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Cambridge Journal of Economics 1980, 4, 293-318

Monetarism and UK monetary policy’

Nicholas Kaldort

The basic contention of monetarists is that there is a stable function of money in relation
to income (which comes to the same as saying that there is a stable velocity of circulation,
invariant to changes in the quantity of money in circulation). This assertion, first put
forward by the early followers of the quantity theory of money in the 18th and 19th
centuries, was denied by Keynes and reasserted by Friedman on the basis of statistical
evidence which shows a high correlation between changes in the amount of money in
circulation and changes in the money value of the national income. Friedman admitted,
however, that there is nothing in his findings which logically excluded an interpretation
diametrically opposite to his own—i.e., that the change in the money supply may be
the consequence, not the cause, of the change in money incomes (and prices), and
that the mere existence of time-lag—that changes in the money supply precede changes
in money incomes, is not in itself sufficient to settle the question of causality—one
cannot rule out the possibility of an event A which occurred subsequent to B being
nevertheless the cause of B (the simplest analogy is the rumblings of a volcano which
frequently precede an eruption). Apart from that it is notoriously difficult to establish
the existence of a lead of one factor over another, when both move in the same direction
in time and the whole question of the existence of a ‘lag’ is by no means established.}

In the case of commodity-money, the activities of the mining industry increase the
world money supply which is thus determined by factors that are largely independent
of the public’s demand to hold money. It is possible, therefore (as a result of, say, the
discovery of new gold fields), for additional money to appear which will, in its impact
effects, cause a fall in its value relative to other commodities until all the new money
finds a ‘home’—in the increased balances held by some or all money users.

If the proportion of income or expenditure which people wish to hold in the form of
money balances (the famous £ in the Cambridge quantity equation) is rigidly given,
and real income (or output) is also given, the only way in which ‘new money’ can be

* Crown copyright reserved.

t Emeritus Professor of Economics, University of Cambridge. This paper is a slightly revised extract
from a Memorandum of Evidence on Monetary Policy submitted to the House of Commons Select Com-
mittee on the Treasury and the Civil Service (HMSO, 1980). The author is indebted to P. E. Atkinson,
M. V. Clark and K. J. Coutts of the Department of Applied Economics, Cambridge for the preparation
of tables and regressions.

1 Cf Table 4 below for a demonstration that the existence of a time lag of 2 years or less cannot be
established on the available evidence.
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294§ Nicholas Kaldor

absorbed is through a fall in its value in terms of other commodities which, by defini-
tion, equals the rise in the value of other commodities in terms of money.t

However, with credit-money this kind of problem cannot arise since credit-money
comes into existence as a result of borrowing (by businesses, individuals or public
agencies) from the banks; if, as a result of such borrowing, more money comes into
existence than the public at the given level of incomes (or expenditures) wishes to
hold, the excess gets directly or indirectly repaid to the banks and in this way the
‘excess money’ is extinguished. In technical parlance, the supply of credit-money is
infinitely elastic at the given rate of interest and this alone rules out the possibility that
an ‘excess’ supply of money relative to demand, or vice versa, should be the cause of a
‘pressure on prices’, upwards or downwards. In a credit-money economy, unlike with
commodity money, supply can never be in excess of the amount individuals wish to
hold. The Central Bank has no direct control over the amount of money held by the
non-banking public in the form of deposits with the clearing banks; its power is in
determining the short rates of interest, either directly through announcing a minimum
lending rate (or a re-discount rate) or indirectly through influencing money market
rates by open market operations. In the absence of quantitative controls over the
clearing banks’ lending or borrowing activities, it can only influence the rate of change
in the volume of bank deposits held by the public through the effect of changes in
interest rates; these effects (for reasons discussed below) are highly uncertain. In the
case of credit-money therefore, in contrast to commodity-money, it is never true to say
that the level of expenditure on goods and services rises in consequence of an increase in
the amount of bank-money held by the public. On the contrary, it is a rise in the level
of expenditure which calls forth an increase in the amount of bank money. In a credit
money economy the causal chain between money and incomes or money and prices is
the reverse to that postulated by the quantity theory of money.

This does not mean that a ‘monetarist’ economic policy such as that of the present
government is futile. But its real effect depends on the shrinkage of effective demand
brought about through high interest rates, an overvalued exchange rate and deflationary
fiscal measures (mainly expenditure cuts), and the consequent diminution in the
bargaining strength of labour due to unemployment. Control over the ‘money supply’,
which has in any case been ineffective on the government’s own criteria, is no more
than a convenient smoke-screen providing an ideological justification for such anti-
social measures.

The definition of money

The meaning of money in everyday parlance comprises everything which is widely
used as an instrument for paying for goods and services bought, or for hire of labour
or other ‘factors of production’, which is accepted by the courts as a proper medium for
discharging a debt, and by the Government for the payment of taxes. On this definition

T Another important factor about commodity-money (which is not true about credit money) is that an
increase in its supply invariably implies either an increase in incomes earned in the production of that
commodity (as is the case when new gold mines are discovered) or at least a capital gain to those who
obtain gold by robbery of some kind (as was the case with the 16th century Spaniards). Hence the very
addition to the supply of commodity-money implies an increase in the demand for other commodities.
In the case of credit money, if the money supply is increased on the initiative of the central Bank, all that
happens is that there is a shift in portfolio holdings with the public holding more money and less bills or
bonds. But no one is enriched thereby and therefore no inducement is offered for an increase in the demand
for commeodities. If on the other hand an increase in the money supply is the result of increased borrowing
from the banks, then the former is the consequence, and not the cause, of the latter.
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Monetarism and UK monetary policy 295

‘checking accounts’ (or current accounts) with any of the clearing banks form part of
the ‘money supply’ of the non-banking public as well as the notes and coins in circulation
outside the banking system. The common feature of all these forms of money is that
they do not yield interest; they are held purely for convenience. This, roughly, is the
definition of £MIl. There are, in addition, ‘hidden’ forms of money which are fully
equivalent to money though they are not comprised in the statistics. One of these is
travellers cheques outstanding which can be converted into cash at any time; another,
and quantitively more important, form consists of unutilised overdraft facilities granted
by banks to their customers, which enable the holder to draw upon his account for
making payments in excess of his actual credit balance. Finally, there are notes and
deposits in foreign currencies which are ‘potential money’ in the sense that they can
be converted into legal tender money at the current rate of exchange, but where the
holder bears the risk (or benefits from any gain) of future depreciation or appreciation.
In addition to this there are interest-bearing deposits with banks and other financial
(or deposit-taking) institutions, which cannot be directly transferred from one person
to another, and hence are not money, but which can be so easily converted into money
that they cannot reasonably be excluded in measuring a person’s ability to command
resources in terms of general purchasing power. In numerous cases transfers from
‘deposit accounts’ to ‘current accounts’ can be effected promptly, without delay; and
there can be permanent arrangements by which such transfers are effected automatically
by the branch manager (at the end of a week or a month) so as to minimise the interest
loss involved in holding checking accounts. For that reason it was always customary to
treat deposits of both kinds of the clearing banks (i.e. the banks who offer facilities for
effecting transfers between accounts by means of cheques issued by the account holder)
as part of the ‘money supply’. This is now regarded as the preferred definition of a
‘policy target’—not because interest-bearing deposits are a means of payment (which
they are not) but simply because they can be so easily converted into media of payment
that any ‘target’ which excludes them is pretty meaningless for policy purposes.
However, on this reasoning there is no justification for making any sharp distinction
between (interest-bearing) deposits with the clearing banks, and deposits with other
banks and deposit-taking financial institutions, such as savings banks, building societies
and ‘secondary banks’t (which often are no more than a wholly owned subsidiary of
one of the main clearing banks). In addition various forms of short-term paper—such
as Treasury Bills held outside the banking sector, certificates of deposits or bank-
accepted commercial bills so held, and finally gilt-edged of short maturity are all
convertible into cash—either immediately (if they are marketable like bonds or bills)
or on giving the customary notice of withdrawal (which is not invariably insisted upon).
The conclusion must be, therefore, that once interest-bearing financial assets are
admitted as part of the ‘money supply’ (and for reasons explained, it is impossible to
exclude them if the notion of ‘controlling the money supply’ is to have any credibility)
there is no clear demarcation line to be drawn between ‘monetary’ and ‘non-monetary’
financial assets. Any broad definition of the money supply is therefore arbitrary since it

t The growth of such ‘secondary banks’ has been greatly stimulated as a result of the so-called ‘corset’,
i.e. the obligation, extending to clearing banks only, to make Supplementary Special Deposits with the
Bank of England whenever the growth of their interest-bearing eligible liabilities—i.e. liabilities to the
non-banking private sector—exceed a certain target. It is a result of the growth of such avoidance practices
that the monetary authorities have now abolished the ‘corset’ altogether—though without apparently
putting anything in its place. See Cmnd 7858, Chapter 2 (HMSO, 1979).
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296 Nicholas Kaldor

is invariably surrounded by a spectrum of ‘liquid assets’ which are not comprised in
it but which are close substitutes to it.

