasons why BB or MB cannot be set with great precision
ate clear from the MB identity fot, of the five soutces listed, the
authorities have direct control over only two: GSs and SDbe
The remainder must be forecast and, in any short period, any such

forecasting seems sute to entail fainly sizable errors particularly dn

view of the fluctuations in public sector cash flows and the changes
in overseas tesorves which, in practice, are unavoidable even under
a floating rate régime, '

Since errors in setting BB or MB and in fotecasting are una-
voidable it scems that, if possible, any “ base ™ control system should
be set up in a form which makes it likely that errors in forecasting
q and setting BB will be negatively correlated and thus, at least
in patt, offset each other. This in turn suggests that the rules of
the game should be set up in such a way that:

¥ In an overdraft system, the banks determine lmits: the customer deter-
mines advances and hence deposits.
2 Cf. F/N (3) above.
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(i) the banks are enabled to identify situations in which
. BB is likely to exceed BB*: that is the authorities are
likely to create excessive bank reserves;

and (ii) are at the same time encouraged to set their reserve
ratios, in such situations, above what they otherwise
would have been.

6. A possible Modus Operandi

Our anguments suggest that the operating target of the autho-
rities should be BB ( = Bank reserves) and that, since there is ample
evidence that banks cannot adjust quickly to changes in their re-
seves, BB should be set with a fainly Jong control period in mind.
This dynamic asgument is strengthened by the consideration that
attempts at tapid contection of errors in £Ms in relation to £Ms*
may entail considerable, and even increasing, fluctuations in the
rate of change of BB.” . OQut intenpretation of what is practicable
is, therefore, relatively modest. However, when we consider what
these * relatively modest ” suggestions might entail, we see once
more the technical difficulties involved even in a rather unambitious
control specification. _

Because of the banks’ inability to make rapid short-term adjust-
ments, it would seem essentidl to provide them with information
regarding the authorities’ target value of reserves (BB¥) in future
periods. We thus suggest that, at time t, the authorities should
publish their target figure for: '

(i) BB* {t+i) i=1,2,3
and (ii) D* (£-+4) i=1,2,3
The latter figure is, of course, a derivative of the officially

announced target for £Ms* and forecasts of Cowp (t+i). The former
is derived from the latter by applying a forecast value of q (= q).

_ # In operationa]l tetms this implies identifying £M; with the “trend™: that
is the average of £M, over several monihs.
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In & well established *rteserve control system” it might be
reasonable to expect q to be a close approximation to Gmis: that
is banks, in general, to have a zero demand for excess reserves.
In the early stages of such a system, because of uncertainty in its
opetation, the banks must be expected to hold some excess resetves.
Hence initially the authorities would need to work on the basis
of § > qmia. However, the aggregate § employed by the authorities
would be readily caloulable from (i) and (if) and the banks would
therefore be aware of the authotities forecasts of their collective
performance. :

The petiod of calendar time dmplied in (i) and (if) has not yet.
been defined. It is essentially an “ accounting period ” in the sense
that it is the period of time over which the banks are expected to
maintain q = qua. How long this should be, and the precise way
the banks’ resetve obligation should be defined are awkward mat-
ters to which we shall teturn later, Simply to fix our ideas we now
define:

(1) the accounting period = one month;
and  (2) the information petiod = one week;

where the latter is the petiod over which the authorities provide
statistical evidence of the movements in BB and D. s

Thus each information period the banks would be given de-
tails of how the reserve base has actually moved and the authotities
estimate of the movement in D.* This would give the banks some
help in calculating whethet the actual reserve base was moving as
the authotities planned or not. It would dlso be a useful indication
of the ovetall performance of AD in relation to AD*. _

It would be foolish to over-estimate the value of this infot-
mation since weekly figures for total deposits are estimates the
religbility of which is presently uncertain. Equally, unless the
authorities felt able to transform the planned change in resetves
over the accounting period, ABB* (t+i), into planned changes over
each week, a task about which they presently have obvious mis-
givings, the weekly figures for ABB might convey relatively little

2 T¢ is difficult to believe that weekly deposit data could be based on returns
from all banks, It is therefore likely to continue as an estimate obtained by

grossing up the results of a sample of banks.

