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MONETARY AGGREGATES IN A CHANGING ENVIRONMENT: 
A STATISTICAL DISCUSSION PAPER 

1. I ntroduction: the o bjectives of the paper 

Give n  t he cent ral role of monetary pol icy itself ,  t he monetary aggregates i n  t he U n ited 

Kingdom are stat ist ics of g reat importance .  This year's Financial Statement and Budget 

Report reaffi rms t he s ign i ficance t hat t he governme nt attaches to  t he evidence of t h e  

monetary aggregates i n  assess ing monetary condit ions.  lt goes o n  to  expl ai n  t hat i n  a 

rapidly evolvi ng  fi nancial system ,  t he coverage and presentat ion  of t he monetary 

stat ist ics must adapt to  keep pace with t he changes i n  t he markets .  

The Bank is keenly aware of  these developments. A note i n  the  August 1 989 Quarterly 

Bulletin (pages 352-53) dealt wit h t he  co nseque nces for t he  monetary statist ics of t he  

Abbey Nat ional 's conversion to  banking status.  But it also noted, more gene ral l y :  

' I n  addit ion to  t he conversion o f  t he Abbey National ,  ot he r developme nts such as  new 

products i nt roduced i n  recent years by banks, bui ld ing  societies and ot her f i nancial 

i nst itut ions ,  and t he changes in  regu lat ions for sterl ing com mercial pape r and ot her  

sterl i ng  capital  market issues announced at the  time of  t he 1 989 Budget ,  cal l for  a re­

examinat ion of t he defi n itions of t he broader monetary agg regates . '  

'Given t he alte rat ions to t he stat istics caused by t he Abbey Nat ional conve rs ion ,  now 

see ms to be an appropriate t ime to take stock of  t hese issues. The Bank is e mbarki ng  

upon a study of  t he arguments i n  pri nciple for making  defi n it ional changes.  When t h e  

study i s  complete , a paper wi l l  be published in  t he Bank's " Discussion Papers" se ries, 

and comme nts wi l l  be i nvited from inte rested part ies . '  

Not al l  of t he monetary aggregates need to be rev iewed i n  t h is way. I n  part icular ,  

changes i n  t he fi nancial system have not so far had i mpl icat ions fo r t he stat ist ical 

defi n it ion  of MO - broadly ,  t he domestic monetary l i abi l ities of t he  moneta ry aut horit ies 
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the mselves. ( lt is ,  of course , true that the velocity of MO has not been constant: it has 

g rown relatively steadi ly  for many years reflecting advances in the payments 

techno logy .  But t h is is a different point . )  Nevertheless, financial innovati on has 

i m pinged on most of the other aggregates and a review is therefore t i mely .  

The present d iscussion paper fu l f i ls th is remit .  But i t  is important,  before any changes 

to the presentation of the aggregates are made,  to take into account the views of ot her 

interested parties. To this end ,  the Bank would appreciate comments, in writ ing ,  by the 

end of May, addressed to:-

The Monetary Agg regates G roup 
FSD BB-1 
Bank of Eng land 
Th readneedle Street 
London EC2R 8AH 

The Bank would be particularly inte rested to know whether respondents ag ree with the 

consu ltat ive proposals set out at the end of the paper or, i f  not, what alternatives they 

would prefe r .  More general comments would also,  however, be welcome.  

The practical it ies of stat ist ical coll ection must also be recogn ised. Categories which 

ban ks and bui lding societies find hard to identify or expensive to report are un l ikely to 

be practical . 

Organisation of the paper. The material in t he rest of th is discussion paper is set out 

alon g  the fol lowing  l ines :-

Section 2 discusses the defin it ion of money and the criteria which the monetary 

stat ist icians  can employ to he lp organ ise the data;  

Sect ion 3 considers the narrowe r agg regates, non- interest bearing M1  ( 'n ibM 1 ' ) 

and M2,  in detai l .  lt also discusses alternative measu res of narrower money: in 

part icular ,  a pe rsonal sector agg regate, a ' retai l '  aggregate and a Divis ia index 

agg regate of money assets ; 
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Section 4 re-examines the defin it ion of the broad monetary aggregates M4 and MS. 

But it also looks at the impl icat ions of recent developments - both domestical ly and 

international ly - for the way i n  which l iqu id ity is best measured ; 

Secti on 5 d raws the threads together by l isting a set of provisional conclus ions and 

p roposals for the future presentation of the monetary aggregates. These wi l l  form 

a core for the consultative process over the co ming  weeks .  

2. The definit ion of money 

General ly, the monetary authorit ies are i nte rested in the be haviou r of money, not 

because it is s ign ificant in itself but because of the relationsh ip between monetary 

g rowth ,  the  vol ume of economic t ransact ions and the rate of inflat io n .  That suggests 

that the role of money as the medi um of exchange would be a part icu larl y  i mportant 

point for the formu lat ion of the monetary agg regates. 

This is  a g ood starting poi nt, but unfortu nately, matte rs are not so s imple .  F i rst , what 

const itutes the medium of exchange,  or means of payment, is largely a matter  fo r the 

t ransactors concerned . Payments techn iques have changed over  t ime as new assets 

or l iabi l it ies have co me to be accepted as media of exchange (bank notes , chequable 

deposits, credit avai lable through the use of credit cards etc). Second ,  because 

t ransactors hold the medium of exchange fo r future use , other assets wh ich are not 

themselves usable as media of exchange wi l l  nevertheless be close substitutes, i f ,  for 

example ,  they are of short matu rity so that they wi l l  be transformed into the med ium of 

exchange in the near future (eg bank t ime deposits due to matu re) or i f  they can easi ly  

be so t ransformed with l itt le risk of loss. In a modern economy with an  advanced 

financial system, there is a spectrum of assets from those wh ich are clearly t ransact ions 

money, t h rough t hose which are l iqu id in  one way or  another, to those (eg real assets 

with a special ised use) which are clearly  very i l l iqu id ,  but wh ich can eve n so form the  

secu rity for a loan . 

