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CHAPTER ONE

INTRODUCTION

This thesis presents an analysis of the efficiency of
monetary control in relation to financial innovation by
building societies and banks. The major underlying theme is
the extreme importance of the nature and developments of the
financial system for the efficient operation of monetary
control. A central thematic argument implicit throughout is
that the analysis and application of monetary control cannot
be divorced from the financial system within which it
operates.

The central tenets of monetarism and monetary control
are set out in Chapter Two, and contrasted with the opposing
Keynesian school. The necessary and sufficient conditions
for a monetarist policy of control of the money supply are
oﬁtlined, alongside the Keynesian viewpoint as to the
appropriate manner in which monetary policy should be
conducted.

Recognition is given to the Institutionalist school
which first warned of the lacuna that existed in the
monetary economics literature as the result of an
inappropriate paradigm within which to carry out an analysis
of the monetary aspects of the economy. The framework of a
statlic institutional system, an unchanging market
environment, and the assumed passivity of financial
institutions negated, according to the institutionalists,
many of the central conclusions of the traditional monetary

debate. A parallel is drawn between the strictures of the
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institutionalist school as to the efficiency of monetary
control in a changing financial system with recent
conjectures as to the effects of financial innovation on
monetary control.

The viewpoint that financial innovation has in some way
affected monetary control appears widespread, and some
authors would go further in emphasizing the revolutionary
importance of innovation upon monetary economics,

"As deposits come to bear competitive interest rates

monetary theory - models of money supply and demand and

of the transmission of control measures and shocks
through financial markets to the real economy - will
have to be rewritten".

(Tobin 1983, pl162)

There has been a great deal of comment by the monetary
authorities as to the effects of financial innovation and
change on their policy instruments. Much of that conjecture
has centred upon the developments in the building society
and retail bank sectors, under the broad umbrella terms of
liberalisation, innovation and financial change. Chapter
Three surveys the various attempts at characterising che
major determinants of financial innovation and for purposes
of exposition an analytical framework incorporating the
process of financial innovation within the monetary system
is adopted. It is noted that there does not exist as yet a
comprehensive study of the form and nature of the financial
innovations that have occurred, the reasons for their
occurrence, their effect on the efficiency of monetary
control, or of their effect on the conduct of policy.

Attention 1is paid to the twin constraints of

regulation and monetary control upon the activities of the
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building societies and the banks and the manner in which the
market environment shaped and delineated the operational
policies of these institutions. Particular note is made of
the dynamic interaction between changes in the authorities’
regulatory and monetary policies and changes in financial
innovation. The possibility of regulatory induced innovation
is examined with reference to changes in monetary control
and the Medium Term Financial Strategy.

Sustaining the debate as to the effects of the monetary
authorities' own monetary and regulatory policies upon the
degree of financial innovation and change, the evidence as
to the degree to which the activities of building societies
and banks have becomes less demarcated as a result of
regulatory induced innovation is assimilated.

The manner in which specific institutional factors such
as the mutuality of building societies and the building
societies‘recommended rate system shaped the nature of
competition between the mix of price and non-price factors,
and hence limited the degree of financial innovation is
fully analysed, as is the effect of the cartel on the
desired portfolio balance of the personal sector;

The operation of the building societies' cartel is
examined, and attention is drawn to the effect it had in
smoothing building society interest rates and creating an
excess demand for mortgages that varied with movements in
general interest rates. An analysis is made of the expected
effects of the abolition of the cartel both in terms of
finite stock adjustments and more continuing effects such as
structural changes in building societies' interest rate
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setting policies. Chapters Five and Six deal largely with
the Stock adjustment effects of the abolition of the cartel
and financial liberalization on the effectiveness of
monetary control, and Chapter Seven examines in more detail
the more continuing effects in relation to interest rates.

One of the major economic conundrums of the 1980's has
been the fall in the income velocity of circulation of the
broad monetary aggregates. Having detailed the major
innovations introduced by the building societies and banks
in Chapter Four, Chapter Five examines the effect of these
innovations in stock adjustment terms upon the growth rates
of the monetary aggregates relative to nominal incomes. The
fall in the income velocity of circulation is examined in
terms of the effects of financial innovation on the personal
sectors willingness to hold interest-bearing money balances.

The voluminous literature as to the meaning and
definition of money is reviewed from’the angle of the
innovations introduced by building societies and banks, with
detailed comment as to the changing motives for holding
money. The problems and difficulties of interpreting
monetary growth and controlling the money supply when the
motives for holding money alter are synthesized with
reference to the experience of monetary targeting in the
MTFS. |

An investigation into the regulatory convergence of
building societies and banks and the consequences for the
delineation of building society and bank activities leads to
an assessment of the homogeneity and substitutability of
thelr deposit liabilities, and an analysis of the necessity
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for changing the monetary target for purposes of monetary
control.

The analysis in Chapter Five of the stock affects of
financial innovation upon the growth rates of the monetary
aggregates relative to nominal income leads to the
hypothesis that the payment of interest on extremely liquid
accounts at building societies and banks has been a méjor
contributory factor in the breakdown of demand for broad
money equations.