L
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information, This. situation, however, should improve with expe-
rience of the new system.

The authotities now operate, by means of open market ope-
tations, ' tepunchase agreements and calls to special deposits with
the aim of setting BB equal to BB*. Operations are, unavoidably,
on a continuous daily basis. From theit own books, the authori-
ties know the daily total of Dy and the sum of (Co+GCunp). They
do not, however, know Diw 4+ Co = BB, Moteover, even if they
were aware of this daily figure for BB, they would be unable, as
they themselves assett, to define a daily value of BB*. Since this
is the case, and it is extremely difficult to make shott-term fore-
casts of ADgen, AOAw and AZw, it would be idle to expeot any
dlose correspondence between the weekly values of ABB and ABB*.
At the end of each week, the authorities should have information
on the disorepancy and thus some indication of the appropriate di-
rection of adjustment, But in general, and in particular in the
early stages of their operations, sizeable errors between weekly
values of ABB and ABB* (assuming the latter can be defined) seem
highly probable.

The object of the authotities is to bring about a comespon-
dence between ABB and ABB* over an accounting period. How
quickly should they seek to adjust etrrors within such a period?

In attempting to consider this question we need to recall
the inability of the authorities, in any shotter period such as a week,
to ensure that an open market purchase {or sale) will increase {or
decrease) MB or BB, This, of coutse, is simply the counterpart
of the inability to forecast ADgb, AOAw and AZe at all precisely.
Given their inability, and the difficulty banks experience in bring-
ing about short-term changes in their total assets, thete is obviously

~ a strong case for rather cautious adjustments wizhin the accounting

petiod, If this is correct, then even ower the accounting period,
discrepancies in ABB and ABB* are unlikely to prove negligible.
This #s one reason why “monetary base” ot “ resetve base” con-
trol must be regarded as being concerned to bring about a rather
slow process of error correction opetating over a number of account-
ing periods rather than a tapid short-term adjustment within an
acoounting petiod.” : : ‘

. ™ Notice that this implics that close short-term control (Le. over each account-
ing period) is not a sensible objective of policy.

Ay
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This view explains, in rather more detail, the need to ensure
that, if at all possible, the system should encoutage g > § whe-
nevet BB > BB*, :

A mechanism which should offer some encouragement to the

banks to hold a reserve ratio in excess of § whenever BB > BB*"

can be constructed by making the rate of return paid on excess

reserves a function of the etror BB — BB*. TFor example, if we |

define excess reserves as:

D (t) (q (£)~quin) {t)) = Excess Reserves = ER
the authorities could pay a rate on excess reserves which is func-
tionally related to the extent that the existence of these reserves
is to be explained by the authorities’ own error. The form of any
such function ds at choice but the general principle can be set
out as: '
{(BB—BB*) ) ar: , Ot

ER Ora 3 (BB—BB*}

where r. = rate payable on exoess teserves.

to =Minimum Lending rate.

>o

e = f(l‘ch ’

One possibility would be ‘to impose the condition 1 = o if
BB = BB*. Thus if BB < BB* the rate payable on excess teserve
would be negative Cleatly the more steeply branched the chosen
function around 1= = o for non-zero values of BB — BB* the greater
the return {or penalty for an excess teserve policy which fails to
offset, at least in part, the authorities errors in setting BB).