Official est imates of the money stock have bee n publ ished since 1966 .  The earliest 

defi n it ion of  'the money supply' was a broad one covering notes and coi n  he ld by U K  
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non -banks,  and deposits ( in  both sterl ing  and fore ign curre ncy) he ld by U K  residents 

with banks i n  the  U nited Ki ngdo m. From 1970 onwards th is defin i t ion has been 

ame nded and suppl eme nted on  a nu mber  of occasions, reflect ing both developments i n  

t he f inancial system and i n  pol icy. But i t  has always been recog n ised that 'any 

defi n it ion of  the money supply is arbit rary' (Financial Statistics: Notes and Definitions, 

Apri l  1966). Ele me nts i n  these redefinit ions have been:-

( i )  The sector of the issuer. Monetary agg regates i n  th is country have for t he 

m ost part been defi ned i n  te rms of the i nstitutions whose l iabi l it ies are i ncluded. 

Thus, apart fro m  notes and coi n ,  early defi nit ions of money consisted sole ly of 

t he l iab i l it ies of banks. With in  th is overal l  defi nit ion ,  attempts to measure narrow 

money i ncluded i n  the early 1 970s a short- l ived M2 which t reated deposits with 

deposit banks and discou nt houses as more 'money-l ike'  than deposits with 

other banks.  As deposit banks and other  banks began to compete more close ly 

t h is d ist i nct ion was however soon see n to be no longer worth maki ng .  Later, as 

bui ld i ng societ ies came to offer  services to the i r  depositors more l ike those of 

ban ks, othe r aggregates were i ntroduced, i nclud ing M4, which also covered 

l iab i l i t ies of t he societies .  The government has always issued l iabi l ities (other  

than notes and coin )  with some of  the characte ristics of money - such as 

Treasury bi l ls - and eve n some l iabil ities of the private sector  (othe r  than banks 

and bui ld ing societies) ,  such as bank-accepted bi l ls ,  also share some of t hese 

characte ristics and are included i n  the broad aggregate M5.  Recent changes i n  

t he reg imes for co mmercial paper and short bonds also make it desirable to 

consider  afresh the scope of the broadest monetary aggregates ; 

Aggregates defi ned i n  terms of a particu lar set of i nstitut ions have the advantage 

that t hey can be analysed i n  t he context o f  these i nstitut ions' consol idated 

balance s heets ,  an important e lement of t he 'counte rparts' analysis. (1) But 

t hey obviously re ly on there being at any one t ime a wel l -defi ned set of 

i nstitut ions whose principal l iabi l i t ies can be considered to be dist inct ly 

'monetary' ; 

(1 ) See sect ion 4 .2 .4 .  7 be low. 



( i i )  The secto r of the holder. Publ ic sector deposits have i n  the past been 

i ncluded i n  some measures of money but were excluded from March 1 984 

o nwards, on the g round that although  they f luctuated widely from month to 

month  they had no i nf luence on  economic developments. Althoug h the ma in  

m onetary agg regates are confi ned to holdings by U K  residents, a w ider  ste rli ng 

agg regate which i ncluded net sterl i ng  deposits by overseas residents with U K  

banks was presented i n  'External f lows and broad money' (Quarterly Bulletin, 

December 1983) .  Money supply measures i n  some other  major  cou nt ries 

i nclude hold ings by non-residents as wel l  as reside nts; 

( i i i )  The currency of the asset. Since 1 977, the ste rl i ng e lements of the broad 

agg regates have been the main focus of attent ion .  But supplementary 

defi n i t ions,  i ncludi ng  fo re ign cu rrency deposits in  the U K  of U K  residents, have 

been provided (M3c in  the past and now M4c); 

( iv) The terms o n  which deposits are held. This has proved a d i ff icu lt crite ri on .  

A t  any  one t ime,  assets with in  the various publ ished monetary agg regates may 

offe r the ho lder  a range of services, such as a convenience as a means of 

exchange,  l iqu idity, nomi nal capital ce rtainty and, for al l  but the narrowest 

measures of money, payment of interest. Moreover, as a result of i ncreased 

co mpetit ion  i n  the re levant markets the range of services provided by any 

particular deposit has tended to  i ncrease over t ime and th is has co nfou nded 

attempts to disti ngu ish narrower aggregates on the basis of the se rvices 

provided by particular deposits. M1 , defi ned as notes and co i n  and s ight 

deposits with banks, represe nted such an attempt .  However,  th is  st rict 

5 

defi n i t ion of money excludes other means of exchange o r  the abi l ity to create 

t hem .  Possession of a balance on ti me deposit o r  access to ove rdraft faci l i t ies 

may also al low a purchaser to draw a cheque,  although i n  pract ice it is d i ff icult to 

measure th is addit ional means of maki ng payment.  lt is wort h  noti n g ,  however, 

that most of U K  non-banks' ste rl i ng  t ime deposits at U K  banks are of very short 

matu rity ; just over 70% are under 8 days residual matu rity. More fu ndame ntal l y ,  

since some banks and building societies now offer interest-bearing sight deposits 

and h igh- i nterest cheque accounts, some s ight deposits may be he ld, at least i n  

part ,  fo r savi ngs rather  than t ransactions purposes. 
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If an  agg reg ate is defined i n  such a way that the sectors of the issuers [ ( i )  above] and of 

the  ho lders [ ( i i )  above) are mutual ly exclusive the n :-

(a) F lows w h ich  contribute to the g rowth of the aggregate pass over  a sectoral 

bou ndary, and therefore appear i n  the sectoral f low of fu nds accounts ; 

(b)  F lows w hich do not pass over the relevant sector bou ndaries do n ot contribute to 

the  g rowth of the  agg regate. For example inter-bank claims remai n w ith i n  the 

bankin g  sector,  and banks' ho ld ings of deposits with other  banks do not form 

part of such an aggregate. 

Some changes o r  potential changes to monetary agg regates can be viewed in this l i ght .  