Attention is drawn to the dichotomy between monetary
theory, which emphasizes money balances in the transmission
process, and reality, where the money and credit markets
interact to determine the transmission mechanism. Chapter
Six examines the growth rates of the monetary aggregates
relative to nominal incomes in terms of the demand for
credit, with particular attention to the personal sector's
demand for credit and stock adjustment effects that may have
caused temporary instability.

Special consideration is placed upon the effect of the
abolition of the building societies‘cartel, the entry of the
banks into the mortgage market, and the liberalization of
credit to the personal sector. The importance of the
freeing-up of the mortgage market is isolated, and
particularly the impact of the temporary stock adjustment to
the personal sector's demand for money balances. Polar views
as to the exogeneity or endogeneity of money are judged with
reference to the behaviour of the building societies and

banks under contrasting market conditions, and conclusions
drawn as to the monetarist assumption of exogeneity. The
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preliminary general hypothesis that financial innovation has
in some way altered the money-income relationship is
extended to nest the hypothesis that financial innovation
and liberalization has also altered the credit-income
relationship.

Parallels are drawn between the attempt of competition
and credit control to promote coﬁtrol of the money supply in
a freely competitive system with the attempt of the Medium
Term Financial Strategy (MTFS). It is argued that the
lessons from the CCC approach were not taken into account in
the design and implementation of the MTFS, particularly in
the form of the likely activities of the building societies
and banks in a highly competitive market system. It is
argued that the changing financial system during the period
of the MTFS has enforced a move away from a dogmatic
approach to monetary control towards a far more eclectic
approach that recognizes the existence of institutional
change.

The more continuing effects of financial innovation
upon the effectiveness of monetary control are assessed in
greater detail in Chapter Seven. Specifically, it is
hypothesized that the demand for money has become less
interest elastic, but that consumer's expenditure has become
more elastic with respect to interest rates as a result of
greater flexibility and importance of interest rates
following the abolition of the cartel.

The ability of the monetary authorities to control the
money supply given the innovations outlined is analysed with
reference to the effectiveness of interest rates as a
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monetary instrument, and in terms of the applicability of
monetary base control (MBC).

Chapter Eight critically examines the salient
econometric literature on the demand for broad money
function and the demand for credit in the U.K. Earlier
econometric models of the demand for money are surveyed,
with explicit consideratioﬁ given to those studies that have
attempted to model financial innovation as part of the
function, and to both the econometric formulation and
econometric methodology employed.

Chapter Nine sets out a theoretical model for
evaluating tne effects of financial innovation by building
societies and banks. Standard error-correction and
cointegrating models of the demand for money function for
the non-bank private sector (NBPS) are estimated to analyse
the earlier stated hypotheses that financial innovation has
led to instability of the demand for money, and that the
demand for money has become less elastic to interest
differentials, and less elastic to general rates of
interest. Also evaluated is the hypothesis that wealth has
become an important variable in the demand for money
function as the result of money becoming more popular for
iﬁvestment purposes.

Given the analysis of Chapter Five which emphasizes the
homogeneity of building society and bank deposit
liabilities, the M4 aggregate is used in the demand for
money specification, rather than M3, which excludes building

society deposits.



The stock effects of the 'liberalization' of credit
controls are analysed in terms of the demand for credit in
Chapter Ten. An error-correction demand for credit function
which incorporates a proxy for the liberalization of credit
conditions is specified and the effects of a more
competitive system quantified. A cointegration model is also
used to corroborate the results.

The hypothesis of Chapter Seven that expenditure has
become more sensitive to interest rates as a result of more
flexible and market-related interest rates is
econometrically evaluated using both error-correction and
cointegration models. The area of analysis as set out above
covers the major issues isolated by Akhtar (1983) as being
of prime importance in the examination of financial
innovation,

"The process of financial change may exert significant

influences on tne empirical definition of money, the

money supply process, the demand for money and the role
of interest rates in the transmission of monetary
influences to the rest of the economy. More generally,
changes in the financial system raise questions about
the meaningfulness of monetary and financial aggregates
and may lead to shifts or (further) instability in the
relationship of those aggregates to economic activity".

(p6)

Chapter Eleven summarises the empirical evidence and
concludes the thesis.



CHAPTER TWO

MONETARY CONTROL - THEORY, PRACTICE
AND FINANCIAL CHANGE

2.0 Introduction

Monetarist theory, long espoused by academic
economists, has provided the major basis for macroeconomic
policy in the United Kingdom since the mid 1970's. Section
2.1 outlines the underlying theoretical rationale of
monetarism and the opposing theoretical basis of the
Keynesian school of thought. The necessary and sufficient
conditions needed for a monetarist policy of control over
the money supply are detailed, as are the theoretical
deficiencies in the monetarist standpoint. Section 2.2
explains the modus operandi of practical monetarist policy
in the United Kingdom, how it differs from mainstream
theoretical monetarism (as detailed in 2.1) and the
reasoning behind adopting such a form of policy. The
experience and results of monetary control in the UK are
examined in section 2.3, including an appraisal of the
contention that financial change and innovation may be
responsible for the breakdown of previously stable
relationships upon which theoretical monetarism rests, and
also responsible for the problems encountered with practical
monetarism and its subsequent abandonment. The similarity is
noted between the warnings of the institutionalist school
over two decades ago as to the effects of financial change
on monetary policy, and subsequent official statements as to
the reasons behind the failure of practical monetarism.
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Section 2.4 analyses the views as to the effect of financial
change on the conduct of monetary control and how financial
change is expected to modify the early theoretical

monetarist policy prescription.