This problem of the definition of ‘money’ and its consequences was curiously neglected
in the literature until it was brought into the open in the Radcliffe Report which took
the line that ‘while we do not regard the supply of money as an unimportant quantity,
we view it as part of the wider structure of the liquidity in the economy. It is the whole
liquidity position which is relevant to spending decisions . . . spending is not limited by
the amount of money in existence’.t Until then, British, American and Continental
writers have accepted without question that while a proper definition of the ‘money
supply’ must be much broader than bank notes and coins in circulation, and comprises
the means of payments held in the form of bank deposits, this does not invalidate the
postulate that the ‘money supply’, whether a broader or a narrower definition is chosen,
is directly controlled by the monetary authority (i.e. the Central Bank) through the
control of the ‘monetary base’, in consequence of which the supply of money is exo-
genously given, independently of the demand for it. There were endless disputes between
monetary ‘experts’ as to which of the many ‘instruments’ of control—the obligatory
‘cash ratio’ or the ‘prudential liquidity ratio’, or the ‘real’ prudential cash ratio of
around 29,—was the critical constraint on the relationship between the superstructure
of bank money and the underlying ‘base money’,{ but this did not call into question
the assumption that some instrument exists which makes the ‘money supply’ invariant
with respect to changes in the demand for holding bank deposits.

Keynes himself never really questioned the assumption that the supply of money,
however defined, is exogenously determined by the monetary authorities. At least his
equations (whether those in Treatise in Money published in 1930, or in the General Theory
of 1936) are not consistent with any other interpretation.§ They did not concern the
supply of money, but the demand for it, which he had come to regard as a function
of the rate of interest—because the loss of interest is the sacrifice involved in holding
money. He considered the ‘money supply’ in the broad sense and was not troubled
by the fact that strictly speaking his liquidity-preference theory only applied to non-
interest bearing deposits. ||

1 Report of the Committee on the Working of the Monetary System (1959), paras 389-391 (italics not in the
original).

} Before World War II there was an obligatory minimum rate of 8%, of ‘vault cash’ plus balances with
the Bank of England against the fotal of demand and time deposits. However in practice this was a pious
fraud which was habitually circumvented by the simple device of the big five clearing banks making up
accounts on different days of the week, from Monday to Friday, so that the same cash was exhibited five
times a week as it was transferred for accounting purposes from one bank to another each day of the week.
The true ‘monetary base’ (if it existed) was never published though it was known that, for purely prudential
reasons, the big clearing banks tried to maintain a minimum ‘vault cash’ (including their balances with
the Bank of England) of around 2%, of liabilities. After World War 11, the 8% minimum cash ratio was
formally abandoned in favour of a 28%, liquidity ratio; this however comprised many items, the supply of
which were not under the control of the Central Bank at all (such as commercial bills or short-dated bonds)
and it was soon recognised that this new ‘liquidity ratio’ was quite as capable of manipulation as the old
cash ratio was. However, despite this, the question of whether the ‘money supply’ is endogenous to the
banking system, and not exogenous to it, was not really posed (as far as I know) by any reputable economist
writing on the subject, apart from Wicksell and his followers.

§ The equation M=L(¥,r) (Keynes, p. 189) assumes M as exogenously given. The Radcliffe Committee’s
view was that the rate of interest, 7, is determined by the monetary authorities while the quantity of money
is determined by the desire of the public for liquidity which depends both on incomes and on the rate of
interest, i.e., r determines the relevant point on the demand curve for money.

Il The reason for this probably was that by the ‘rate of interest’ he invariably meant the long-term rate
of interest (as measured by, say, the yield of Consols) whilst the interest paid on time deposits, under the

cheap money regime prevailing in the 1930s, was 1~1349% below the Bank Rate, and hence something quite
negligible.
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There was no real dissension from the view, according to which the real dividing
line between Keynesian and non-Keynesian economics turned on an empirical question:
it was concerned with the empirical value of the interest elasticity of the demand for
money.t In fact the real difference goes much deeper—it concerns the question whether
the ‘supply side of money’, as determined by the monetary authorities, is best repre-
sented in terms of the guantity of money supplied or in terms of the interest rate fixed by
the Central Bank, which determines the cost of credit, leaving the quantity outstanding
to be determined by demand. If the elasticity of the demand for money in terms of the
rate of interest is small or non-existent (as we shall argue that it is, on the basis of
empirical evidence) this does not argue in _favour of the efficacy of monetary controls (as
the adherents of the quantity theory of money would have it) but on the contrary, of
the impotence of the monetary authorities to vary the quantity of money otherwise
than in response to variations in demand. On this view the close correlation between
the quantity of money and the level of income is proof, not of the importance of monetary
policy, but of precisely the opposite, the variation in the stock of money being no more
than a reflection of the change in the volume of money transactions. The greater the
response of the ‘money supply’ to changes in the volume of money transactions, the
less is there a need to economise on money; and this is the explanation of the apparent
paradox that the supply of money and the velocity of circulation are often found to
move in the same direction, instead of in opposite directions.

The interest elasticity of money

Figure 1 shows for the United Kingdom and the United States the change in the volume
of demand deposits and interest-bearing time deposits for the years 1963-78, expressed
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Fig. 1. Movements in interest rates and the money supply. (a) UK; (b) US.
1 Cf. Johnson, H. G., Monetary Theory and Policy, American Economic Review, 1962, pp. 344-345.
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298 Nicholas Kaldor

as a percentage of GNP, and the prevailing short-term interest rates for those years.
The definition of interest-bearing deposits in this table is broader than that included
in the statistics of the United States for M2 or in that of the United Kingdom for M3,
and includes savings deposits with non-bank deposit-taking institutions such as building
societies. In both countries the trend of interest rates was upwards and they both show
an inverse correlation between M1 (interest-free deposits) and the interest rate; the
movements over time in both countries (and the magnitude of the ratios to the GNP
in the two countries) are remarkably similar, thus confirming Keynes’ hypothesis that
the higher the sacrifice of interest the more people wish to economise on money balances.
The interest-elasticity of these balances, however, is not very large; the demand for
money as a proportion of income fell by about one-third in a period in which the short-
term interest rate more than doubled (indicating an elasticity which is much less than
unity).

With interest-bearing deposits on the other hand, it was the other way round; with
the rise of the interest rate, balances increased as a percentage of income, and this
increase has more than offset, in both countries, the decline of non-interest bearing
balances. Hence the net effect of interest changes on a broad definition of the ‘money
stock’ was perverse—a rise in interest rates appears to have led to the ‘money scock’
rising faster than money income, not lagging behind it. On the basis of the historical
experience of these two countries, the Central Banks’ habit of using interest rates as a
regulator of the money supplyt appears singularly inept—higher interest rates tend
to increase the ‘money supply’ and not decrease it. Any positive effect of reducing
growth of the money supply could only come about as a consequence of the decrease in
total savings resulting from lower real incomes and employment; it is doubtful, however,
whether taking interest rates alone (i.e. ignoring fiscal measures) the effects—within
the range of variation that is considered feasible from the point of view of business
solvency—would be powerful enough to lead to lower monetary growth. And if they
did, this occurrence would not really signify anything about the modus operandi of
monetary controls. For it would not mean that any lessening of inflation occurred in
consequence of lower monetary growth; on the contrary, any slow-down in the growth of
the ‘money stock’ would be the consequence of a reduction in total incomes, and hence
in the volume of savings, some part of which is lodged in bank deposits.

