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Can monetary growth be reduced with current interest rates? 

Acceleration in monetary growth to 10% a year 

Clear upturn in 
M4 growth in early 

10%-a-year 
growth of broad 
money not 
consistent with 
inflation of 2 112% 
or less 

Dut reviving 
mortgage demand 
argues that money 
growth will remain 
high, unless 
interest rates rise 

A clear change in the trend rate of monetary growth occurred in early 1995. 
From mid-1991 to the end of 1994 M4 growth ran at an annual rate of 4% to 
6% and for much ofthe time it was under 5%. But at the start of 1995 monetary 
growth accelerated. Instead of increasing typically by 114% to 1/2% a month, 
it began to rise by 112% to 1 % a month. In terms of annual rates this was 
equivalent to almost 10%. The monetary data for early 1996 suggest that the 
10% or so rate ofbroad money growth is continuing. In May itselfM4 went up 
by 0.8% and its six-month annualised rate of increase was 10.5%. 

The accel eration in the trend rate ofmonetary growth - roughly from 5 % a year 
to 10% a year - is very important to the UK's macroeconomic outlook. Whereas 
5 %-a-y ear broad money growth was consistent with the Government's inflation 
target of 2 1/2% or less, 1 O%-a-year broad money growth is not. The damage 
will not come through immediately, as the inflation prospect over the next few 
quarters remains benign. But above-trend output growth will resume in late 
1996, with high money growth, buoyant corporate liquidity and strong asset 
prices acting as key positive influences on demand. By mid-1998 the level of 
output, as well as the rate ofgrowth, could again be above-trend. Inflation would 
then take off. All past experience is that - when the level of output is well 
above-trend, inflation expectations are on the rampage and credit demand is out 
of control- the task of combatting inflation becomes extremely painful. (Look 
at the UK's inglorious macroeconomic performance in 1974 and 1975, in 1980 
and 1981 and, most recently, in 1990 and 1991.) 

So excess money growth needs to be tamed. Unhappily, the ConselVative 
Government are not bothered by the danger ofrising inflation in 1999 because 
they want to win the general election in the spring of 1997. Could monetary 
growth decline without corrective action in the form of higher interest rates? 
The recent behaviour of credit demand suggests not. The acceleration in 
monetary growth last year was mainly due to a swing in company behaviour, 
from repaying bank debt in 1994 to quite heavy borrowing to finance 
take-overs. Personal sector borrowing remained subdued. (The stock ofbanks ' 
and building societies' lending to persons rose by only 5.3% in the year to 
December 1995.) But personal sector credit demand is reviving. The value of 
new mortgage loans approved in three months to May was £18.lb., compared 
with £15.lb. in the same three months of 1995. Newspaper reports are of 
renewed house price inflation in many parts of the country, which will give 
further impetus to mortgage demand. At current interest rates, broad money 
growth will stay at about 10% a year. The Govemment's inflation target is in 
jeopardy over the medium term. 

Professor Tim Congdon 4th July, 1996 
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Summary of paper on 


'An Open Letter to Professor Minford' 


Purpose of the At present there is a wide di vergence of view about the UK economy between 
paper two members of the Treasury Panel, Professor Tim Congdon and Professor 

Patrick Minford. The purpose of this Open Letter from Professor Congdon to 
Professor Minford is better to understand the reasons for the gap III 

interpretation, by challenging some of Professor Minford's arguments. 

Main points 

* 	Congdon believes that broad money is crucial as a determining 
influence on national income; Minford denies this, emphasizing 
narrow money (especially MO) as "the true monetary fuel of 
spending" . 

* 	Minford claims that broad money is "volatile" , changing as people 
switch between it and other assets; Congdon denies that individual 
decisions to change money holdings alter the aggregate quantity 
of such holdings. (See pp. 3-4.) 

* 	Minford says that financial deregulation ended the relationship 
between broad money and money national income in the early 
19S0s; Congdon shows that the personal sector's 
demand-for-money function money has been stable since the early 
1960s (if not earlier) and was unaffected by financial deregulation. 
(See pp. 6-7.) 

* 	Congdon denies that MO is of much interest because a. it is 
determined by the economy (not the other way round), b. it is 
irrelevant to large capital transactions which are a source of 
macroeconomic instability and c. it is largely held in the 
black/criminal economy. (See pp. 7-S.) 

* 	Minford, echoing the American economist, Professor Eugene 
Fama, denies that banks playa special role in macroeconomic 
fluctuations; Congdon urges, on the contrary, that banks - as 
issuers of monetary liabilities - are different from other types of 
company, and so their behaviour has a profound impact on the 
macroeconomy. (See pp. 9-11.) 