10



2.1 The Basic Postulates of Monetarism

The modern quantity theory, or "monetarism"[1] as it
has come to be known, is firmly based on the work of
Friedman (1956). According to Friedman, the quantity theory
is in essence a theory of the demand for money [2]. It is
argued that the demand for money should be analysed in the
same manner as the demand for real goods, as money yields a
flow of services or utility to its holder. Friedman
emphasised the active role of money in income determination
with two statements. Firstly, he argued that the demand for
money bears a stable relationship to money national income.
The velocity of circulation is assumed to be a stable
function of a small number of variables. Secondly, Friedman
argued that the supply of money is exogenously determined
either because it is fixed by policy or because it is
independent of the variables which determine the demand for
money (Friedman, 1970(a))[3]

It is possible to use the Post-Keynesian IS-LM
framework along the lines of Poole (1970) to show the
relative importance of monetary policy, and the vital
importance of a stable demand for money for control of the
money supply. In the familiar IS~-LM diagram below, coansider
the situation whereby the IS curve is subjected to random
shocks and may lie anywhere between IS; and IS, . If, as
monetarists claim, the money demand function is stable, and
the stock of money is fixed, income may end up at any
position along the horizontal axis between Yy and Y, . If,
on the other hand, the rate of interest is held constant,
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there will be fluctuations from Y3 to Y, .

From this it can be seen that shifts in the IS curve
whilst holding the quantity of money constant leads to
smaller fluctuations in income than does holding the rate of
interest constant. Thus, if there is a stable demand for
money, control of the money supply it is argued, is a more
effective policy than controlling interest rates.[4]
Further-more the authorities can only observe and therefore.
influence a nominal rate of interest, whereas the real rate
of interest is the relevant one for the IS curve. For the
two rates of interest to be equal, expectations of inflation
on the part of the private sector must be zero.

The stability of the demand for money is crucial to
monetarist propositions as to the appropriate conduct of
monetary policy . If there is a stable money demand function
the implication 1is that money has a predictable influence
on the economy and hence control of the money supply by the
monetary authorities is a powerful instrument of economic
policy (Judd and Scadding, 1982). If the relatioaship
between the monetary aggregates and nominal incomes 1is
reasonably stable and predictable, the conduct of policy
should invoLve a declared emphasis on control of the growfh
of the money stock and monetary policy should be based on
quantitative monetary targets (Desai, 1981). If there is a
stable relationship between the monetary aggregate and the
goal variable, it is possible to set a target growth path
for the monetary aggregate which will be consistent with the

desired growth rate of the goal variable. Thus, if monetary
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aggregates are to be used as targets, it is a necessity that
there should be a stable relationship between the monetary
aggregate and the goal variable (nominal income).

Keynes and Keynesian monetary theorists, on the other
hand, dispute that the demand for moneyAis a stable function
[5]. Keynes (1936) recognised the importance of the
transactions motive for holding money in order to bridge the
gap between planned regular payments and receipts of money,
and the precautionary motive for sudden unexpected
expenditures. The main importance of Keynes' analysis of the
demand for money is found, however, in the emphasis on the
'speculative' demand for money, and the notion of
uncertainty. Keynes highlighted uncertainty in terms of the
variability of the rate of interest and hence the vital
importance of the speculative motive to the stability of the
demand for money.[6].

Keynes argued that at certain times, money will be held
in preference to an alternative interest yielding asset.
Such 'speculative' holdings of money would be over and above
that held for precautionary motives. Money is a capital
certain asset, the nominal value of which does not vary. The
alternative to holding money is to hold an asset (bond) the
market price of which varies according to the rate of
interest [7]. When choosing between the alternative of
holding money or bonds, the expected rate of interest is
taken into account. If the rate of interest is expected to
fall, capital gains may be made; if rates are expected to

rise, capital losses may be faced on bonds. The demand for
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money is relatively low when ‘the rate of interest is
expected to fall, and greater when the rate of interest is
expected to rise. At any one time, wealth-holders have an
opinion as to the 'normal' rate of interest relative to the
current rate of interest. It is assumed that different
individuals will have different expectations, such that in
the aggregate a smooth speculative demand for money function
is obtained which is a negative function of the current
level of the rate of interest [8].

One assertion of Keynes' speculative motive is that the
normal rate of interest as perceived by wealth holders will
change over time, fluctuating around the changing 'normal'’
rate of interest. So, rather than being constant as argued
by monetarists, Keynes argued that velocity is.both unstable
and volatile. An increase in the money supply, he argued,
would lead to an increase in holdings of speculative
balances, such that any increase is offset by a reduction in
velocity.