The income elasticity of money

Tables 1-3 show comparisons of the rise of the money stock in relation to GNP for
ten industrial countries and their movement over time for three different definitions
of the money supply: the narrow definition (M1) shown in Table 1, the usual broad
definition (M3) which includes the interest-bearing deposits of clearing banks, shown
in Table 2, and finally, in Table 3, the ‘broadest’ definition, which comprises all deposits
(including those with non-bank deposit-taking institutions) in so far as they are statisti-
cally available. (The figures for the United States and the United Kingdom in this
table are the same as the sum of the two series shown in Fig. 1).

A study of these tables confirms the impression gained when I first studied the level
and movement of the velocity of circulation (which is the reciprocal of the ratio of the
money stock to the GNP) in preparing my evidence to the Radcliffe Committee in June

t Cf. the Mais Lecture of the Governor of the Bank of England, 1978.
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1958%. I then wrote that ‘in some communities the velocity of circulation is low, in
others it is high, in some it is rising and in others it is falling, without any systematic
connection between such differences and movements and the degree of inflationary
pressure, the rate of increase in monetary turnover, etc.] The present tables which
relate to a subsequent period, bear out the same conclusions as the earlier study. Taking
the ‘narrow’ definition of money, the figures show a falling trend in most countries,
with the notable exception of Italy and Japan, where the period 1958-1978 had shown
a remarkable rise in the ratio (i.e. a fall in the velocity of circulation) despite the fact

Table 1. Ratio of narrow money supply (M1) to nominal GNP in ten industrial countries (in percentages)

Change in  Increase in money Increase in GNP

Country 1958 1970 1978 ratio 1958-78  supply 1958-78 1958-78

(per cent) (per cent) (per cent)
Belgium 402 293 259 —35:6 279-6 491-6
France 312 295 265 —15-1 648-0 780-5
Germany 17-1 151 176 29 470-0 454-0
Italy 30-0 530 556 85-3 2058-0 1065-8
Japan 226 291 334 47-8 2546-0 1690-5
The Netherlands 282 225 21-2 —24-8 490-7 686-1
Sweden 12-8 104 10-7 —16-4 423-8 525-8
Switzerland 529 487 482 -89 354-0 3981

United Kingdom n.a. 187 17-1 —16-6° 251-0¢ 30-8°
United States 316 23-0 171 —459 153-4 367-6

n.a. not available
¢ Changes are for 1966-78
Sources : International Financial Statistics; Bank of England Statistical Abstract No. 2.

Table 2. Ratio of broad money supply (M3) to nominal GNP in ten industrial countries (in percentages)

Changeinratio Increasein broad Increasein GNP
Country 1958 1970 1978 1958-78 money supply 1958-78
(per cent) 1958-78 (per cent) (per cent)

Belgium 46-1 45-1 471 2-2 5036 4916
France 334 437 512 53-3 1247-4 780-5
Germany 36:0 52:0 670 86-1 930-8 454-0
Italy 519 82:3 965 85-9 2068-3 1065-8
Japan 496 738 866 746 30299 1690-5
The Netherlands 447 49-3 58-8 31-5 9339 686-1
Sweden 357 322 382 7-0 570-4 525-8
Switzerland 98-5 1186 1259 27-8 5366 398-1
United Kingdom 406 34-8 349 —14-0 499-7 596-8
United States 455 459 453 —04 365-0 367-6

Sources : International Financial Statistics; Bank of England Statistical Abstracts.

+ Cfr. Committee on the Working of the Monetary System, 1960, pp. 146 ff.
+ Ibid., p. 146. In the attached footnote I gave the figures of the ratio of the money supply to the GNP
and its movement over time for a number of (developed and developing) countries.
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that these were two countries with the highest rates of increase in money GNP, and
possibly of inflation, as well.t This is in contrast to the ‘age old experience’ that in a
prolonged inflation the velocity of circulation rises, as people get accustomed to it and
begin to anticipate it.} All other countries in Table 1 (with the exception of Germany
where the ratio remained remarkably stable) show a fall in the ratio (i.e. a rise in
velocity) which was largest in the case of the United States, Belgium and The Nether-
lands, and significant in Sweden and the United Kingdom. There are remarkable
differences between countries in the ratios themselves (varying between 8569, for Italy
to 10-79, for Sweden) which are difficult to explain since these figures refer to cash in
hand plus current accounts, the demand for which depends on the factors determining
‘transaction velocity’—which in turn supposedly reflects the frequency of income
payments and of regular out-payments (for rent, gas, electricity, etc.)—factors in
which the habits of different countries cannot be so different from each other. The
figures for 1978 show in fact remarkable similarities for three countries (i.e. United
States, United Kingdom and Germany) but why should the income-velocity of circula-
tion be five times as high in Sweden as it appears to be in Italy or in Switzerland ?

The figures for M3 show a similar range of variations between countries, but the general
trend is upwards, not downwards (only the United Kingdom shows a significant
decrease in the ratio over the last 20 years), and the highest increases shown are for
Germany (whose rate of inflation was one of the lowest) as well as for Italy and Japan
(whose inflation was among the highest). The explanation probably is that interest-
bearing bank deposits are a popular form of saving in some countries, so that the increase
in deposits in relation to income shows the effect of the accumulation of personal
savings, some proportion of which are held in this form. Some support for this hypothesis
is shown by comparison with Table 3 which shows that in the case of Italy money on
the ‘broadest’ definition (which includes in addition deposits with savings banks, building
societies, etc.) was very little larger, as a proportion of income, than the ‘broad’ definition
which includes only bank deposits; while in the case of Japan the proportional difference
due to the addition of such deposits was less than in the case of the United States and
the United Kingdom, which latter show a trend increase in the ‘broadest’ definition,
but not in the ‘broad’ definition. On the other hand there are countries which show a
strongly rising trend on both definitions (France and The Netherlands) and those who
do not show such a trend on either definition (Belgium and Sweden).

I cannot pretend to explain these wide-ranging differences in both the level and the
time-trend of the ratio of money to income, whatever definition is chosen. The fact that
differences appear substantial on the ‘broadest’ definition as well as on the ‘narrower’
definition suggest to me that they cannot be explained simply in terms of differences of
classification, or even differences in saving habits or in the velocity of circulation due to
differences in the frequency of income payments or in the settlement of debts. They
rather suggest that money, contrary to the fashionable view, is an ‘unimportant’
quantity—if the Swedes are content with so much less money than the Swiss, for example,
this may be due to nothing more important than historical accident which make the
public of one country become used to having so much larger cash balances than that of
another. It certainly does not suggest that the plenitude of money of the Swiss makes

t The figures show for 1958-78 an annual rate of growth of income of 12%, for Italy, of which 7-4%,
represented inflation, and 149, for Japan, of which 5-2%, was due to price-inflation.
} Cf. F. A. Hayek, letter to The Times, 31 May, 1980.
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them more inflation-prone than the ‘sparseness’ of money which characterises the
Swedes or the British (of all people!).

The myth of the time lag

The common article of faith of all monetarists is that changes in the money supply
affect inflation with a time lag, which is normally taken to be 2 years. Thus the Minister
of State in the Treasury (Lord Cockfield) assured the House of Lords on numerous
occasions that

there can be no doubt, based on both theory and practical experience that a growth in the
money supply is followed after a period of time by a rise in the rate of inflation, and equally,
and more hopefully, that a fall in the rate of growth of money supply is also followed in due time
by a fall in the rate of inflation. (House of Lords, Official Report, 11 June 1980, col 517.)

Almost identical statements were made by the Chancellor and Treasury Ministers
on numerous previous occasions. Prior to the formation of the present Government,
the same assertion was made by various economists and writers, among them Mr. W.
Rees Mogg in The Times of July 16, 1976. The basis of this assertion was that the inflation
of the years 1974-75 was correctly ‘predicted’ by the increase in the money supply
which occurred 2 years earlier, in 1972-73.