Thus :-

(c) The excl us ion of deposits held by the publ ic sector fro m the monetary 

agg regates can be see n as compat ible with the t reatment of the publ ic sector as 

an issuer  of notes and co i n ;  

(d) I n  the construct ion of M4, bui ld ing societies become ' issuers' of the agg regate , 

and f lows between the banks and bui ld ing soci eties become ' in t ra-secto r' ite ms, 

to be excluded from the agg regates if possib le .  l t  beco mes sensible to produce 

consol idated accounts for the banks and bui ld ing societ ies (see Table 1 9 .7 of the 

stat istical annex to the Quarterly Bulletin). 

(e)  When agg regates are const ructed across nat ional bou ndaries (eg a world-w ide 

ste rl i ng  agg regate) the t reatment of institutions abroad issu ing  l iqu id ste rl i ng 

l iabi l i t ies has to be considered. Are they part of the 'ho ld ing '  sector, to be 

consol idated with other holders at home and abroad, or part of the  ' issu ing 

sector' ,  so that i nterbank claims between banks at home and abroad are 

excluded from the agg regate ? 

3.  Narrow money 

As noted i n  the I ntroduction ,  developments in  the f i nancial markets have not so far 

g iven rise to a need to reco nside r the def i n i t ion of MO . But the other narrow 
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agg regates have been affected by these developments i n  more o r  less deg ree . Th1s 

sect ion d iscusses the problems with the current defin i t ions of n ib  M 1  and M2, as wel l  as 

problems i n  measuring  t ransact ions balances more ge neral ly .  lt exami nes the case for 

alternative m easu res of narrow money, i nc lud ing a D ivisia i ndex,  and e nds w ith a list of 

opt ions with respect to M2. 

3.1 Non-Interest-bearing M1 ('N ib  M1 ' ) 

3.1.1 The definition of nib M1 

Nib  M 1  consists of notes and coi n  i n  ci rculat ion plus non- inte rest-beari ng  private sector 

ste rl i ng  s ight deposits w ith banks. lt has been publ ished as a narrow mo netary 

agg regate s i nce the early 1 980s. 

3.1.2 Problems with the current defi nit ion of n ib  M1 

Non- i nterest-beari ng deposits with banks conti nue to be publ ished as a separate series. 

(Bu i ld i ng  societies do not take non- i nte rest-beari ng deposits . )  Howeve r si nce the 

i nt roduct ion  of i nterest-beari ng current accou nts by the large retai l banks early i n  1 989 

there has been a major  sh i ft by depositors i nto these new accou nts and a 

corresponding decl ine  i n  n ib  M1 . lt seems l ikely that th is process wi l l  conti nue ,  and it 

w i l l  be i mportant to be able to fol low its prog ress. Neve rtheless, now t hat the close 

connection between t ransact ion deposits and non- interest-beari ng deposits has bee n 

broken,  n ib  M 1  no  longer has any ve ry clear relationsh ip with  developments i n  the 

economy at  large. 

3.2 M2 

3.2.1 The defin it ion of M2. 

M2 (i n someth ing  l ike its current gu ise) was i nt roduced i n  the  June 1 982 Bu l let i n  

(page 224 ) .  l t  was not i ntended to  be  restricted to  the  l iabi l it ies of any particu lar  

i nstitutions ;  it was rather  to be based on 'economic crite ria ' .  Its pu rpose was set  out 

very clearly: 'the  object was to design  a new measure which could be expected to be 

more d i rectly re lated to t ransact ions in goods and services than £M3,  and somew hat 

less sensit ive to relative i nterest rates than M 1 '. After  some amendment (see the  

March 1 983 Quarterly Bulletin, page 78) the defi n i t ion has bee n :-
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( i )  n otes and coi n  held by the publ ic ( includi ng  hold ings by bui ld ing  societies) ; 

( i i )  n on- i nterest-bearing  sig ht deposits he ld with banks by the UK private sector 

( i nclud ing bui ld in g  societ ies' holdi ngs) ; 

( i i i )  othe r  deposits he ld with banks(2) and bui ld ing societies by the M4 private sector 

( regard less of size or maturity) on which cheques may be d rawn or f rom which 

stand ing  o rders ,  d i rect debit mandates o r  other payments to th i rd part ies may be 

made;  

( iv )  other  deposits held with banks(2) and bui ld ing societ ies by the UK private sector 

of less than £ 1 00,000 hav ing a residual maturity of less than one month on the 

reporti ng  day, i ncludi ng deposits of less than £ 1 00,000 for which less than one 

month's notice of  withd rawal is requi red ; (3) 

(v) deposits i n  Nat ional Sav ings Bank Ordinary Accou nts . 

When M2 was i ntroduced, it was said to ' improve the i nformation  avai lable about the 

narrower  measures of money' .  'Narrow' was not defi ned ; i n  numerical terms M2 is not 

a narrow agg regate (its stock at end-December 1989, at £238 bi l l i on ,  was further from 

(2)  In p ractice , bank data for these co mpo nents of M2 are provided by the largest 1 00 or  
so banks,  which together accou nted for  around 90% of the stock of deposits i n  
M3 over  the period 1 982- 1 989. 

(3) Where a deposit is ,  by common practice , avai lable to the depositor before its legal 
maturity without s ign ificant penalty, it is classif ied according  to the earl iest date 
at which it may be t ransferred or withdraw n ;  loss of i nterest for fourteen days or  
l ess is n ot normal ly  considered s ign i ficant. 



the £ 1 8  b i l l ion of MO than from the £423 b i l l ion of M4 ) .  lt is na rrow on ly  i n  the sense 

that it is i ntended to be restricted to transact ions balances, w hich is  the next natural 

step up the  'monetary ladder' after the i nclus ion of cash .  

3.2.2 Problems with the current definition of M2 

3.2.2.1 M2 is not nested within M4 

9 

M2 is based o n  the p ri nciple that a t ransact ions agg regate shou ld not be rest ricted to 

the l iabi l i t ies of any particular set of i nstitut ions. However i n  practice the  vast bu lk of 

t ransact ions balances, apart f rom cash hold ings,  are with banks and bui ldi n g  societ ies. 

This raises the quest ion of w hether it might be best to ensure that M2 is a subset of M4. 