The implications of an unstable demand for money
function upon the operation of monetary policy can be seen
in the IS-LM framework. The diagram above shows relative
stability of the IS curve [9], whilst the demand for money
is unstable and may vary from LM, to LM; . This results in
variations in income from Y, to Y3 .

According to this analysis, large fluctuations in
income may occur, such that Keynesians favour control of the
interest rate. For example, consider the case where a rise

in the demand for money occurs, the LM curve shifting from
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LMy to LM3 . This will force up interest rates, r; to rj3,
and reduce income, Y{ to Y3 . If an interest rate policy is
being followed (i.e. a policy of trying to keep interest
rates constant), the money supply will be increased to allow
for the increase in the demand for money, such that income
returns to Y;. Thus, variations in the level of income will
be minimised. The policy implications of the Keynesian model
of money demand are thus distinctly different from the
monetarist framewgrk. Keynes, through thne introduction of
the speculative demand for money which explicitly outlines
‘uncertainty, was able to argue that volatile expectations
may cause instability in the demand for money function. This
implies that monetary policy via control of the money supply
will be ineffective.

Apart from the assertion that the demand for money is
in reality (i.e. not constrained tola simplified theoretical
construct but in real world terms), a stable function of a
few measurable variables, a further assertion appears to
distinguish clearly Friedman's approach. Money, he argues,
is a unique asset, and is therefore not a close substitute
for any other aséet, real or financial. Changes in the
quantity of money will thus have an impact which is spread
widely among a number of assets, causing a pervasive change
in all planned expenditures, both on goods and on financial
assets; portfolio equilibrium is only restored after large
changes in asset yields. All forms of expenditure will be

affected, thus significantly affecting nominal income.
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The monetarist view therefore is that the interest
elasticity of the demand for money is low, and hence
monetary policy will be effective. The underlying rationale
for this position is that if the authorities are able to
reduce the supply of money, there will only be a small
volume of idle balances which may be induced into the pool
of active funds (through an increase in the level of
interest rates), in order to support the existing level of
expenditure. Indeed, it would require relatively large
increases in the level of interest rates in order to
undermine sign{ficantly the impact of the initial reduction
in the money supply (through raising the velocity of
circulation of money), and this adjustment in itself would
tend to depress the level of credit financed expenditures
within the economy. In addition, a significantly higher
level of interest rates would be expected to reduce the
demand for bank loans and may depress the volume of bank
created deposits.

In the IS-LM diagram below, if the money supply is
reduced, national income will fall further (Y; to Y3) and
interest rates increase further (rl to r3) when the demand
for money is relatively interest inelastic. Therefore the
lower is the interest elasticity of the demand for money,
the higher is the change in the rate of iﬁterest needed to
restore equilibrium, the stronger the monetary policy.
Thus, an important element in the monetarist/keynesian
debate lay in differing opinions as to the substitutability

of money to real assets. Empirical studies on the degree of
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substitution as measured by the interest elasticity of the
demand for money have not, however, provided results which
show whether the monetarist or keynesian theories are most
valid. The only effect empirical work has had on this point
is to contradict the more radical assertions of both
protagonists. The results show that there is a negative
relationship between changes in interest rates and money
balances, but that the interest elasticity of the demand for
money seems to be quite low. The special cases of zero-
interest elasticity assumed by the monetarists, and the
infinite interest elasticity of the Keynesians as
represented by the liquidity trap are both disproven. (See
Chapter Eight for an analysis of researchers{ econometric
results on interest elasticity).

Monetarist theory asserts that although a rise in the
money supply will increase nominal income, monetary policy
will not have a permanent affect on the level of real
output. A rise in the money supply will affect output after
approximately six to nine months, and affect the price level
after about twelve to eighteen months, after which output
will return to its previous level. Accordiné to the
expectations - augmented Phillips curve the rise in output
is only sustained until the accompanying increase in
inflation becomes fully anticipated. At this time output
returns to its natural level, the rise in the money supply
leading only to an increase in the rate of inflation.

Thus, real income, argued Friedman, is determined by

supply - side considerations. If changes in the rate of
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growth of the money supply do not impinge on long-term real
income, then the price level would change in order to
restore equilibrium between the supply of money and the
demand for money. So, changes in the money supply affect
real income only in the short-run, and prices in the long
run. This received further theoretical support from the
rational expectations school [10] (Muth, 1961, Lucas, 1972,
1973). The adaptive expectations hypothesis implicit in
Friedman's work maintéins that individuals will continuously
make systematic errors as to their estimates of future
inflation. Rational expectations contradicts this however,
and argues that expectations are based on all available
information, including past errors in expectations of
inflation, and the effects of policy actions which may
themselves alter expectations. Sargent and Wallace (1975,
1976), show that under conditions of rational expectations,
there will be instantaneous adjustment of the economy to an
anticipated increase in the money supply. Monetary policy
will have no effect on real output [11]. Instead, prices
will rise with no long-term effect on real income. Sargent
and Wallace thus come to the same conclusion as Friedman,
that monetary policy should follow a money-supply growth
rule, rather than be used for active stabilisation policy