As Table 4 shows, the average annual percentage increase in £M3 in the five years
1971-76 in the United Kingdom ‘predicted’ the average annual increase in the money
value of the GNP between 1973-78 (that is to say, 2 years later) with quite remarkable
precision: the average percentage difference between the two series was only 0-239%,.
But Table 4 also shows that this was a unique occurrence; it was not true of the United
Kingdom either for the preceding period 196368, or for the succeeding period 1975-78,
for both of which the closest fit is shown when 7o time lag is assumed. The same is true
for the average of the nine other countries in the table which show that in the large
majority of cases, the best fit is obtained when no time lag is assumed, for all three
periods shown. There are a few isolated cases in which the postulate of a 2 year lag
shows a smaller discrepancy—such as Germany in 1963-68, but here the discrepancy
between the money series and the GNP figures is so large in relation to the total (43—
5%% according to the time lag assumed, with a GNP rise of only 7}9%,) that it is difficult
to attach any significance to the fact that one lag gives somewhat better results than
another. The same is true of Switzerland, in the case of which the gaps are insignificant
for all three money-series for the period 1963-68, but are enormous for all three series
in both the 1973-78 and 1975-78 periods—the percentage growth of the money supply
being over twice as large as the percentage growth of the money GNP in all three cases.

Clearly the United Kingdom figures for the middle period, 1973-78—a discrepancy
of only 0-23%, with a 2-year lag, but 3-299%, with a 1 year lag and 5-71%, with no lag—
are a pure fluke. They are the accidental result of the dominating influence of two events
which were themselves wholly unrelated to each other; the adoption of the system
called ‘Competition and Credit Control’ by the Bank of England in 1971 and the Arab-
Israel War (the so-called Yom-Kippur War) of October 1973 which resulted first in
an oil embargo on certain countries and then in a fourfold rise in the world oil price,
which in turn induced the world-wide inflation of the years 1974-75.

We shall discuss the consequences of the change in banking rules below. Here we
merely wish to note that the large increase in the money supply (£M3) by 589, was
mainly due to the increase in interest-bearing time deposits (which increased by 1179,
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in 2 years whilst sight-deposits, M1, increased only by 19-59,). This terrific ‘bulge’ in
interest-bearing deposits was largely the consequence of banking policy changes—the
clearing banks, freed from control, successfully diverted funds from normal channels
and indulged in, or tolerated, a great deal of financial manipulation (e.g. the so-called
‘round-tripping’ by which money borrowed from one bank is re-deposited in another).
There was no conceivable connection between these events and the large world-wide
inflationary wave induced by the ‘oil shock’ of 1973, which had particularly grave
consequences on the severity of inflation in the United Kingdom in 1974, on account
of the ‘threshold’ arrangements (these were part of Phase 3 of the Health Government’s
income policy but fixed before the big oil price rise) which, by the end of 1974, nearly
doubled the inflation rate as compared with what would have happened otherwise.t
Thus the remarkably rapid rise of the money supply in 1972-73 and the rapid inflation
2 years later were a pure coincidence which had no parallel in any earlier or later period.
Of the thirty observations recorded in Table 4 (i.e., for each of ten countries for three
different periods) in nineteen cases the closest ‘fit’ was obtained when no time lag was
assumed (i.e., when both the money series and income series related to the same period),
a 1 year lag gave the ‘best fit’ in four cases and a 2 year lag in seven cases; but with the
sole exception of the United Kingdom for 1973-78, none of these ‘exceptions’ appears
significant; either the difference in the closeness of fit is too small (as for example for
Switzerland in 1963-68) or else the fit is so poor in all three cases (as, e.g., for Switzer-
land in 1973-78 or Germany in 1963-68) as to make any conclusion drawn from them
highly suspect. There is certainly nothing in these figures that would justify the far-
reaching and confident assertions of Treasury Ministers about the existence of a signifi-
cant time lag, which, as was repeatedly asserted, is based on ‘empirical evidence’ or
‘practical experience’.

Present UK monetary policy

The core of the economic philosophy of the present Treasury Ministers is that public
expenditure is at the heart of Britain’s economic difficulties,} because it is the cause both
of excessive taxation and of the large borrowing requirement which in turn is the real
cause of inflation because it is responsible for an increase in the money supply which
is the immanent cause of the rise in prices.

All this is best summarised by the statement made last January by the Financial
Secretary of the Treasury (Mr Lawson):

Let me start with two simple facts. The first is a statistic. The PSBR is at present about 44 % of
total gross domestic product (GDP)—compared with an average of only 23% in the 1960’s.
The second is an economic relationship. That is, the PSBR and the growth of the money supply
and interest rates are very closely related. Too high a PSBR requires either that the Government
borrow heavily from the banks—which adds directly to the money supply; or, failing this, that
it borrows from individuals and institutions, but at ever-increasing rates of interest, which place
an unacceptable squeeze on the private sector.

There are two assertions here; one, that the PSBR and the growth of the money
supply are closely related; and two, that to avoid too fast an increase in the money
supply requires borrowing from individuals and institutions (as distinct from banks)

T As a result of the rapid rise in prices in the first four months, shots of the ‘trigger’ started in April
rather than in September-October (as originally expected).
1 Cmnd 7746, 1979, para 1.
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which in turn can only be accomplished at ‘ever increasing rates of interest’.t It is
best to deal with these two contentions separately.

The PSBR and the growth in the money stock

The assertion which forms the central thesis of the Government’s economic philosophy
that public sector borrowing is ‘the major cause of the growth of the money supply’
is without any empirical foundation whatsoever and could only be made by someone
in total ignorance of the facts, as set out in official statistics by the Treasury and the
Bank of England.

The relevant figures and relationships show, in my view quite conclusively, that
Mr Lawson’s assertions concerning ‘simple facts’ are not facts at all but fairy tales
effectively contradicted by the statistics shown in Table 5.3

On Mr Lawson’s hypothesis the PSBR causes a corresponding increase in the money
supply unless it is ‘funded’—i.e., unless the money is borrowed from individuals and
institutions through the net sale of securities to the public. In the latter case the budget
deficit is financed by ‘genuine savings’, and therefore it is non-inflationary; but it
creates an ‘unacceptable squeeze on the private sector’ by ‘crowding out’ productive
investment.§ The part of the PSBR which ‘adds directly to the money supply’ is there-
fore the part which is not funded in this way and this is shown in column (3) of the table.
This shows that for the last three financial years such ‘unfunded borrowing’ was virtu-
ally zero—it amounted to £390 millions for the 3 years taken together which is the
equivalent of less than 0-19%, of the GDP for that period. Over the same period the increase
in the money supply (£M3) was £18-0 billions or 46 times as large. In other words the
unfunded PSBR, assuming that all of it was financed by bank credit (some of it may
have been financed by net overseas purchases) could only have contributed 2:19, to
the increase in the money supply. Its influence, therefore, since April, 1977 was com-
pletely negligible.

On the other hand if one takes the preceding 3 years, when the PSBR, as a percentage
of the GDP, was nearly twice as large (it averaged 9-5%, of GDP as against 5-59, in
the last 3 financial years) the ‘unfunded’ borrowing requirement was £10-4 billions,
or 26 times as large as in the subsequent 3 years and was indeed 29-69, greater than
the fofal increase in the money supply in that period.

Yet the increase in the money supply over the 3 years 1974/75-1976/77 was only
£8-1 billion, or less than one-half as large as in the 3 years 1977/78-1979/80 when there
was practically no public sector borrowing from the banking system.

Indeed a brief glance at columns (7) and (8) of Table 5 is in itself a complete dis-
proof of the theory underlying the Government’s medium-term strategy as expounded
in Part I1 of the Financial Statement and Budget Report 1980—81, according to which ‘there
is no doubt that public sector borrowing has made a major contribution to the excessive
growth of the money supply in recent years’. Taking the last 6 years as an indication of
‘recent years’, the size of public sector borrowing which was not ‘funded’ by the net sale
of securities to the UK private non-banking sector fluctuated from 214-69%, of the growth

t There is, of course, an implied third assumption, that an excessive growth in the money supply is the
direct cause of inflation, but this has already been dealt with in previous sections.

11973 and earlier years are given on a calendar basis owing to difficulties in obtaining comparable
figures on the money supply on a quarterly basis. However from 1974/75 onwards the figures are shown
in terms of financial years which give a more reliable indication of the change in the PSBR from one
financial year to the next and its relation to the national income as measured by GDP at factor cost.