Just how far an arrangement of this kind would, in practice,

-~ encourage banks in the UK. to forecast BB—BB* and adjust theit

reserve policies accondingly, is a matter of faot about which nothing
can be said with any confidence” A steeply branched function
should, bowever, offer some incentive particdlarly since, if the banks
forecast an cxcess of BB over BB* in period (t+1) they must ezpect
BB to be teduced in relation to BB* in period (t+2) so that, by hold-
ing excess reserves, they not only have the prospect of a reward in

24 In the early stages of a systein’ of * banking base™ control, it might be
wiser to set t. = o for all BB =< BB*, Severe penalties for holding excess reserves,
given the uncertainties aitaching to any new system of contral, since they fall
on individual banks and not on the system as & whole, might induce bank action
which entails a shortran © distortion® error between £M; and £M..

3 Except possibly by those with intimate inside knowledge of contemporaty
banking which few academies possess.
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the form of a relatively high intetest rate but also of avoiding a
possible policy induced reversal of portfolio decisions in period
(t+2)% - _

We envisage that, under this system, negative excess reserves
defined as:

D‘(t) qmln > BB(t)

could never arise. This implies that, if D(t) Gmm > BB(t) the autho-
rities would relieve the system in the usual way via the discount
market at a rate of their own choosing. On the assumption, which
the authorities seem to accept, that thete should be some automaticity
in the response of intetest tates, we how consider what sort of
arrangement would be appropriate.

Under this system we have the identity that
Unplaoned
Lending by =UL = Dguin—BB
the Authorities
=(Dgmun—BB*) — (BB—BB*}
=(Ddmn—D*q) — (BB—BB¥)
=quin (D—D*} — D* quuia @ — (BB—BB*)

whete § = Quin (1-+9®) and @ is the allowance for holdings of
excess reserves made by the authorities. Typically, except perhaps
in the very carly stages of anhy new systern, we should expect # to
be very small and probably zeto.

The last term in this identity is positive only if BB* —BB > O:
that is the authorities fail (or more strictly would fail in the absence
of unplanned lending) to make BB as large as their forecast target
value of BB*, The first term is the excess deposit creation by the
bapking system multiplied by the mandatory minimum cash ratio.
It thus measures the error of the banking system in its attempt to
conform to D*,

" Tt therefore follows that if UL = BB* — BB, the excess de-
mand for reserves is less than, or equal to, the authorities error in
setting BB. In this case the authorities relieve the market at the
current market tate. Conversely, if UL > BB* — BB, the banks
have over-expanded and a rise in interest rates is necessary to bring

% Such reversals could be costly.
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about some medium term adjustments in the deposit total by (say)
a reduction in the demand for bank lending to the private sector.

Retaining the assumption of a measure of automaticity in the
response of the authorities’ lending rate, this amounts to defining
two indicators on which the response should be based namely
gmin (D—D*) and BB*—BB. This contrasts with the authorities’
proposal to use a single indicator £Ms— £Ms*.

In the Green Paper the authorities proposed an “ indicator
system ” under which their “ operating rate” for providing funds
to the banks via the discount market would be linked by a known
schedule to etrors in tracking £Ms. Minimum Lending Rate (MLR)
would be adjusted if the “ operating tate” was persistently above
or below it, and would thus play the part of a “base rate.” There
is no reason why some such arrangement could mot be retained
under the present proposals. For example, if we simplify our UL
identity by assuming @ = zero, this would suggest a function of the
form: .

to—MLR =f {{D—D*), (BB*—BB)}
where

Oto
8 (D—D*)

The precise form of function is a matter of choice. We would
also have ro = the market rate if D = D* since, in this situation,
UL occurs only because the authotities othet openations failed to
equate BB with BB*,

Fssentially this proposal implies that if D < D* no upwand
adjustment in rates is mecessary, Conversely if D > D* some up-
watd adjustment is implied. By itself, however, UL is a poor indi-
cator of the need for adjustment. Hence it seems only sensible
that where both D—D* and BB*—BB are positive the interest
tate penalty (the excess of ro over the market rate) should reflect
the extent to which the error originates with the authorities and
not with the banks. In subsequent periods it would be for the
authorities to adjust BB to BB*. '

This system is only marginally more complicated than the Green
Paper’s © indicator proposal ” and in no way inhibits the adjustment
of MLR to persistent deviations in ro from its base value,

fo =Opetating rate and >0
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7. Calendar Time and the Control Problem

Whatever the “ control horizon ” over which £Ms* is defined,
we now need to consider how the “conttol petiod” should be
interpreted in terms of calendar time recalling, in doing so, the
authorities’ own identification of the trade-off between the speed
of response and the appropriateness of response.