Professor Patrick Minford is to address Lombard Street Research's next 
quarterly seminar on 17th July, where he will talk on "The economic prospect 
for the UK". 

I 
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An Open Letter to Professor Patrick Minford 

Money and banking, and their relevance to boom and bust 

Current sharp 
divergence of view 
between the 
Liverpool Group 
and Lombard 
Street Research on 
the UK economy 

The Liverpool view 
of money supply 
determination 

But individual 
decisions to buy 
and sell do not 
change aggregate 
broad money 

Dear Patrick, 4th July, 1996 

I am very glad that you can talk to Lombard Street Research's quarterly seminar 
on 17th July. At present we disagree profoundly about the macroeconomic 
outlook for the British economy. With unchanged interest rates, Lombard Street 
Research expects a return to above-trend growth and, eventually, the resurgence 
of inflationary pressures. On the other hand, the Liverpool Research Group is 
concerned that - unless interest rates are cut sharply - the UK economy could 
enter another recession. It will be interesting and useful to understand the source 
ofour disagreement, and I am most grateful to you for accepting the invitation 
to speak. 

As is well-known, the differences between us stem in large part from contrasting 
interpretations ofthe importance ofbroad money. I am therefore writing to you 
in advance of the seminar to set out a critique ofyour views. I will cover two 
main sets ofissues. I hope you can address them on 17th July. 

1. The determination ofthe quantity of money (nthe money supply"), and 
the relationship between the quantity of money and national income 

May I suggest that the central question in the current debate between us is "how 
is the money supply, on the broad definitions, determined?"? In your recent 
paper from the Liverpool Research Group you assert 

How much is held on deposit depends on investors; and whether they 
hold these deposits in banks, building societies or other c10se competitors 
will depend on their relative terms - interest rates and service. However 
much you change the definition ofmoney it will be a volatile quantity, 
as depositors switch from markets to cash and between institutions 
outside and inside the definition. 

I regard this statement as wrong and misleading. Let me explain. 

The key feature of broad money is that it includes (nearly) all the relevant 
deposit liabilities of banks alone (with M3) or banks and building societies 
combined (with M4). This has a crucial consequence. if!make a paymentfrom 
my deposit by writing out a cheque to another person, ! do not change the total 
quantity ofdeposits.! merely reduce my deposit and increase the deposit ofthe 
person to whom ! am making the payment. Because broad money is an 
all-inclusive measure ofmoney, payments from one account are receipts for 
another account. More generally, attempts by indi viduals to change their broad 
money holdings have no effect on the aggregate quantity of broad money. 
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The "individual 
experiment" d. the 
"market 
experiment" 

Growth of broad 
money driven by 
growth of bank 
assets 

The Lombard 
Street Research 
view of money 
supply 
determination 
disliked by the 
"monetarists" 

(There are two qualifications to this statement. They arise because of the 
possibility ofchanging bank deposits by repaying or increasing bank borrowing 
and because ofexternal transactions. Thus, people can get rid ofexcess money 
holdings not by making payments to another resident but, fIrst, by repaying a 
bank loan and, secondly, by making payments to foreigners. I do not deny the 
importance of these qualifications, but they are not relevant to the criticism I 
am making ofyour position. I have discussed them at more length in the research 
paper 'What is British monetary policy: 1. The transmission mechanism of 
monetary policy" in the December 1993 issue of the Gerrard & Natronal 
Monthly Economic Review.) 

So the quantity ofbroad money does not depend "on investors", as you believe. 
Indeed, may I suggest that you are confused between the "individual 
experiment" and the "market experiment", to borrow from Patinkin's distinction 
in his Maney, Interest and Prices? The outcome of anyone individual's 
behaviour is different from the outcome of all individuals' behaviour taken in 
the aggregate (i.e., the market's behaviour). What instead is the correct theory 
of the determination of the quantity ofmoney? 

Broad money is dominated by bank deposits. So, unsurprisingly, the quantity 
of such deposits depends on the actions ofbanks ' managements and customers. 
Banks' managements are ttying to maximise the retum on the equity capital 
invested in the business, subject to a risk constraint. I suggest that they tty to 
expand their assets to as high as possible a multiple of their equity capital, by 
expanding their portfolios ofloans and bonds. The phrase "as high as possible" 
is, ofcourse, very imprecise, but UK experience over long periods is that banks 
maintain equity at about 5% of assets. Clearing banks are able to add 
simultaneously loans to the assets side of the balance sheet and deposits to the 
liabilities side,just by "a stroke of the pen". The creation of new money is as 
simpl e as that. Roughly speaking, the increase in broad money is equal to banks' 
credit expansion. 