§ On this question of ‘crowding out’ see below.
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of the money supply (in the financial year 1975/76) to —17-0%, (in 1977/78). Yet the
growth of the money supply was lowest—at 7-09%,—in the financial year 1975/76 when
unfunded PSBR was at its highest, and it was highest—at 15-59,—in the year 1977/78
when the ‘unfunded’ PSBR was actually negative. Moreover the extreme variation in
‘unfunded’ borrowing—from +2149, to —179%,—is in such complete contrast to the
narrow range of variations in the year-to-year growth of the money stock (from 7-:09%,
to 15-59,, averaging 10-49, for the 6 years) as to rule out the possibility of the one series
exerting an influence on the other. If the Government’s factual assertions were correct,
and public sector borrowing was a ‘major cause’ of the growth of the money supply,
col (8) would have varied year by year, in sympathy with col (7). There is no evidence
of that whatsoever; if anything there was a perverse relation between the two in which
the highest ‘unfunded’ PSBR was associated with the lowest growth in the money stock,
and vice-versa. The ‘Barber years’ seem to show a somewhat different picture, but the
explanation of that does not lie in the size of uncovered public sector deficit but in the
uncontrolled growth of bank lending to the private sector of those years, which occurred
for reasons explained below. This makes complete nonsense of the assertions made in
this year’s Financial Statement according to which the planned reduction in the growth
of the money supply will depend on the ‘path for the PSBR.’} If past experience is
any guide—and what else is there to go on?—it will have nothing whatever to do with
that factor.

A comparison of the whole of the PSBR (both funded and unfunded) ought to be
better related to the change in the money stock, since the latter should be in some
relation to the growth of the money national income, and the PSBR is one of three
major components determining the growth of demand (the others are the net loan
expenditures of the private sector and the balance of payments on current account).
The figures in Table 5 however, do not support that view either. The years in which the
PSBR, as a proportion of GDP, was very large—such as the 2 years 1974/75, 1975/76
and also 1976/77—the growth of the £M3 as a percentage of the total money stock
was particularly low as compared with both earlier or later years, while in the years
when PSBR was relatively low (such as 1977/78, 1972 and 1971) the percentage growth
in £M3 was relatively high.}

If the PSBR, whether funded or unfunded, thus cannot account for the changes in
the money stock how is the latter to be explained? Table 6 accounts for the annual
growth in the money stock for the years 1966-79 in terms of three ‘sources’: (1) the
unfunded part of the PSBR; (2) bank lending to the United Kingdom private sector;
(3) net overseas finance to the UK. These three elements together are so defined as to

T Ibid. para 14.

1 I myself believed at one time (Kaldor, 1970) ‘that the basic relationship between money and income
(i.e., that the change in the “money supply” is a reflection of the change in money incomes) is modified
in the short period by the behaviour of the income-expenditure relation (or, as I would prefer to call it,
the receipt-outlay relation) of those particular sectors whose receipt-outlay relation is particularly un-
stable—in other words, whose dependence on “outside finance” is both large and liable to large varia-
tions—for reasons which are endogeneous, not exogeneous to the sector [italics in the original] . . . [this] is true of
the public sector whose “net borrowing requirement’ has been subject to very large fluctuations year by
year’ (as a consequence of Keynesian economic management which varied the receipt-outlay relation of
the public sector deliberately so as to stabilise the growth of effective demand). The idea was eagerly
seized on by Milton Friedman and other economists who said from then on that Governments are the
chief culprits in inflation because, wishing to avoid unpopularity, they spend too much and tax too little.
Subsequent history has shown however that I was wrong (and so, of course, was Friedman)—while there
was a correlation between the PSBR and the growth of M3 for the period 1954-68, it disappeared com-
pletely afterwards, as the regression equations in Table 7 show.
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Table 7. Contributions to the growth of Sterling M3 1966-79

AMS3 = 29030 + 0-27 (PSBR-F)
(751:6)  (0-34)
R 005
AM3 = 10656 + 0-78 BA
(390-5)  (0-10)
R =083
AM3 = 29895 — 0-32 NOF
(662:0) (0-32)
R? = 008
BA = 2589-5 + 0-15 (PSBR-F)
(890-2)  (0-40)
R? = 001

Definitions :
AMS3 = change in sterling M3
(PSBR~F) == the unfunded element of the public sector borrowing
requirement
BA = bank lending in sterling to UK private sector
NOF = net overseas finance to the UK
Notes: Figures in parentheses are standard errors. Equations are
estimated by ordinary least squares.

be equal to the annual change of £M3 (the first two elements have in recent years
come to be called ‘domestic credit expansion’). It should be emphasised that as the
table represents an identity it can say nothing about causality. It is equally consistent
with the monetarist view according to which an increase in the money stock is fully
‘explained’ by public or private sector borrowing plus net overseas finance (which pro-
vides a source of finance for borrowing only when the balance of payments on current
account is unfavourable). But it is also consistent with a non-monetarist view according
to which the change in the money stock and the size of bank lending may both be
determined by other factors—such as the increase in total expenditures which in turn
are to be explained by autonomous changes in private investment, by the rise in money
wages, the propensity to consume, etc. But on the monetary view the three sources
can be taken as ‘explaining’ the change in the money stock which in turn is taken as
‘explaining’ whether inflation takes place and, if so, by how much.

It will be evident from a glance at the table that the unfunded part of the PSBR
(which in turn is equal to the public sector’s borrowing from the banking system plus
the net issue of notes and coins) can have only played a minor role in the change in
the money stock, whereas bank lending to the UK private sector played the major role.
This is formally proved in the regression equations in Table 7 which show the contri-
bution of each of the three factors separately, as well as the sensitiveness of bank advances
to the private sector of bank lending to the public sector (i.e. the banking system’s
absorption of public sector debt). These regression equations show conclusively that
the role of the unfunded PSBR was quite insignificant; it explains only 59, of the
change in £M3 in the last 14 years. As against that, bank lending in sterling to the UK
private sector is the factor that was overwhelmingly responsible for the change in the
money stock, as it explains 839, of the change. Finally, the last regression equation
shows that bank finance to the private sector has not been influenced by the banks’
absorption of public sector debt.
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These regression equations offer a complete disproof, within their own realm of
discourse, of the main contentions on which the present Government’s economic
strategy is based, as explained in numerous speeches of Ministers and in Part IT of the
Financial Statement and Budget Report, 1980-81.

The PSBR and interest rates

So much for Mr Lawson’s first contention. His second contention stands up no better
than the first. This asserts that to avoid the inflationary consequences of the PSBR,
the Government must borrow ‘from individuals and institutions, but at ever-increasing
rates of interest, which place an unacceptable squeeze on the private sector’.

First of all, which rate of interest had he in mind? There is the short-term rate of
interest, now called MLR, which governs the rate on Treasury Bills, and the rates
obtainable on interest-bearing deposits repayable at short notice with banks or other
deposit-bearing institutions. And there is a whole spectrum of long or medium term
interest rates, measured by the redemption yield of gilts of varying maturity, or by the
flat yield of perpetual bonds (like 23%, Consols). To ‘borrow from individuals and
institutions’ by means of the sale of Government securities what matters is the additional
yield which has to be offered on such securities as compared with the current rate of
interest on bank deposits (or Treasury Bills) and the expected future short rates of
interest during the lifetime of the security issued. For the cost to the buyer of purchasing
long or medium term securities is the sacrifice of foregone liquidity (and not the sacrifice
of foregone consumption). Savings out of personal income are largely contractual in
character: it is for this reason that such a large part of personal savings is channelled
through institutions like insurance companies and pension funds as well as deposits in
savings banks and building societies. It is not a question therefore of inducing individuals
to save (in the sense of inducing them to refrain from current consumption) but only of
inducing them to commit themselves to a purchase of a long-term security which is
subject to the risk of a capital loss (as well as to the chance of a capital gain) on account
of future changes in the rates of interest. It has been calculated that the additional yield
of long-term Government securities over the 7-year moving average of short-term rates
(which was used as a proxy for expected short-term rates) was 19, prior to 1913 and
around 29, in the period between the two wars.t At present there is a large and wide-
spread negative yield gap (i.e. one extending to short and medium dated stock, as well as
the pure long term rate) between gilts and the Minimum Lending Rate, which must
be an indication of the public expecting both short and long-term interest rates to fall.
In fact, despite the present Government’s unexpected increase in the MLR to 149,
last June and then to 179, in November, the yield of long-dated gilts is well below
their yield in 1974-75, when the interest rates were barely above 129,. Gilt-edged
yields are the same as in the third quarter of 1978 and are only a little higher
(by about 149%,) than in the summer of 1979, when they were exceptionally low in the
expectation of a reduction of MLR. And indeed they have not risen much in conse-
quence of the wholly unexpected rise of the MLR to 179%,. During all that time there
was a flood of new issues which offset over 909, of the PSBR; in the last financial year
the flood became a veritable torrent, with net new issues for cash yielding £11} billions,
or twice the amount for the previous financial year.