It is, of counse, a question of fact how accurately the authori-
ties can adjust BB to BB* ovet alternative periods of calendar time.
Contemporaneously there is little information on which to form
a view on the poini, However, since very shortaun adjustments
seem sure to be unreliable it would seem sensible to choose not
only an accounting period but also a control period which empha-

- sizes “appropriateness ” rather than “speed” We therefore sug-

gest an accounting period and a control period of one calendar
month, By this we mean that:

(1) the cash reserve requifemen-t * should be defined over
a month ( = 4 weeks) in terms of the reserve and deposit position
on average over the period;

(2) the averages should be caloulated from the data existing
on a partioular day in each of the 4 weeks.

Such a system gives some possibilities for smoothing though
it has the disadvantage that attempts at adjustment by banks (in-
dividually or collectively) may be patticularly concentrated in the
fourth week.

The “control period” we define as the petiod over which the
authorities seek to set BB = BB* and for which, in view of (1) (2),
both BB and BB* are defined as the average of 4 weekly observa-
tions, If technically feasible, BB* should be defined on a weekly
basis and this exercise should certainly be attempted with a view
to improving the information available to the banks as a basis
for their own planning. If the calculated values of BB* on a weekly
basis prove at all reliable, they should also aid the authorities in
“ within period” adjustments of BB.

¥ Defining ¢mm may, in practice, be complicated by the non-homogeneity of
the banks. This difficulty has been neglected here,
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Thus, at the beginning of each “control™ and “ accounting ”
period the authorities would announce:

(a) D*(T+i) i=1,2,3
where T now denotes the peniod of 4 weeks.

If possible, they should also announce BB* (t+j)j=1...12
whete t = a week. This also implies estimates of D* (t-j).

At the end of each week, the authorities provide data on BB
and estimates of D, This, if the calculated values of BB* (t+j) and
D* (t+j) are at all reliable, would give the banks colllectively so-
me information on how far D and BB cotrespond to the authorities’
plans.

Cotrespondence between any particular pair of BB (t+j) and
BB* (t+]) is, as we have seen, likely to be poor and no doubt the
series would contain a great deal of noise, at least in the early
days of the system. Nevertheless, as weeks pass, it should be pos-
sible for the banks to fonm some expectation of whethet BB (T +1)
would exceed its target and therefore whether it would be wise
to hold excess reserves. ,

At the end of each control period, new data would be tssued
for D* (T+i+1) and BB*(T-+i-+1). This would involve the

revision of D* (T+2) and (T+3) and the corresponding figures for -

BB*. The extent of any revisions would, of course reflect both the
extent of any error D (T+1)—D* (T+1) and the speed with which
the authorities aim to “correct” errors™ We would argue that
the error correction process.should be gradual in the sense that it
should be planned to take place over considerably more than one
control period. We would also argue that, at least initially, it
should be defined primarily on the basis of discrepancies in growth
tates rather than levels.
Qur disoussion therefore suggests:

(1) control of £Ms only up to any etror atising from the
inadequacy of the cutrency demand function;

% The BB* {t+4]) would, of course, be derlved from the BB¥* {T4i).

2 This raises the uspal problem of whether “errors® are to be defined in
terms of levels (D—D#*) or rates of change (D—D%). Since £M:* is, in practice,
defined with a range of permissible ettors, there seems much to be sald for the
second definition though it means accepting © drift,” -

EE
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(2) an error defived over I in relation to D*;

(3) a relatively slow process of error cosrection
buttressed by an atrangement designed to encourage banks to main-
tain q > § if it appears that BB will exceed BB*.