This would make the analyt ical framework of the monetary agg regates s impler , without 

necessari ly  d istort i ng  s ig n ificantly M2's role as an agg regate of t ransact ions balances, 

o r  M4's role as a broad agg regate encompassing the monetary l iabi l it ies of the main  

deposit- issui ng  i nstitut ions .  

As curre ntly defi ned ,  M2 i ncludes bui ldi ng societies' ho ld ings of  notes and coi n and of 

non-i nte rest-beari ng  bank deposits, i f  any. Neither  of these ite ms is i ncluded i n  M4. 

At the t ime M2 was created , separate data were i n  any case not avai lable for bu i ld i ng  

society ho ld ings of cash and non-i nte rest-beari ng deposits . Latterly,  data fo r bu i ld i ng  

societies' cash ho ld ings have become avai lable, showing  that the amou nts i nvolved are 

i ndeed smal l. (The amount outstanding was about £280 mi l l i on  at end December 

1 989, about 0 . 1 %  of the stock of  M2. )  Thei r exclusion wou ld make n o  material 

d i fference to the statist ics for M2. Data for bui ld ing societ ies' ho ld ings of non - i nterest­

beari ng bank deposits are not avai lable. lt is reaso nable to assume that t he amou nts 

are smal l, s ince most societi es have ready access to the w holesale money markets and 

would have an incentive to m in imise the i r  non- interest-earn i ng assets. 

D eposits in Ordi nary Accounts at the Nat ional Savings Bank met the  c rite ria for  

i nclusion  i n  M2 since they were, at the t ime of the creat ion of M2,  i n  d i rect competit ion 
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w it h  the  banks' and bui ld ing  societies' transact ion accounts. However, the i r  relative 

att ractiveness as a home for personal sector l iquid assets has si nce d im i n ished . 

D eposits with the NSB form a smal l  part of the stock of M2 (at e nd December 1 989 the 

amount o utstanding w as £ 1 600 mi l l ion or 0 .7% of the stock of M2). They have 

decl i ned sl i g ht ly si nce 1 982 whereas M2 itself has g rown by 1 40% over the  same 

period. The i r  exclusion from M2 would presently make litt le material d i fference to the 

statistics for M2.  

3.2.2.2 Problems in the measurement of 'transactions balances' 

Si nce M2 was introduced i n  1 982, bu i ldi ng  societies have tended to make the 

w ithdrawal terms on  the i r  'te rm shares' more f lexible.  Most term shares now have early  

repayment options ,  i n  most cases g iv ing the holder the option of maki ng  a w ithdrawal 

by g iv i ng ,  say, 3 o r  6 months' notice ; i n  effect , such term shares are now 

i ndist i ngu ishable f rom ord inary notice accounts. Over ti me, this has probably led the 

ho lde rs of term shares to th ink  of them less as a long-term i nvestment, and it has 

become more l ike ly that these repayment opt ions would be exercised. At any one t ime 

a sig n if icant proport ion of holdi ngs of term shares may be at less than one month to 

matu rity (notice al ready hav ing been g iven) .  Bui ld ing societies have howeve r found it 

d i ff icult to identify the amou nts i nvo lved ; the proportions of such accou nts w hich have 

been i ncl uded in M2 may not therefo re be w hol ly accurate .  

Many banks i nt roduced 'h igh - interest cheque accou nts' i n  1 985, partly i n  respo nse to  

the extension of the composite rate tax reg ime to the i r  deposits , and partly i n  response 

to competit ion from products int roduced by bui ld ing societ ies. Not al l  such accou nts 

offe red the  use of a cheque book and other transfer faci l i t ies, thoug h those that d id not 

w e re usual ly l i nked to a cu rrent account to w hich funds could easily be t ransferred. 

Some of these accou nts placed restrict ions upon the size of w ithd rawals ,  usual ly 

specifyi n g  a m in imum amount (typical ly several hundred pou nds) and many stipulated 

that a m in imum balance must be kept in the account .  Al l such accounts fal l w ith in  the 

cu rrent defi n it ion of M2 despite the rest rict ions upon the size of withdrawals, although 

those wi thout cheque book and/or  other faci l it ies enabl i ng  payments to be made to th i rd 



parties would be subject to the £ 1 00,000 cut-off. (4) Such accounts (and s im i lar  

products developed by bui ld i ng societies) cou ld provide both a home for long term 

sav ings and a means of making  payments, b lurri ng the d ist inct ion between 

'transact ions balances' and 'savings balances' .  

1 1  

Some of these accou nts are t iered. Tie red accounts typical ly requ i re a m in imum 

balance (which could be  as low as £500 or as much as £ 1  0 ,000 ) ;  the i nterest rate on  

the who le  of the account is increased at certai n levels (o r  t iers)  o f  deposit ; and 

withd rawals without penalty are al lowed if a certain min imum balance is  mai nta ined .  

With som e  t iered accounts the number of withd rawals i n  any one year is rest ricted, 

whereas others combine the t iered st ructure with fu l l  cu rrent accou nt faci l i t ies.  lt is  

hard for banks and bui ld ing  societ ies to identify precisely the balances on  such 

accounts which should be included in  M2. Such accou nts also combi ne the features of 

a savi ngs accou nt and a transactions account ,  and might be deve loped further i n  futu re .  

Given t hese particular problems with the  defi n it ion o f  M2, i t  is worth  conside ri ng  i n  

general te rms whether  it would be possible to defi ne a category o f  accou nts w hich 

could be said to comprise t ransactions balances, with reference to the faci l it ies offe red 

by an accou nt ,  the rest rict ions imposed and hence the accessib i l ity of the funds i n  t he 

accou nt for  t ransact ions purposes . The faci l it ies to be considered would i nclude the 

use of a cheque book, and a cheque guarantee card , use of stand ing  o rders and d i rect 

debits, use of cash dispenser cards, E FTPOS faci l it ies, and t ransfe rs to othe r  accou nts; 

the rest rict ions m ight i nclude any l i mits on the amount withdrawable by cheque 

( maxi ma or m in ima) ,  any l i mits on the frequency of withdrawals, and any m in imum 

balances requi red on  the accou nt. 