§ Cf. Hicks, 1939, p. 31.
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Since April 1975, when the yield of 239, Consols was over 15%,, the Government
borrowed (net) from individuals or institutions—i.e. the non-bank UK private sector—
the modest sum of £36,788 millions, or 849, of the cumulative PSBR of £43,776 millions
of the last 5 financial years. The current yield of Consols is just under 129, or 39, lower.
In relation to the MLR, which was 929, in April 1975, and is now 179%, the fall in the
yield of Consols was 79%,. So much for the contention that the PSBR can only be funded
‘at ever increasing rates of interest’.

To be accurate, Mr Lawson should have said that the Government has been able
to borrow from individuals and institutions in almost unlimited amounts at redemption
yields which are on a downward trend and are much lower now than those offered in
earlier years (with the exception of a 6-month period in 1977-78 and another such period
in 1979-80) and at an ever-increasing negative yield gap between those yields and interest
on Treasury Bills, which the Government keeps deliberately high for the express purpose
of ‘squeezing’ the private sector.

For it is the government-imposed MLR, and not the gilt-edged yields determined by
future interest expectations, which are solely responsible for the ‘squeeze’ on company
finance. If heavy borrowing from individuals and institutions required ‘ever increasing
interest rates’ we would have had a situation in which the upward-pull of long-term
rates dragged the short-rate up behind it; instead of which the wholly policy-imposed
level of the MLR, even though it has been kept up for nearly a year, failed to shake the
public’s expectations that future interest will be much lower than now, and that they
are bound to fall heavily soon—otherwise there could not exist a large negative yield gap
even on short-dated securities repayable within a few years.

How is this to be squared with the importance attached by all monetarists to ‘inflation-
ary expectations’? On the monetarist view, the current rates of interest (on loans of any
particular duration) should correspond to Fisher’s ‘real’ rate of interest ex ante, i.e. it
should make an allowance for the expected rise in prices during the currency of the loan.
Since the current rate of inflation is 209, an 11-59%, yield on short-dated gilts must
therefore imply, on the theory of monetarists, the prevalence of ‘deflationary’ expecta-
tions which alone explain why such yields should be so much less than the rate of
increase in prices.

However there is a fallacy here which is no less damaging to clear thinking for being
widely believed, even among economists who do not subscribe to the monetarist creed.
This consists of the proposition that the expected rise in prices enters into the supply-
price of loans—i.e., that people are not willing to part with ‘liquidity’ except at a price
(in terms of redemption yields) which makes allowance for the expected rise in prices
until the redemption date, in addition, to the ‘normal’ return on that particular type of
loan. This view is false for the simple reason that the holding of liquid financial assets
(which is the alternative to holding bonds) is exposed to exactly the same risk of erosion
in real value through inflation as gilts are. Inflationary price expectations therefore do
not enter into the determination of interest rates for loans of differing duration; these
are solely determined by expected interest rates, both long and short (which must be
consistent with one another). The expectation of a rise in prices, as Keynes maintained,
will raise the ‘marginal efficiency of capital’ but it will not affect the current yield of
bonds, except in so far as it also carries with it the expectation of higher short-rates of
interest in the future. The present negatively sloped yield curve in the London market
necessarily implies that people expect that both short and long rates will fall; but this
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does not imply (or not necessarily) that they also expect prices to fall, or even that they
expect the rate of increase in prices to diminish. The two are not necessarily linked to
one another, except on the supposition that people expect the Government to go on
raising the MLR in the vain hope that this in itself will bring inflation to an end, sooner
or later; in that case, however, they ought to expect rising interest rates in the future,
the expectation of which would imply a large positive yield gap, and not a negative one.

The rate of interest (MLR) is the one instrument which is entirely under the control
of the Government. It is the declared policy of the Bank of England to use it as the
prime regulator of the money supply; for that purpose, however, it is a particularly inept
instrument, since, as we have seen, the direct effect of a rise in MLR is to increase the
growth of the money stock and not to decrease it (as it makes interest bearing deposits
relatively more attractive). For regulating the ‘money supply’ the Government is mainly
dependent on ‘funding’, which in turn is very much a matter of creating—and main-
taining— the expectation of falling interest rates. Keeping MLR at very high rates (such
as 179,) is good for the money supply mainly because people cannot believe that it can
last, and the longer it lasts the less they appear to believe (rationally or irrationally) that
it can continue at that level. This alone explains why investors appear to be increasingly
bullish on gilts, even though the yield on long-term issues already discounts a reduction
in MLR that is of a far greater magnitude than is likely to happen in the foreseeable
future, for reasons explained below.

Crowding out

One frequent contention of the monetarist school—though it figures less prominently
in recent official pronouncements—is that public sector borrowing, if funded, ‘crowds
out’ private sector borrowing. This view, to my mind, ignores:

(a) the role of the PSBR as a regulator of the level of economic activity—whether as
a ‘built-in stabiliser’ which changes automatically in inverse relation to cyclical
changes in activity, or as an actively used instrument of demand management (as
was the case up to 1973);

(b) the reason why the PSBR is capable of fulfilling this role, which lies in the depen-
dence of the volume of savings on the level of income, which is the fundamental
axiom of Keynesian economics. As activity increases (with higher employment
and a higher utilisation of capacity) savings increase more than in proportion to
the increase in income, owing to the close connection between savings and profits.
At low levels of capacity utilisation the share of profits is very low, mainly on
account of high overheads per unit of output (whether of labour costs, rents, etc.,
or interest payments) and the cash flow may be insufficient to provide for increased
working capital requirements on account of higher wages and higher fuel and
material prices. This necessitates additional borrowing for the replacement of
stocks, the interest burden of which may reduce net profits even further. But if
economic expansion was renewed unit costs would fall with the expansion of
activity, and a disproportionate share of the improvement in incomes would go
into profits and therefore savings.

For the same reason a reduction of the PSBR attained through expenditure cuts or

higher taxes or both, will reduce activity further and this will be attended by a dis-
proportionate reduction in savings. Hence the savings which are theoretically ‘freed’
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by the reduction in public borrowing will not be there when the borrowing it cut—
on the contrary, as savings will fall more than in proportion to the fall in incomes
there will be less savings than before available to the economy.

So instead of ‘crowding out’, there is, on the supposition that the level of activity
varies with effective demand, a ‘crowding in’ effect—the savings available for private
investment will vary in direct relation with the PSBR and not in an inverse relation.

This conclusion may be modified if the balance of payments effects of changes in
the PSBR are taken into account. To the extent that the expansion of demand resulting
from large Government expenditure or lower taxes goes on imports, the additional
incomes, and hence the additional savings, will accrue to foreigners. This, I presume,
is what the Chancellor had in mind by saying that the British economy is hemmed in
by ‘supply difficulties’. In such circumstances a reduction in the PSBR may cause a
reduction in imports rather than in home output; but on that assumption it is not an
efficacious method for reducing the rate of inflation, which requires a reduction in home
output and employment. The assumptions under which public borrowing ‘crowds out’
private borrowing are the same as those under which home output cannot be either
stimulated or depressed by fiscal or monetary measures.