[12], (Friedman, 1960). [13]
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2.2 Monetary Control in the UK - Policy Prescription

Friedman's assertion of a stable demand for money
became the central issue in debates on monetary economics.
Indeed Laidler (1971) has suggested that the stability of
the demand for money over time is capable of reflecting the
whole argument between Keynesians and monetarists as to the
role of money in the economic system. In the U.S.A.,
Friedman and Schwartz (1963) claimed to be able to show that
real money balances and real income were connectéd in a
reasonably predictable way, arguing that changes in the rate
of '‘growth of the money stock are a necessary and sufficient
condition for changes in the rate of change of money-income
(Friedman and Schwartz, p676)[14]. The theoretical arguments
of Friedman and his empirical work on the demand for money
were corroborated by empirical research in the United
Kingdom which suggested that the demand for money function
was stably related to income and interest rates (Paish 1958,
Dow 1958, Kavanagh and Walters 1966, Fisher 1968, Laidler
and Parkin 1970, Laidler 1971, Goodhart and Crockett 1970).
It did seem that in the late 1960's there was a general
consensus as to the existence of a stable demand for money,‘

"this evidence for Britain certainly points to the

existence of a stable demand for money function in the

economy. For the United States the evidence is
overwhelming, and for Britain it is at the very least

highly suggestive'.
Laidler, (1971, p43)
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The implications of such a finding were thought to be
substantial. Through a stable demand for money, controlling
the monetary aggregates would have a major and determinate
effect on the economy (Parkin 1978, pp252-253 Freedman

1983, pp103-104). At the time,a stable function suggested to
some economists that monetary policy would be effective,
that a particular policy could be chosen and monitored, and
that desired levels of.the monetary aggregates could be
achieved by varying the level of interest rates (Goodhart,
1984, p46). A stable demand for money thus appeared to
provide empirical support not only for the ability of the
monetary authorities to control the money supply, but also

for the desirability of so doing in terms of the information

value of monetary aggregates (Courakis,'l981, p306).

The econometric investigations in the UK were carried
out on M3,[15] and from the monetarist standpoint appeared
to suggest a direct link between the rate of change in the
money supply M3 and the rate of change in nominal incomes.
The line of causation, it was claimed, ran from money to
income, with a lag. Thus, to bringvabout a reduction in the
rate of growth of the price level, it was deemed necessary
to bring about a reduction in the rate of growth of the
money supply M3. The econometric evidence also seemed to
suggest that as there was a link between M3 and nominal
interest rates, then control of that aggregate could be
achieved by manipulation of interest rates. Moreover, it was
believed at the time that control of the aggregate could be

achieved without recourse to unacceptably high interest
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rates (BEQB, June 1983, p202).

The‘belief in the ability of the authorities to control
money supply growth via interest rates was seen to be an
important factor in placing greater emphasis on the
manipulation of interest rates in Competition and Credit
Control [16]. If interest rates could be used as an
instrument to control monetary grbwth, then there would be
no need for the use of direct controls over banks' financial
intermediation activities, which had proven largely
ineffective, and with hindsight were seen to inhibit
competitive efficiency in the banking system (BEQB, June
1983) [17].

The reliance on the econometric evidence as to the
stability of the demand for money relationship was soon seen
to be unfounded, however, (Hacche, 1974). Econometric models
based on 1950's data could not explain the monetary
movements of the early 1970's, in particular the fast growth
of M3 after the removal of direct controls in 1971, under
the aegis of Competition and Credit Control, and the
abandonment of the retail banks interest rate agreements.
Yet, the argument that the previously held relationship had
been distorted by structural change in the financial sysﬁem
also led to the notion that once the changes were over, the
link between money and nominal income would return to a
reliable, stable, relationship. Despite the fact that it
did not return to such a state, the monetary authorities

believed after the aftermath of CCC that,
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"the growth of M3 within reasonable limits could be

directly influenced, occasionally to a high degree, by

a combination of direct controls (now more acceptable

again) and an active policy of debt management".

(BEQB June 1983, p203)

Despite the conjecture as to the effects of structural
change in the financial system upon the growth of the money
supply, the institutional background in which policy actioans
take place seems to have been inadequately considered by the
monetary authorities. Despite the breakdown of the money-
income relationship as shown by econometric demand for money
equations, targets were publisned for the growth of M3 in
1976, partly in response to the conditions on a loan from
the International Monetary Fund to maintain domestic credit
expansion within certain limits.

Although it was recognised that, in econometric terms,
the money-income relationship had broken down, it was still
maintained that monetary growth over and above the rate of
growth of nominal incomes would result in inflationary
conditions,

"I would not want to suggest that there is always a

direct, simple chain of causation running from the

money supply to the price level. Indeed, it is

generally recognised that inflation can, at least for a

time, follow a life of its own quite independent of

current or past monetary developments. But though the
causation may not be simple there is an observable

statistical relation between monetary growth and the
pace of inflation".