This is a fairly unambitious form of “supply side control”
in that, while it might ensure a degree of correspondence between
£M: and £M*; over (say) calendar quatters or half years which
would be “ acceptable * from the point of view of its impact on the
real economy and consistent with ’medium term’ policy, it would
not necessanily provide a short-tun performance more “ accoptable
to financial and City interests. This is unfortunate. But in the
present state of our knowledge, it may well be impossible to devise
a system of “supply side” control which offers any prospect of
achieving more than this without, at the same time, requiting
major changes in debt management techniques and in UK. finan-
cial markets which would not necessarily be beneficial in the longer
term.”

Conclusions

The central proposition of this paper ds that the technical
probllems of implementing a “ gradualist monetarist” monetaty po-
licy are severe. In short, though, in principle, the nominal money
stock is a “controllable” wvariable, the precision with which it

% Tt seems intuitively likely that the cutrent fuss, in the City and among
politicians, over shott-term deviasions in £NL from target, would be much reduced
by an * acceptable” medium term performance such as the, proposed system might
provide. If, however, City comment and forecasting effort continues to be devoted
to “short-term™ discrepancies, the simplest coutse might be for the authorities
to issue daily estimates of the growth rate of a very wide range of normnal_ money
stock concepts. 'These series would, in all probability, contain a very considerable
amount of-noise and frequently be in contradiction with ope another. Moreover,
they would often need revision. Thus flooded with manifestly unteliable informa-
tion, theter would be some prospect of the market and financial commentators
concentrating their attention on what is, theoretically at least, the relevant con-
cept — namely the trend — which the authotities probably could control quite
cffectively under the proposed system. It should be noted, however, that the
authorities believe that medium term control is effective undet the present system.
CL. Green Paper para 1.9 where the ®medium term” is defined as “a year or
mote” ‘The outturn over the last 12 months has, however, thrown Iconsiderable
doubt on the autherities’ contention in this regard.
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can be controlled is not as great as has often been assumed parti-
cularly over relatively short periods of calendar time. We have
also argued that even when short term changes in £Ms can be
engineered by the authorities they may be of little significance in
tetms of the underlying macto-economic theoty from which the
monetarist emphasis on £M: is derived,

Taking this view, which on some readings of the Green Paper
seems to be shared by the authorities, we have identified effeotive
monetaty control with a set of monetaty arrangements which:

(i) make it possible, from monthly data, to identify the
“trend” in £Ms - taken to_be an empirical proxy for
the theoretically televant £M;

(i} ensure that this “trend” will be an acceptable ap-
proximation to £M:* over (say) 3 - 4 quatters;
while
(iii) minimising the incentive for financial institutions to
undettake induced distottions, of £Ms from the theo-
retically relevant £Ma.

On this basis we have discussed the sort of atrangements which
might meet the difficulties of satisfying (i) - ({ii) in a supply side ”
or “base” system. Whether this or some alternative scheme would
work bettet than either the existing “ discretionary demand ” system
or the authorities’ proposed “indicator system” is, howevet, far
from certain. Moreover, even if the best judgement was that it
probably would, we have not given any attention to its implications
for efficiency or to the relation between the costs involved in intro-
ducing it and the value of its longer terms benefits. This trenders
our disoussion incomplete. .

The incomplete and rather general natute of the analysis are
not, however, of primaty importance since our punpose is to illustrate
the complexities of monetary control and thus the real, but fre-
quently neglected, difficulties of controlling the chosen monetary
aggregate in a way which, in practice, is consistent with the familiar
“ monetarist 7 proposition that the nominal money stock is a ma-
nageable intermediate target.

Southampton and

Fondazione Luigi Einaudi
‘D.C. Rowan
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