Alternative methods of controlling the money supply

Under the pre-World War I gold standard, control over the money supply was rela-
tively easy, since even small changes in relative interest rates between financial centres
(such as London and New York) brought about large changes in the liquidity of the
banking system, on account of the flow of funds induced by interest rate changes. After
World War I, this system never worked in the same way—presumably because the risks
of exchange rate variations (or of devaluation through changes in the gold parity)
were never ruled out altogether; and after 1931, the management of the ‘money supply’
required different policies and different instruments for each country. However no
serious problems arose until the late 1930s, since the cheap money policy of the main
financial centres was not sufficient to lead to a full reactivation of resources, and almost
until the outbreak of World War II, the risk of inflation was not taken seriously in
Britain.

During the War, apart from extensive rationing and price controls of consumer
goods, there was also rigid credit control imposed on the banks who were obliged to
redeposit all surplus funds with the Treasury (the so-called Treasury Deposit Receipts).
The main control instrument was the regulation of the amount of credit banks were
permitted to extend to the private sector, and priorities were laid down in the allocation
of bank lending.

With periodic tightening and relaxation, such quantitative controls over bank
advances were retained even after 1951 when an active interest rate policy was re-
introduced as an instrument of regulating credit. The Radcliffe Committee concluded
that credit control through interest rates was almost wholly ineffective beyond causing a
‘diffused difficulty of borrowing’. They therefore approved the use of quantitative
ceilings on bank advances and hire purchase controls as an effective remedial measure
in ‘emergencies’. With the return of the Labour Government in 1964 quantitative
control of bank advances became the dominant form of credit control. However there
was increasing criticism of these methods on the ground that they diverted business
to smaller banks and to overseas banks which were not subject to control; and also
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that the controls limited the growth of each bank not just absolutely but in relation to
each other and thereby limited ‘competition’ between the clearing banks. Various
schemes were considered to permit freer competition between banks.}

However the scheme actually adopted by the Conservative Government in 1971,
‘Competition and Credit Control’ was based on the idea that by creating an inter-bank
wholesale market for loans, with individual banks freely bidding for funds both as
borrowers and lenders, the best results will be obtained at a rate of interest (established
by the market) which equates the demand and supply for loanable funds. The authors
of this plan failed to take into account that the ‘loan market’ is different from other
markets in that the banks, in their anxiety to expand their business, went in search of
borrowers and thus used the facilities of the newly established wholesale ‘deposit
market’ to balance their creation of bank assets (i.e., those resulting from additional
lending) with an artificial increase in their liabilities, by actively bidding for wholesale
deposits—leading to phenomena such as that known as ‘round tripping’ whereby a
company or a financial institution could obtain a loan from Bank A (anxious to extend
its lending business) on terms that made it profitable to on-lend to Bank B who was
anxious to acquire additional liabilities to match the expansion of its assets. So far from
the system leading to a new equilibrium between the demand and supply for loanable
funds, it led to a scramble between banks to expand their operations on both the asset and
liability side as fast as possible. The resulting inflation of bank credit—which I believe
I am right in thinking was quite unexpected both by the Bank and the Treasury—
led to a rapid expansion of interest bearing liabilities of the banks, and of credit extended
to customers for speculative purposes, which created a rapid and unhealthy boom in the
property market.] Mortgages became very easy to get, with the result that house prices
nearly doubled in a period of a few months, and there was wild speculation in property
companies as well as an unhealthy growth of ‘secondary banking’ which the new
system was originally intended to discourage. The rise in house prices was rapidly
passed backwards into increased land values—which had a perverse effect on building
activity, since it caused landowners to hold on to potential development land, thereby
increasing the shortage of development land still further.

At the end of 1973, the Government found it necessary to put the brake on this
feverish process of speculation and credit expansion§ which in turn led to a spectacular
collapse of ‘secondary banking’ and made it necessary for the Bank of England to
organise a scheme in co-operation with the main clearing banks (called the ‘lifeboat’)
which at the cost of many hundreds of millions of pounds succeeded in averting the
occurrence of bank failures which could have rapidly swollen into a financial panic of

t The Labour Government of 1964-70 considered a scheme of introducing a ‘public sector lending
ratio’ (of 50% or some other percentage) which would have had the effect that each particular bank
could only extend credit to the private sector in proportion to growth of its holding of public sector debt,
and since the Government could control how much public sector debt is made available to banking
sector as a whole, this would have enabled the Government to exercise a global control on loans to the
private sector without limiting any individual bank’s freedom to increase its market share.

} As already mentioned above the introduction of the new system led to a rise of interest-bearing deposits
of 112:5%, between the end of 1971 and 1973, whereas previously the annual increase was of the order of
5-109% a year.

§ This was done partly by the development land tax which imposed a charge on the increase in the
value of development land which could, in certain circumstances, be levied even when the land was not
actually sold; and by introducing a aew system of penalties (which became popularly known as ‘the corset’)
on banks which increased their interest-bearing eligible liabilities in excess of the permitted rate.
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19th century style. Since then the ‘corset’ was employed, on and off, in order to limit
the rate of expansion of bank credit but since this system was increasingly evaded by
transferring ‘liability management’ to subsidiaries—and also by the bank’s willingness
to remain in the penalty areas and pay for it, which they could easily afford to do,
given the abnormal size of bank profits, resulting from high interest rates—the Bank
abolished the corset altogether on June 19, 1980, and at the time of writing is back in
the situation in which it found itself at the end of 1971.1

However the experience of using interest rates as the central instrument for the
control of monetary aggregates has not been a happy one. In those sectors of the economy
where prices are cost-determined—as in manufacturing industry—the interest cost of
working capital is part of prime costs, and is therefore passed on in prices in much the
same way as a rise in labour cost. However, unlike a rise in wages, the rise in interest
rates has no counterpart in increased spending; it thus acts in the same way as an
increase in taxation which serves to reduce the fiscal deficit. And where circumstances
are such that the rise in interest charges cannot be passed on they eat into profits;
with continually rising rates, this is bound to lead to a situation where firms become
insolvent for lack of cash to pay interest on their loans, or where they have to borrow in
order to pay interest on previous borrowing, a process that is sure to lead to bankruptcy.

In my view the change of policy which meant using the MLR and money market
rates primarily for regulating the monetary aggregates has been a foolish and un-
imaginative innovation which is bound to be abandoned sooner or later for reasons
discussed in the next section. Of course control is necessary to prevent an undue expan-
sion of credit to the private sector, particularly for speculative purposes or for consumer
credit. But for this purpose it is best to go back to some improved and more compre-
hensive version of the lending controls abandoned in 1971.7 The argument about ‘lack
of competition’ between the clearing banks or between the clearing banks and other
banks, does not seem to carry much weight; there are only four large banks left, so the
situation is one of ‘oligopoly’ in any case; and large and persistent borrowers could
maintain accounts and secure overdraft facilities with several banks simultaneously.

Failing this there are two other measures that might be considered for adoption.
The first is putting a ceiling on interest rates which banks can pay on time deposits—a
British version of ‘Regulation QQ’. The disadvantage of this is that it could lead to
increased ‘disintermediation’—the technical term for arranging finance outside the
banking system, mainly through trade credit.

The other is to introduce a variable public sector lending ratio, such as was con-
sidered in the 1960s. Assuming that the authorities can control the amount of public
sector debt made available to the banking sector (this may require confining ‘eligible
debt’ to bills or short-term bonds which are not normally held in large amounts by the
non-banking public) this might provide an effective instrument for controlling bank
lending to the private sector as a whole, without limiting the rate of expansion of any
single bank, taken individually.

t The so-called Reserve Asset Ratio (which became meaningless since the banks, with the aid of the
discount market, could manufacture reserve assets) was abolished at the same time, so that there is no
limit on credit expansion at present other than a ‘prudential’ cash ratio of some 2%, which however can
also be replenished if necessary through the discount market by re-discounting eligible securities with the
Bank of England.