(4)  The breakdow n between those accounts with i n  M2 that can be used to make payme nts 
to th i rd parties and those that can not is d ifficult for the banks to p rovide and the 
quality of the  spl it is suspect . 
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One could attempt a defi n i t ion which said that an accou nt should be classified as a 

transact ions accou nt on ly  i f  it offered al l the faci l it ies and none of the restrict ions l isted 

above . H owever, such a defi n it ion could st i l l  be said to draw an arbitrary dividi ng l ine 

between  d i fferent accou nts. For example one bank currently offers an account wi th a l l  

t he  above faci l it ies,  wi th o nly one restrict ion of a m in imum balance of £ 1 000. A 

defi n it ion  of  t h is k i nd would also be vu lnerable to changes made by banks and societ ies 

to the  ter ms of accou nts : these could cause major breaks in the ser ies.  For example 

the m in imum balance on the bank accou nt just referred to above was reduced fro m  

£2500 t o  £ 1 000 dur i ng  1 989.  

3.2.2.3 The £100,000 limit 

The defi n it ion of M2 (sect ion 3 .2 . 1 )  i ncludes a size l imit of £ 1 00,000 on certai n types of 

accou nt .  This l i mit has not been raised si nce M2 was i ntroduced i n  1 982, although 

pr ices (as measured by the Retail Pr ices I ndex) have r ise n by 45%. lt was recog nised 

at the  outset that an u nchanged l i mit would bias downward the growth  of measured M2. 

H owever , such bias can be avoided only by continuous i ndexat ion of the l i mit ,  which 

would be expensive for ban ks and societies to implement .  

3.2.2.4 Changes in terms of accounts and breaks in series 

As i ndicated above,  t here have been many changes in  terms of accounts i n  the last 

decade. Almost al l  of these have made it easier for the accou nt holder to gain access 

to the  funds, and i n  many cases have changed the classificat ion of an account from 

being excl uded from M2 to be ing  included withi n  it .  lt is a moot poi nt whether such a 

reclassificat ion causes a break in  the M2 ser ies or not. No act ion is  usual ly required of 

t he  depositor to take advantage of the new accou nt terms;  the depositor may have 

regarded h is i n it ia l  deposit as a savings balance , but now fi nds that he can use it as a 

transact ions balance. Some of t hese reclassif icat ions have been treated as breaks in  

the  M2 ser ies,  and thus excluded from the calculat ion of the growth  rate of M2. ( For 

example ,  a change of th is  k ind in  March 1 988 caused an i ncrease in  M2 of around 

0 . 8%. See the "Breaks i n  monetary ser ies" paper for detai ls - Bank of England 

Discussion Papers, Technical Series, No 23, February 1 989 . )  But i n  other cases, usual ly 
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where act ion o n  the part o f  depositors i s  required t o  take advantage of the new accou nt 

faci l it ies ,  such changes have not been treated as breaks i n  ser ies .  

3.2.3 Alternative measures of 'narrow' money 

I f  'transact ions' balances are becoming  ever harder to identify, there may be other 

'narrow' measures of money that would be of i nterest . 

3.2.3.1 A personal sector aggregate 

The defi n i t ion of M2 makes no expl icit reference to the sectoral classificat ion of the 

holders of transact ions balances. However , from the way i n  which the defi nit i on was 

framed , both i n  terms of the account faci l ities referred to and the size l i mit upon ce rtai n 

types of account ,  the major ity of deposits included i n  M2 were bound to be personal 

sector deposits. Money held by the personal sector might be thought to be more l i kely 

to be held for transact ions purposes than money held by 'other fi nancial i nstitut ions' 

(OFis) wh ich are more l i ke ly to regard money holdi ngs as part of an overal l  asset 

portfo l io  decision .  I ndustr ial and commercial compan ies m ight per haps fall somewhere 

in between the personal and OFI sectors. One could argue that there would be some 

attraction  i n  maki ng  M2 a personal sector aggregate. This mig ht or m ight not be 

com bined with the suggest ion that M2 might be a su bset of M4. 

Quarter ly  ser ies already ex ist for the personal sector component of M4 ( PSM4 ) , and for 

the ho ld ings of i ndividuals. (The personal sector i ncludes not only i ndiv iduals ,  but also 

un i ncorporated busi nesses and non-profit -maki ng bodies serving persons.  See Table 

12.3 of the stat istical annex to the Quarterly Bulletin). Althoug h the stock of PSM4 has 

bee n h igher t han the stock of M2 by 1 6-20 percent ,  the two ser ies have usual ly grown 

at s im i lar rates, although their growth rates have on occasions d iverged s ig n i ficantly, 

not least i n  1 989. PSM4 is avai lable as a quarter ly ser ies fro m  1 976 o nwards (and 

from 1 963 on  a flows basis) , whereas M2 is avai lable as a month ly ser ies ,  but on l y  fro m 

1 982 .  



1 4  

Amounts outstanding 1 2-month  g rowt h  rates 
£bn, seasonal ly adj usted 

End PSM4 olw M2 PSM4 o/w M2 
D ecember I N D  UCB IND UCB 

1 982 1 26 1 1 4 1 2  1 08 1 3 . 0  n/a n/a n/a 
1 983 1 4 1 1 28 1 3  1 20 1 1 . 2 1 1 .3 9 .8  1 0 .3  
1 984 1 58 1 43 1 4  1 34 1 1 .8 1 2 . 1  9 . 3  1 2 .7  
1 985 1 76 1 6 1 1 6  1 47 1 1 .9 1 2 .2  9 . 1 9 .3  
1 986 1 97 1 79 1 8  1 69 1 1 .9 1 1  . 1  1 9 .8 1 4 .4  
1 987 2 1 9 1 97 22 1 87 1 1 .4 1 8 .6  1 0 .7 1 0 . 5  
1 988 257 230 27 2 1 7  1 7.3  1 6 .7  22 .0 1 6 . 9  
1 989 295 263 32 238 1 5.6  1 5 .2  1 9 .0  9 .9 

PSM4 = pe rsonal sector com ponent of M4 
o/w I ND = indiv iduals 
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The  above data show that t he  divergence between t he  g rowth  o f  PSM4 and M2  again 

widened substant ial ly  du ring 1 989. Whi le there are definit ional differences between 

the two series it is surprising that the discrepancy should be so large. D iscussions w1th 

ban ks suggest however that the figu res are accurate, and that ove r t he past year the 

personal sector has been increasing i ts large and/or longer term deposits in accounts 

without fac i l it ies for making  payments ( ie ,  'non-retai l '  deposits , outside M2) wh i le  at the 

same t i me i ndustrial and commercial companies have attempted to m in im ise the i r  

' retai l '  deposits (with in  M2) .  These forms of  behaviou r are interesting in  the mselves, 

and tend to  suggest that PSM4 is not a good approximation to ' retai l money' .  