This view of money supply determination - that banks' deposit liabilities are 
roughly equal to banks' assets, and that the growth ofbanks' assets is motivated 
by the growth of banks' capital - is widely held in some banking circles, 
although it is rarely stated as bluntly as here. It is clearly different from the 
standard textbook account in which broad money is a multiple ofthe monetary 
base. It annoys many "monetarist" economists, including Professor Milton 
Friedman and Sir Alan Walters, and I am sure you don't like it. Whether this 
theory of money supply determination is right or wrong is nevertheless an 
empirical matter, not a matter ofpersonal preferences and hunches. I take some 
comfort from the fact that, over the last 25 years, there has been a large fall in 
the ratio of base assets held by UK banks to their total deposits, while their 
capital/asset ratios have been fairly stable. 

What about national income? We both agree that the equi valence ofthe demand 
to hold money and the supply of money balances is a condition of 
macroeconomic equilibrium (Le., we believe in something like Hicks' LM 

I 
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If demand for 
money equals the 
money supply in 
macroeconomic 
equilibrium, the 
money supply 
determines 
national income 

If demand for 
money differs from 
the money supply, 
spending on assets, 
and on goods and 
services (i.e. 
national income) 
changes until they 
are brought back 
to equivalence 

curve). We also surely agree that the demand to hold money is a function of 
incomes and the attractiveness ofmoney relative to other goods and assets (i.e., 
the inflation rate, an interest rate, a differential between the return on holding 
money and the return on the nearest competing asset or whatever). Crucially, 
one argument in the aggregate demand-for-money function is national income. 
If the quantity ofmoney is fixed by banks and their customers in the way I have 
described, and if national income is in equilibrhnn only if the demand to hold 
money equals the supply, then the money supply can be said to determine 
national income. 

This is - I believe - the correct understanding of the monetary theory of the 
determination of national income. Some such theory was widely accepted by 
British economists in the 1920s and 1930s, but -largely because of the prestige 
enjoyed by Keynes General Theory - it was forgotten by British economists in 
the 1950s and 1960s. This collective amnesia had a catastrophic effect on British 
macroeconomic policy in the 1970s and 1980s, with a huge cost in unnecessary 
human misery. It is still far too early to judge whether the lessons have been 
re-leamt. (In fact, I have to say that my membership of the Treasury Panel and 
my continuing debates with you have persuaded me that a great deal of "social 
learning" - or "re-leaming" - still has to be done.) 

What happens ifthe quantity ofmoney differs from the demand to hold it? The 
answer is that people, companies and financial institutions take action to bring 
the quantity ofmoney into line with the demand for it. Ifthey have excess money 
balances, they purchase more assets and/or goods. But - in the aggregate - they 
can buy and sell mostly from each other, and the money flows within a closed 
circuit. Equilibrium is restored by a rise in national income which eliminates 
the excess of money holdings over the desired level. Conversely, if they have 
deficient money balances, they reduce their expenditure on goods or sell assets, 
and equilibrimn is restored by a fall in national income. So national income. is 
determined by the quantity ofmoney, which in turn depends on banks and their 
customers, and in particular on banks' capital adequacy and credit growth. 

In your Liverpool piece you claim that M4 was "an unreliable predictor of 
inflation" in the 1980s and that the main explanation for its unreliability was 
the "deregulation of financial markets". May I make one point clear'? I do not 
believe, and never have believed, that a x% increase in M4 (or any other measure 
ofbroad money) is likely to lead - reliably and consistently - to a y% increase 
in the price level at some predictable coincident or future date, where y is x 
minus the trend percentage per annmn increase in national output. It is perfectly 
consistent to reject such a naively mechanistic view of national income 
determination and yet to believe that the course of national income is still 
strongly influenced by the money supply. Again, let me explain. 