(BEQB, 1984(e),p54)
This belief that the money supply was still the
dominant impulse affecting the price»level despite the
breakdown of demand for money functions gained theoretical

support from the emerging "buffer-stock" or '"disequilibrium

money' school.
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In the 'buffer' stock model it is argued that economic
agents may be temporarily moved off their demand for money
functions by credit-side shocks. This may lead to holdings
of excess money balances, which will be slowly dissipated
(Artis and Lewis, 1974, 1976). The applicability of the
buffer stock model in a period of financial innovation is
examined in Chapter Six.

The theoretical standpoint of the rational expectations
school (see earlier) was to be emphasised in practical
policy operation through published money supply targets:

"One purpose of announcing monetary targets is to serve

notice that excessive increases in domestic costs will

come up against resistance. If people believe that the
money supply will be expanded to accommodate any
increase in costs and prices, however fast,
inflationary fears are likely to be increased. If, on
the other hand, people are convinced that the rate of
growth of the money supply will be held within well-
defined limits, this should help to reduce inflationary
expectations".
(BEQB, 1984(e)p46)
In particular, it was hoped that this would lead to wage
claims being in some way linked to the future publicly
announced rate of growth of the money supply. This, it was
thought, would reduce the impact of possible high
unemployment under a tight money policy. This is because it
was malntained that if wage claims grew faster than the rate
of growth of the money supply, it would lead to increased
unemployment. By keeping expectations of the rate of growth
of the money supply low, it was hoped to reduce wage claims

and stop unemployment rising. This view was taken up in the

Green Paper on Monetary Control (1980),
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"The .government believes that its monetary policy can
best be formulated if it sets targets for the growth of
one of the aggregates against which policy can be
assessed. This gives the clearest indication to those
concerned in both financial markets and domestic
industry on which to assess the direction of government
policy and to formulate expectations".
(Para.8)
It was noted that problems had occurred in the past
with the M3 aggregate, but it was not felt that these

problems were insuperable,

"It was recognised that experience hither to in

achieving fairly close control of this aggregate was

not entirely reassuring. But it was felt that the

answer to this might lie in changing the methods of

control rather than the target aggregate itself'.

%BEBQ June 1983, p204)

The MTFS also maintained that there was a close link
between the money supply, the public sector borrowing
requirement (PSBR) and interest rates. It was argued that an
increase in the PSBR would lead to an increase in the rate
of growth of the money supply or would push up interest
rates. This occurs because a large PSBR which results in the
government borrowing from the banking system necessarily
increases the money supply. On the other hand, it may borrow
from the non-bank private sector, which, it was believed,
would occur at steadily rising rates of interest (TCSC 1980
p21). Thus, in order to reduce the money supply without
resorting to high levels of interest rates, it was argued
that the PSBR had to be reduced. The combined tools of

monetary control were thus to be short-term interest rates

and debt management. It is important to distinguish this
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modus operandi from a strict monetarist policy prescription
of control of the monetary base. Indeed, Friedman himself
was incredulous as to the proposed methed of control in the
UK in his (oft quoted) evidence to the House of Commons

Treasury and Civil Service Committee,

"....I could hardly believe my eyes, when I read, in

the summary chapter (of the Green Paper on Monetary
Control) 'the principal means of controlling the growth
of the money supply must be fiscal policy - both public
expenditure and tax policy and interest rates.'
Interpreted literally this sentence is simply wrong.
-Only a Rip Van Winkle, who had not read any of the
flood of literature during the last decade and more on
the money supply process, could possibly have written
that sentence...”

he continued,
"Direct control of the monetary base is an alternative
to fiscal policy and interest rates as a means of
controlling monetary growth. Of course, direct control
of the monetary base will affect interest rates...but
that is a very different thing from controlllng
monetary growth through interest rates"
(TCSC 1980 Para 11, p57)
The force of Friedman's argument is evaluated in
Chapter Seven with reference to the effects of financial
innovation on the efficiency of both interest rates and

monetary base control as methods of controlling the money

supply.

27



2.3 Financial Innovation and Monetary Control in the UK

The experience of the monetary authorities in carrying
out a policy of control of the money supply has not,
however, been a happy one,

"Despite the progress we have made towards our
objectives, it cannot be said that our experience with
our chosen framework for operating monetary policy has
been satisfactory. In common with other countries, that
framework has been one of targeting the rate of growth
of a monetary aggregate. This intermediate objective
was chosen in the belief that there was a reasonably
predictable relationship between the rate of monetary
growth and the rate of growth of nominal incomes. But
~in practice our ability to use an estimate of that
relationship for target setting, and to meet those
targets, has quite frankly, been less than impressive".
(Leigh-Pemberton 1986.p500.)

The Bank of England does appear to have considered the
problems of financial change at the introduction of the
MIFS. It noted in 1980 that although targets were set, it
was possible that structural change may affect the relative
growth rates of aggregates, but that the problem was not

insuperable,

"No statistical measure of the money supply can be
expected fully to encapsulate monetary conditions, and
so provide a uniquely correct basis for controlling the
complex relationships between monetary growth and
nominal incomes. A degree of substitutability, between
forms of money or liquidity just inside or outside
their respective measures means that it is insufficient
to rely on one measure alone".