Th is d iscuss ion h igh l i ghts one of the l i mitations of the data cu rrently avai lable. The 

sectoral spl it of t he money holdings of the M4 private sector into the ho ld ings of other  

financial institut ions,  indust rial and commercial companies and the personal sector is 

avai lable on ly on a quarterly basis and does not l ink up d i rectly with the retai l and 

w holesale components of M4 ;  and ,  for example, ' retai l' deposits cu rrently with in M2 are 

not b roken down by sector either on a monthly o r  quarterly basis .  A special exercise 

was requ i red in order to establ ish the reasons for the dive rgent behaviou r  of PSM4 and 

M2 during 1 989 .  Ideal ly an analysis of money by secto r as wel l  as by type of account 

would be avai lable on a month ly basis. This would however requ i re a fu rther  

compl icat ion of the reporting system for  both banks and bui ld ing societies, adding 

s ign ificantly to the i r  costs. 

3.2.3.2 A 'retail' aggregate 

This would comprise 'smal l '  deposits, usual ly administered by part of a branch network, 

as opposed to ' large' deposits placed in the money markets .  The Bu i ld in g  Societies 

Act 1 986 offe rs one possible definit ion of ' reta i l '  deposits . Amongst many othe r  

changes ,  the  Bu i lding  Societies Act introduced formal defini t ions o f  ' retai l '  and 'non­

reta i l '  deposits, together  with the requ i rement for societies to measu re accu rately t he  

amounts i ncluded in each category because o f  the Act's restrict ions on the  rais ing  of 

non- retai l  funds. However,  the definition of ' retai l '  deposits does not correspond 

closely to the definition of deposits in M2 ; broadly speaking, 'retail' funds embraces al l 



funds and deposits that are neither  t ransferable inst ruments (such as certificates of 

deposit ) ,  nor  funds from corporate bodies, friendly societies, t rade unions and charit ies 

and certain other  institutions.  nor large  t ime deposits (over £50,000 and repayable 

wi thin 1 year of deposit ) .  In effect , ' retai l '  deposits are predominantly non-corporate 

funds raised outside the wholesale money markets. 

The Composite Rate Tax sche me mig ht have provided an alternative basis for such a 

definit ion, but, as announced in the Budget, is now to be abolished next year. 

3.2.3.3 Divisia money 

If there is a spectrum of l iqu idity o r  t ransactabi l ity among assets , any agg regate which 

consists of the si mple sum of a part icu lar set of assets ignores the varying 'moneyness' 

of its components. Fo r example,  with i n M2, bank time deposits are assigned the same 

weight as notes and coin , despite the latte r's g reater l iqu idity and general ly  g reater 

usefulness as a means of maki ng payment. An agg regate which would we ight together 

components accord i ng  to thei r 'moneyness' has an obvious i ntu it ive appeal. Such 

weighted measu res of monetary aggregates are usual ly  referred to as Divisia 

indices. (5) 

I n  principle the weig hts in a Divisia index reflect the 'monetary services' provided by 

each asset . I n  pract ice there are considerable d ifficult ies i n  ascertain ing these 

weig hts. Usual ly the weight att ributed to each component of the index is measu red by 

the  d i fference between its rate of interest and the return on a risk-free non monetary 

asset , for which the local authority deposit rate has sometimes been used . The 

(5) See, for example ,  for the Un ited States 'The New Divisia Monetary Agg regates' by 
W A Barnett, E K Offenbacher and P A Spindt Journal of Political Economy Vol 
92, no 6 ( 1 984) and for the Un ited Kingdom 'Financial Innovat ion and Monetary 
Stat ist ics : A New Measure of the U K  Money Supply' by P D Spencer, Credit 
Su isse First Boston (Aug ust 1 988) . 
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difference in retu rn is supposed to reflect (be the price of )  the monetary services offe red 

by each asset in question .  However, all assets offer a range of cha racteristics, on ly 

some of which relate to their  use as a t ransact ions mediu m. Recently there has been a 

downward sloping yield curve, but it would clearly be wrong to infer f ro m  this that longer  

maturity assets provide more monetary services than l iquid assets.  The h igher  retu rns 

offered at the short end indicate,  in part,  the expectation that interest rates wi l l  decline 

in  t he  futu re.  In practice , it is not  clear how to measure th is expectat ions effect . I f  i t  is  

not  al lowed for, some of  the monetary components in Divisia indices m ight on occasion 

take negative weig hts. To get round th is problem unofficial compi le rs of Divisia money 

have someti mes added an arbit rary constant to the benchmark rate . 

D iffe rences in rates of return between the various monetary components are in any 

case not necessari ly an accurate reflection of the re lative 'moneyness' of assets to the 

extent that deposit markets are st i l l  segmented . Inte rest-bearing cu rrent accounts are 

a close substitute for non- inte rest-bearing cu rrent accounts. Individuals have howeve r 

not i m mediately sh ifted al l thei r  transactions money into inte rest-bearing accounts, 

perhaps fo r reasons, such as inertia or  lack of in formati on ,  which have nothing  to do 

with the relative 'moneyness' of the diffe rent accounts. During the 1 980s there has 

been a marked increase in the number and value of ( l iquid) cu rrent account deposits 

which earn inte rest. However, a Divisia index for money which measu res the  lack of 

l iqu idity of a monetary asset by its rate of return would assign a low we ight to inte rest­

bearing cu rrent account deposits and so tend to understate the g rowt h  in t ransactions 

money over the past decade. 