+ Most European countries employ controls on bank lending to regulate the money supply.
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The problem of exchange rate policy

Throughout the 1960s there was a fairly general consensus among economists that
the exchange rate of the £, at the parity of $2-80 fixed after the devaluation of 1949,
became too high in the changed circumstances of the late 1950s and the 1960s; that it
was as a result of this that our export performance (as shown by the rapid fall in our
share of world trade in manufactures) was unsatisfactory, and this in turn was a severe
handicap on our economic progress as compared with countries such as Germany,
Italy, or Sweden, whose economic growth was ‘export-led’.t

Guided by these considerations I became a strong advocate (in the 1960s) not just
of devaluation, but of the adoption of a ‘managed’ exchange rate (such as Keynes
advocated in 1924)—in other words, a formally floating exchange rate, but where the
rate was managed by market intervention so as to maintain an adequate stimulus to our
manufacturers to secure a certain target rate of growth of exports. As is well known,
there were strong political objections to devaluation of any kind, as a result of which
this move was delayed well beyond the time when it might have arrested an irretrievable
loss in our long-established position in numerous foreign markets; and when this move
was finally forced on the Government in 1967, it occurred too late to bring about a
lasting improvement in our international competitive situation. Though the Govern-
ment, under the Chancellorship of Mr Jenkins, introduced unprecedented increases in
taxation to secure the necessary resources for a rapid expansion of exports, the stimulus
petered out after some years, and under the succeeding Conservative Government
the priorities were again reversed in favour of a fiscally engineered boom based on
rising domestic consumption demand.

So when a Labour Government returned in 1974, it was faced both with an inflation-
ary wave in world prices unleashed by the oil price explosion of December 1973, and
by a built-in acceleration of wage-inflation due to the operation of the ‘threshold’
arrangements under the final phase of the previous Administration’s statutory incomes
policy, which provided that all wages and salary payments were automatically adjusted
each month once the retail price index exceeded by more than 79, its October 1973
level. On account of the unexpectedly large rise in world prices this critical phase
was reached in April (whereas, as originally envisaged, this would not have occurred
much before September) and from then on both wages and prices were ‘hiked’ each
month by at least 19, and sometimes by 29%,. As a result of this, whereas at the beginning
of the year the rate of inflation in Britain was not greatly out of line with those of her
competitors, by November 1974 (when the ‘threshold’ arrangements came to an end)
the rate of inflation in Britain of both wages and prices was almost twice that of her
competitors. The maintenance of international competitiveness required that the
exchange rate of the £ should be adjusted downwards—which was a difficult thing to
do since any engineered reduction in the exchange rate could unleash widespread
speculation against the £ which would be difficult to contain with the resources avail-
able. Hence the Treasury and the Bank followed a cautious policy which consisted of

1 Export-led growth was superior to ‘consumption-led’ growth (achieved as a result of Keynesian
policies of economic management) partly because the latter engendered a weak balance of payments
position, with the growth of imports always tending to outrun the growth of exports, necessitating ‘stop-go’
policies to protect the balance of payments; but mainly because it meant that the scope for the expansion
of manufacturing industry was so much less than with countries enjoying export-led growth, and it was
the growth of manufacturing industry which held the promise of improvements of productivity due to
the introduction of new techniques, new industries and the exploitation of economies of scale.
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‘creaming-off’ the day-to-day fluctuations in the market—by selling sterling against
foreign currencies in moderate amounts whenever the demand exceeded the supply,
thereby moderating the rise in market value, while not resisting a fall in the exchange
rate by sales of foreign currency during periods when supply exceeded the demand.
This policy was pursued fairly successfully in the course of 1975 and early 1976, though
our competitiveness did not wholly regain its 1974 level until after March 1976 when
the £ became subject to international bear speculation and fell further and faster than
was desired by the authorities—indeed at times it looked as if its excessive fall would
generate strong inflationary forces. It was only after successful negotiations with the
IMF over the activation of higher credit tranches that there was a sudden change in
‘confidence’ and the authorities were again in control of the situation. In the course
of 1977 the operation of the Government’s incomes policy—which brought down the
annual increase in earnings in manufacturing industry from 31-89, in the first quarter
of 1975 to 8:79%, in the third quarter of 1977—meant that the world-wide bear-specula-
tion of 1976 turned into a world-wide bull-speculation in 1977 (aided also by rapidly
improving North Sea oil prospects) which the Government resisted by not permitting
the dollar exchange to rise above the rate that was considered appropriate from the
point of view of our competitiveness—a rate of depreciation of 61-89, of the Smith-
sonian average (or roughly $1:71 to the £) which was maintained unchanged for the
first three quarters of the year, despite a net inflow of foreign currency which averaged,
in the first half of 1977, £750 million a month. This flow grew to the dimensions of a
flood in September and October of that year when dealings became so hectic at times
that on some days several hundred millions worth of foreign currency was bought by
the authorities in a matter of hours.

The Government responded to this persistent inflow in the traditional manner by
lowering MLR, which had stood at 1449, in early January 1977, in successive steps
reaching 8%, in July, 79, in August, 6%, in September and 59, at the end of October.
Still the money continued to flow in, and the Government were faced with the choice
of either lowering the rate still further—there was still a long way to go before the
traditional minimum of 29%,—or giving way to speculators and letting the rate float
upwards.

In the light of the general ‘monetarist’ atmosphere—which regarded an inflow of
foreign money as dangerously inflationary, not to speak of the ‘unsoundness’ or ‘absurdly’
low money market rates—the Chancellor was evidently persuaded that this situation
could not be allowed to continue.} So the decision was taken to ‘de-cap’ the pound (as
the move was then called) and allow it to float freely upwards; with some slight ups
and downs and slight interruptions this has gone on ever since. But it implied that as
the pound became increasingly over-valued, the current balance of payments went into
the red again despite increasing recession and despite the steady improvement in oil
account. It implied moreover that the exchange rate and the interest rate moved in
tandem, so to speak, to make our economic prospects increasingly bleak. Every rise in
the MLR served to make the exchange rate higher than it would have been otherwise,

1 With 1-4 million unemployed and the balance on payments of current account only just coming out
of the red (it was —£425 million a quarter in the first two quarters and + £500 million a quarter in
the last two quarters) the danger of the economy being ‘poisoned’ by an excessive increase in currency
reserves was remote in the extreme. The important factor was that after many unsuccessful years the £
was at last stabilised at a level which, with the continuance of a successful incomes policy, would have
made it possible to initiate a period of soundly-based export-led growth.
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every rise in the exchange rate required higher interest rates, lest a change in sentiment
brought about a dreaded exchange crisis.

A high and rising exchange rate is recommended by monetarists as the principal
method by which high interest rates and/or restraint in the growth of the money supply
exert a “downward pressure’ on prices. From October 1977 on until May 1979, sterling’s
effective exchange rose by 7-89,; since the new Government came into office it rose
by a further 99,, but this did not prevent a further increase in the rate of increase
in wages and prices which is now almost twice as high as in the average of other industrial
countries. So at the moment, the pound is grossly over-valued in terms of competitiveness.

But however over-valued the pound is, it is always dangerous to let it go down;
indeed, in a sense it is more dangerous, because speculative expectations become more
entrenched the worse is our balance of payments performance. Given the fact that our
sight liabilities to foreigners are still greatly in excess of our reserves, we are in a weak
position to resist a strong speculative attack—in a weaker position than when it last
occurred in 1976 on account of the fact that in the meantime exchange controls on UK
residents were also swept away which makes the scope of bear-speculation considerably
greater. If on the other hand we allowed the exchange rate to drop by more than a
moderate amount, it would add a further twist to internal inflation which would replace
the present wage/price spiral with a wage/price/exchange rate spiral, which on past
experience of other countries, contains far more powerful self-accelerating forces.

For this reason I would be chary of recommending any active policy concerning the
exchange rate for the present, such as making it an ‘alternative target to the money
supply’ (whatever that may be taken to mean). As a result of short-sighted and mistaken
policies, we allowed the exchange rate to drift from a position of potential strength to
one of great potential weakness—despite our prospect of higher oil revenues. But these
mistakes cannot easily be undone by reactivating the policies of a gradual downward
‘float’ so as to regain and maintain the rate at a competitive level. The problem of
competitiveness—vital to our manufacturing industry—could best be dealt with by
having a separate exchange rate applicable to a specified and identifiable class of
transactions only. But with the vast amount of liquid funds now floating around the
world the possibilities of de-stabilising capital flows are so large as to make it too risky
to pursue a policy of manipulating the exchange rate itself with a view to restoring
and maintaining competitiveness on trading account.
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T A good example of this was the sudden drop of the exchange rate by 5 cents when some remarks of
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