(Green Paper on Monetary Control, 1980)

In view of future events, however, it appears that the
problem of financial change was underestimated. In contrast
to the initial confidence of the authorities as to the
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insignificance of changes in the financial system for the
operation of monetary control, the monetary authorities
progressively emphasized the importance of financial
institutions-during the MTFS and subsequent analyses of the
MTFS. Official publications have tended to cite the effects
of change in the financial institutional framework as thé
major factor for the problems experienced with monetary
control, yet the Bank of England's conclusion that monetary
policy is affected by financial change is not é new
viewpoint. Indeed, the notion that the behaviour of
financial inétitutions needs to be taken into account when
examining the efficacy of monetary controls has a long,
although perhaps not popular, pedigree. The
‘institutionalist' ‘school (comprising, inter alia, Gurley
and Shaw 1955, 1956, 1960, Minsky 1957, Tobin 1963(a),
Brainard 1964, Radcliffe 1959) first warned of the possible
dangers of 'traditional' monetary theory, which has
promulgated the view that the financial system is
essentially a static equilibrium system, a mere unchanging
backdrop against which policy operates, reflected in

"the common tendency of classical and Keynesian

economics to treat the financial structure as being of

secondary importance, netting out the assets and

liabilities of the private sector".

(Brainard 1964 pp95-96)

Opposed to this; the institutionalist school takes the
actions of financial institutions as being of central
importance in the conduct of policy. It is recognised that.
observed statistical relationships may change over time due

to changes in financial markets. Even if a policy of
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controlling the money supply may be optimal at present, if
previously held relationships break down under rapid
financial change, then the rationale for controlling the
money supply may disappéar. The IS-LM apparatus used
earlier, and, indeed, often used by monetarists in
demonstrating the conditions under which control of the
money supply is superior to control of interest rates, is
dependent on an unchanging financial system if the
authorities are to be able to control the money supply. With
financial innovation, traditional instruments may become
obsolete in influencing the money supply, as has been
recognised by Poole (1970),

“"the relationship between the tools and the proximate

targets depends heavily on institutional factors which

are stable neither over time nor over space'".

(p178)

Under the circumstances of deregulation and financial
change it is instructive to be reminded of Minsky's concern
that,

"If a period of rapid changes in the structure or in

the mode of functioning of financial markets occurs,

then the efficacy of central bank actions has to be re-

examined.

(1957 p171)
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The Radcliffe Report (1959) emphasised in stronger
terms the problems associated with financial change, and
concluded that:

"financial institutions are so highly developed and so

prone to further development that control of 'the

supply of money' - whatever that may be made to mean =~
is not by itself a reliable policy measure".
(Para.504)

Moreover the Radcliffe report maintained that it is
impossible to define money, because there is no clear
criterion with which to determine those assets that are part
of the money supply [18]. Obviously, if it is impossible to
define the money supply, it is impossible to control. This
view has since been reflected in official commentary during
and after the MTFS. The impact of increased competition
between building societies and banks has been blamed as a
major determinant of the observed change in relationships
among the various monetary aggregates, and between them and
nominal incomes. The activities of building societies and
banks have been given prime consideration when assessing
the appropriate definition of money and the problem of
implementation of monetary control,

"There are other structural changes to come, some of

which we can discern in advance, some of which we

cannot foresee. Among those that we can expect are the
changes that are arising, and may well accelerate, from
the changing role and operations of the building
societies. The extent and nature of competition among
building societies, and between them and banks, is
already changing, and this will give that yet further
impetus. In these circumstances, all the aggregates,
not only the various definitions of narrow and broad
money, but also the wider liquidity measures, are

liable to be subject to unforeseen distortion".
(BEQB December,1984 p&476)
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One of the main reasons cited has been the importance
of liberalization of credit markets and the introduction of

new types of financial assets,

"the gathering pace of innovation under the spur of
competition is leading to new channels of finance and
new financial instruments. A statistical series for any
monetary aggregate, compiled on static definitions, is
thus liable to shift in meaning".

(BEQB March 1982a)p6)

The authorities have given special emphasis to the new
financial instruments offered by banks and building
societies,

"a number of developments currently taking place or in

prospect could significantly affect the aggregates:

these include the possible introduction by the clearing

banks of interest-bearing current accounts, expansion

of the payments facilities offered by building

societies, and increasing provision of withdrawal
facilities for building society term shares".