If adjustment delays general ly are long, then a Div isia money index may also give a 

misleadin g  sho rt- run signal when inte rest rates change.  The gene ral rise in short-term 

interest rates over the past eig hteen months, for example ,  would immediate ly resu lt in a 

larger  weight being g iven to notes and coin and non-interest-bearing cu rrent accounts 

i n  a D ivis ia index of money. But it would make no al lowance for t ime de lays in 

adjustments to po rtfol ios in favour of interest-bearing monetary assets. Since the  

g rowt h  in the  non- interest-bearing monetary agg regates has been slower than fo r  t he  

wider agg regates, a Div isia index would give a misl eading impression o f  an immediate 

t ig hten ing in overal l monetary conditions. 
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A n  alte rnat ive wei g ht ing scheme m ight be based on the rate at which deposits are 

tu rned over. There are however no stat istics currently avai lable for th is ,  and turnover is 

n ot n ecessari ly l i nked to use for t ransact ions in goods and services (the t ransact ions of 

particular i nterest in this context) . 

The idea of  weig ht i ng  monetary agg regates i n  favour of t he more l iqu id assets may thus 

be d i ff icult to apply sat isfactori ly  in practice, despite i ts i ntu it ive appeal . 

3.2.4 Choices to be made with respect to M2 

Any refinement of the defin i t ion of M2 should depend on the uses to which the 

aggregate may be put ,  as wel l  as  the practical it ies of col lect ing informat ion fro m  banks 

and societ ies. They a l ready d isti ngu ish personal sector deposits (on a quarterly basis) 

fo r stat ist ical purposes, and societies need to dist inguish the i r  " retai l" deposits, for 

adm in ist rat ive purposes. The practical options may be summarised as:-

( i )  retain the  ex ist ing defin it ion (syste ms are a lready in place t o  col lect t h e  data) ;  

( i i )  switch to a defin it ion based on ' retail' deposits as defined in the Bu i ld ing 

Societies Act ; 

( i i i )  switch to some other  common defin it ion of ' retai l '  deposits for banks and 

bu i ld ing  soci eties i f  a practical definit ion could be determ ined in cou rse of the 

rev iews cu rrently under way of statistics col lected by both sets of i nstitut ions ;  

( i v )  switch to a pe rsonal sector defin it ion ;  

(v)  switch to some hybrid of the above (eg use the existing  defi n i t ion for banks' 

deposits in M2, but the ' retai l '  definit ion for societies as defined in the Bu i lding 

Societies Act) .  



The featu res of t hese options are outlined in the table below. None of them appears 

ideal. None of t he alternatives to M2 leads to a transact ions agg regate wh ich can 

easi ly be measu red . But th is may part ly reflect the difficulty of dist ingu ish ing 

t ransact ions  f ro m  savings balances in a world in which the payments technology has 

made g reat strides and where banks and bui lding  societies compete in part t h rough  

product innovat ion .  l t  may be that a true t ransactions agg regate which is easi ly 

measured has to be ru led out .  

Option Data A A Consistent Suffers from Can be 

sources transaction personal for banks breaks and measured 

exist? aggregate? sector and distortions? reliably? 

aggregate? societies? 

(i) Yes Yes No Yes Yes No 

(ii) Not for No No Yes No Not for 

banks banks 

( iii) Probably - - Yes - -

not 

(iv) Quarterly No Yes Yes No Yes 

data only 

(v) Yes No No No Yes, for Not for 
banks' banks 
contribution 

A comparison between the current defin it ion of M2 and the exe mpl ified hyb rid (v ) is 

g iven below. The d ifference between the two reflects largely the bu i lding  societies' 

taking large o r  longer-term deposits from the pe rsonal sector. These deposits have 

recently been g rowing faster than the deposits included in M2. The inclusion or 

exclusion of National Savings Bank Ordinary Accounts in the hybrid ' retai l' M4 would 

make l i tt le diffe rence to its behaviour. 

19 
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Amounts outstanding 
at end-Dece mber 1989 

£ bi l l ions,  seasonal ly adjusted 

C urrent M2 

N otes and coin ( includin g  bui lding society holdings of cash)  
N on- interest-bearing s ight deposits 
Interest-bearin g  ' retai l '  bank deposits 
Some bu i ld ing  society deposits ( less than £100,000 and one month)  
N at ional  Savings Bank Ordinary Accounts 

' Hybrid' M2 (or ' retail' M4) 

N otes and coin (excluding  bui lding  society holdings of cash)  
N on- interest-bearing s ight deposits 
Interest-bearing ' retai l' bank deposits 
Bu i ld ing  society retail shares and deposits (as defined by the 
1 986 Act) 

FLOWS, SIA 12 MONTH GROWfH RATES, S/A 
6 �--------------------------� 
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4. Broad money 
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238.4 

1 5 . 5  
32. 6  
92 .6 
96. 1 

1 .6 

280. 9 

1 5.2  
32. 6 
92. 6  

1 40.5 

F inancial market changes have wide- rang ing  impl ications for the way that broad money 

and l iqu idity are measu red. This section revi ews the defin it ions of both M4 and M5 in 

th is lig ht .  lt considers ,  further, how t he official statistics can most helpfu l ly  reflect 

cu rrent c i rcumstances, and what difficulties and problems may be involved. 



4.1. M4 

4.1.1 Definition 

M4 was int roduced and defined in the May 1987 Quarterly Bulletin. (The series is, 

h owever, now avai lable from 1963 onwards. )  lt includes, along with notes and coin, 

t he  sterl in g  deposit l iabi l it ies to other UK residents outside the publ ic sector  of a l l  U K  

banks and bui ld ing  societ ies, the main deposit-taking  inst itut ions in th is country. 