In the 1980s the equilibrimn demand to hold money balances rose more rapidly 
than national income for a nmnber of reasons. Financial deregulation was 
certainly one ofthese reasons, because it reinforced competition in the banking 
system and so increased the proportion of bank deposits which paid interest. 
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Changing 
equilibrium ratio 
of broad money to 
national income 
does not invalidate 
the argument 

Financial 
deregulation did 
not alter the 
personal sector's 
demand-for-money 
preferences 

MO is of little 
interest, as 

1. it is not an 
all-inclusive 
quantity of money, 
individual 
decisions can 
change aggregate 
lVIO, 

2. it is irrelevant to 
volatile capital 
expenditures, and 

But other influences can be cited, including a sharp increase in real interest rates 
(which made money more worthwhile to hold) and privatisation (the 
government does not hold money for portfolio reasons, whereas the private 
sector does). At any rate, because of the greater attractiveness of money, M4 
could rise much more rapidly than equilibriwn national income. But this'does 
not mean either that M4 could have risen at any figure whatsoever without 
inflationary effect or that movements in M4 during the decade were irrelevant 
to the inflation outtums actually recorded. 

A strong case can be put together to refute your claim that the demand to hold 
broad money has been destabilized by financial deregulation. My colleagues 
at Lombard Street Research have estimated an equation for the personal sector's 
demand to hold M4 balances for the period 1965 to 1995. The independent 
variables in the equation include the real building society share and the 
interest-bearing proportion of personal M4 balances, which were of course 
affected by financial deregulation. This equation meets all the standard tests. 
The worst result - from your standpoint - is that the residuals were much the 
same during the period of greatest deregulation (i.e., in the early 1980s) as at 
other times. So deregulation had an effect on the actual quantity of money 
people wanted to hold, but it did not disturb their underlying demand-for-money 
preferences. (See chart on opposite page.) 

In your final paragraphs you propose that inflation "depcnds on spending 
relative to the supply ofgoods" and that spending "depends partly on short term 
interest rates which are set by the Bank of England's supply of cash". This 
"supply ofcash" is MO, which then becomes - in your view - "the true monetary 
fuel of spending". I am staggered by this assertion and continue to be puzzled 
by your enthusiasm for MO. In my work, 1 have developed at least three avenues 
of criticism. Let me run through them again here. 

First, unlike M4, MO is Hot an all-inclusive definition 0/money. Indeed, MO 
represents only a small part of the money supply, broadly understood. As a 
result, people can switch between MO and deposits, without any effect on 
spending on goods and assets. In have too much MO, I simply put the excess 
into a bank deposit, with no implications for aggregate demand or national 
income. The contrast with my reaction to an excess holding of broad money 
where I can get rid ofit only by changing my expenditure on goods andlor assets 
- is very marked. Because of the scope for such "money transfers", MO is 
detcrmined by national income and other variables. Unlike broad money, it does 
plays not playa significant role in the determination of national income. (See 
my article 'Broad money vs. narrow money' in the autwnn 1995 issue of The 
Review a/Policy Issues.) 

Secondly, MO is used to settle only a tiny proportion of the transactions of a 
modem economy with a banking system. Notes and coin are almost never used 
to pay for capital items, such as houses, buildings, ships, planes and so on, or 
for financial assets, like shares or bonds. But macroeconomic fluctuations in a 
modem economy emanate, predominantly, from volatility in expenditure on 
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3. it is held largely 
in "black 
economy" 

Can 10% money 
growth be 
reconciled with 
inflation uner 
2112%? 

capital items and from various instabilities in financial markets. How can MO 
be relevant to understanding such fluctuations? 

Thirdly, for most people MO is used only in trivial day-to-day transactions, like 
buying groceries, newspapers and such like. The average MO holdings of the 
great majority of individuals at anyone time must be less than £100. But the 
average MO holding of UK households at end-1995 was the amazing figure of 
over £800. What accounts for the discrepancy? The answer is that a high 
proportion of MO is held in the black economy and has no implications for 
behaviour in the official economy, which is ofcourse much larger. I don't think 
it is sensible to base macroeconomic policy on a monetary aggregate which is 
held, to a disproportionate extent, by tax-evaders and criminals. 

Before I move on to the second set ofissues, I would like to repeat the questions 
I asked in my letter to The Dai(v Telegraph of21 st March. "do you believe that 
the annual ratcofM4 growth could rise to 15%or25% (or indeed 55% or 105%) 
and that inflation would be unchanged?" and "are you really confident that 
annual M4 growth of above 10% can be reconciled indefinitely with inflation 
under 2 1/2%?". Or do you view these questions as so wrong-headed in their 
formulation that they are not worth answering? If so, why so? 

The demand for money and financial deregulation 

Chart compares the annual % change in the pesonal sector's actual M4 holdings with the M4 
holdings estimated by the equation described in the text. The residuals in the early 1980s (i.e., 
during financial deregulation) were much the same as over the rest of the 30-year period. 
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