(BEQB March 1982kap21)
Even a cursory examination of the developments in the
building society industry indicates that there has been
considerable evolution and innovation, a detailed

examination of which is carried out in Chapter Four.
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2.4 Financial Innovation and the Conduct of Monetary Policy

The integration of monetary economics and financial
innovation by specific institutions is by no means an easy
undertaking. Indeed, some would argue that traditional modes
of analysis are incapable of providing the correct framework
for research,

"The central paradigms used to study and explain the

largely separate macroanalytics and the microanalytics

of money and banking, central banking and regulatory
aspects of financial markets are no longer usefully
applicable to todays problems. Market segmentation has
broken down. Issues in aggregative economics - the
supply and demand for money, interest rates, relations
between money, interest rates and income and employment

- are so intimately affected by regulatory structures

and the competitive behaviour of financial institutions

that the latter cannot be ignored in macroanalysis’.

(Phillips 1981, p267)

Whilst acknowledging that the combined analysis of financial
innovation, financial change and monetary economics
represents a blending of macro and micro aspects of
economics, it is argued in this thesis that standard tools
of economic analysis are useful in analysing the monetary
effects of financial change. That this is so is stated
succinctly by Llewellyn,

"The focus is upon the dynamics of the financial system

on the premise that the changes observed are not random

but susceptible to systematic analysis".

(1985(b), p19)

To the authors knowledge there has not been any

systematic attempt to fully assess the alleged impact of

financial structural changes upon the operation of monetary

control.[19] Many of the opinions reported are based largely
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on informed, but speculative comment. It remains unclear as
to exactly how financial change has actually affected
monetary control. Without detailed knowledge as to what the
effects upon monetary control are, and without a grasp of
the magnitude of such effects, théories as to the
apprépriate conduct of monetary policy are also based on
informed, but speculative comment.

Although little detailed research has been carried out
on the effects of financial innovation and structural change
upon the appropriate conduct of monetary control, it appears

that there is a consensus opinion that the effects of .
financial change necessitate that monetary policy be

conducted in a discretionary manner,

"the unreliability of most of the demand for money
functions and the disparate readings provided by the
movements of the monetary aggregates have forced us, in
some cases none too unwillingly, back to a more
pragmatic approach to monetary analysis and policy".

(Goodhart,1981, p129- 130)
Not only may policy have to be carried out in a
discretionary approach, but the authorities may be
constrained to,

muddllng through in a discretionary, but unrigorous
manner"
(Goodhart 1986,(a)pl01)
It is argued by some that institutional change vitiates
the strict form of monetarism. Laidler (1981, p23) points
out that financial innovation which affects the demand for
money means that it is impossible to impose an ex ante

growth rule as championed by Friedman (1960). He even argues

that it may be necessary for wholesale change in the
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financial institutional structure to ensure the ability of
the monetary authorities to control the money supply
(Laidler 1981, p23)

Some monetarist writers have accepted that it is no
longer plausible to appease opponents with the argument that
if the rate of growth of one monetary aggregate is held down
then in the long term the other aggregates will behave
consistently (Laidler 1981,p23). The movement of the
monetary aggregates under conditions of financial innovation
suggests that this can no longer be held as a tractable
position.

But where does this leave policy? Should the monetary
authorities attempt discretionary control? Have they the
ability to control the money supply? Is there a link between
money and nominal income, and money and prices? The
difficulty experienced by the authorities in interpreting
the movements of the published monetary aggregates has shown
that even taking account of several measures during a period
of structural change may not necessarily provide accurate
information upon which to make policy decisions [20].
Explanation of movements in the monetary aggregates has
become increasingly difficult,

"The relationships among the various aggregates and

between them and nominal incomes, have been subject to

considerable variation and uncertainty from year to
year. Such shifts in previously established statistical
regularities have provided a challenge to economists to
come up with new and better relationships".

(BEQB December 1984, p&476)

Indeed, the 'Legal Restrictions' or 'Libertarian'

School (see Johnson 1968, Black 1970, Wallace 1983, Jao
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1983), argue that the observed link between money balances
and nominal incomes only exists because of certain legal
restraints placed on the banking system. Moreover, it is
argued that once these restrictions are abandoned, and/or
financial innovation occurs, then such statistical
regularities as the demand for money will break down,
"the libertarians theoretical case against mainstream
monetarism rests on the latter's uncritical acceptance
of the various legal restrictions and regulations on
money and finance. Without such restrictions and
regulations, the distinctions between banks and other
non-bank intermediaries would vanish; and the
conceptual differences between various monetary
aggregates would become meaningless. With these
foundations gone, the major components of the

monetarist upper structure, such as a stable demand
function for money, and a constant money growth rule,

also fall to the ground"
(Jao 1983, pl4)[21]

A conceptually similar argument is provided by those
who suggest that the very operation of monetary control has
led to instability of money demand. This is commonly
referred to as Goodhart's Law (Goodhart 1984, p96). Without
the ability to forecast future financial innovations, the
Bank of England may have to take discretionary action in the
interpretation and control of the monetary aggregates (BEQB
December 1986 p506). It is important to note, however, that
as recently as 1981 Friedman has reaffirmed his stance on
this issue,

"It matters far less whether that aggregate is M1A or

M1B, M2 or Mn, than that a single aggregate be chosen",

(p6)
and (1982, p117) that a long term target path be set,

"for a single aggregate - for example M2 or the base.

It is far less important which aggregate is chosen than

that a single aggregate be designated as the target'.
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