Specif ical ly it includes the fol lowing sterl ing-denominated inst ruments he ld by the M4 

p rivate sector  (al l  U K  residents other than the publ ic sector, banks and bu i ld in g  

societ ies ) :  

( i )  notes and coin ; 

( i i )  non-inte rest-bearing sterl i ng  bank deposits ; 

( i i i )  inte rest-bearing sterl i ng  ' retai l '  bank deposits ; 

( iv )  othe r  inte rest bearing sterl ing bank deposits ( including ste rl ing C Ds and othe r  

issues o f  sterl ing pape r o f  up to  5 years' or ig inal matu rity) ; 

(v) bu i ld ing  society sterl i ng shares and deposits ;  

(v i )  other  bu i ld ing society ste rl ing deposits ( including bui lding society sterl ing COs 

and other  issues of sterl ing pape r of up to 5 years' o rig inal maturity ) .  

4.1.2 Comments on the definition of M4 

M4 h as proved to be a useful sum mary statist ic. No one agg regate can serve al l  

pu rposes, and M4 needs to be supplemented by other informat ion on l iqu id ity in the 

economy. (See the sect ion on M5 and related topics below. ) The on ly publ ic sector  

l iabi l it ies included in M4 are notes and coin .  (Coin is the l iab i l ity of Cent ral 

Government ; Bank of Eng land notes are the l iabil ity of the Issue Department of the 

2 1  
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Bank,  which i s  t reated as part o f  Cent ral Government in UK financial statistics . )  lt 

would be possib le to include other public sector liabilities. For example it was 

suggested above that the National Savings accounts currently included in M2 mig ht be 

included in M4.  At the same time one mig ht consider including in M4 some other 

N ational Savings accounts and private sector holdings of Treasury bi l ls ,  currently 

included in MS, and gi lt-edged stocks nearing maturity , not currently included in MS. 

The amounts involved are not large however (see below) and ,  provided the relevant 

information is avai lable ,  nothing important is lost through thei r exclusion from M4. As 

cu rrent ly defined,  M4 also h as the advantage of a relatively simple 'counterparts' 

analysis (see section 4 .2 .4 .7 below). 

On t he present definition , deposits into the new Tax-Exempt Special Savings Accounts 

(TESSAs) ,  announced in the Budget ,  wi l l  count as part of M4. Quite clearly, by the i r  

natu re ,  such deposits represe nt fi rm ly held long-term savings rather  than money to be 

used for making t ransact ions.  In view of t hei r special characteristics , one opt ion would 

be to excl ude t hese deposits from M4 (and MS) by statistical fiat . However, t his 

approach has litt le appeal .  Many of the exist ing deposits included in M4 embody 

longer  term saving ,  not money about to be spent , even though t hese deposits may not 

be so readi ly identif iable as TESSA deposits. 

A bette r  approach would be : 

(a) not to change the statistical definition of M4, so that TESSA deposits are 

included in the aggregate ; but 

(b)  to  identi fy TESSA deposits separately in the published statistics, enabling users 

to  make use of t his information as they judge best .  



4.2 Broader money 

4.2.1 MS 

23 

M5 was earlie r  known as PSL2. lt was introduced , though not named, (6 )  in the 

Septem ber  1979 Quarterly Bulletin, which said  that 'any defin it ion of  liqu idity is i nevitably 

a rbitrary and wil l  depend to some extent on the part icular pu rpose for wh ich t he 

informat ion is requi red . Whatever concept may be theoretical ly desi rable ,  there are i n  

any event deficiencies in t h e  statistics that are l i kely t o  prevent i t  bei ng measu red 

precisely. lt may nevertheless be helpful to assemble, as consistently as poss ib le ,  

t hose components for which month ly statistics are avai lable o r  can be estimated , not  to 

p rovide a unique l iquidity agg regate but rather a spect rum of what are ge neral ly 

regarded as l iquid assets . '  PSL2 was discussed at length in the December 1 982 

Quarterly Bulletin, (page 530) and was renamed M5 i n  the May 1 987 Quarterly Bulletin . 

Its defin it ion has been largely unchanged since 1 979 (but see the June 1 986 Quarterly 

Bulletin, page 186) .  M5 comprises the M4 private secto r's ho ld ings of M4 [ ( i )  and ( i i )  

below] and the  other  sterl i ng  instru ments l isted below: 

( i )  cas h ;  

(i i )  a l l  ste rl ing  deposits with banks and bui ldi ng societies (i nclud ing  COs and other  

sterling pape r of  not more than 5 years' or ig i nal maturity) ; 

(i ii ) certain National Sav ings i nst ruments ; Brit ish Savings Bonds (neg l i g ible afte r 

1985) ; Defence and Natio nal Development Bonds ( neg l ig ib le after  1974 ) ;  

P remium Bonds ; National Savings stamps and g ift tokens ;  a n d  the N ational 

Savings Bank Ordinary and Investment Accounts ; 

(6)  Among the 'Totals' it was referred to as 'A+B(net) + C(net) + D(net) ' ; it acqu i red the 
name PSL2 in the September 1980 Quarterly Bulletin (see the notes to Table 1 2  
of t he  stat istical annex to that issue . )  



( iv )  certain money market inst ru ments ( local authority temporary debt, Treasury 

b i l ls ,  and bank b i l ls)  and cert ificates of tax deposit (CTDs) .  

4.2.2 The concept of liquidity 

The December 1 982 Quarterly Bulletin article said : 'a liqu id asset is one which may be 

realised at short notice, with litt le  actual o r  potent ial financial penalty ( result ing  from the 

fo rfeit of inte rest or from capital uncertainty) ' .  Clearly liquidity is a matter of degree . 

There is for  example no  natu ral d istinction between a 'smal l '  and a ' large '  financial 

penalty. In the  J une 1 982 Quarterly Bulletin i n  which M2 was i nt roduced , it was said 

that ' loss of interest for fou rteen days or less is not normal ly  considered sign if icant' .  

S im i larly ,  t here is no obvious po int at which to div ide those capital-uncertai n assets 

which may be regarded as liqu id from those which may not .  I ndeed capital uncertainty 

can a rise in a number of ways . F ixed-interest secu rit ies change in ste rl ing  value as 

ot her  interest rates change ; al l securit ies can change in value as stock market values 

f luctuate in response to economic events and market sent iment (thoug h th is may be 

hard to separate from the interest rate effect ) ;  and instru ments denominated in 

currencies other t han ste rl ing can change in value as exchange rates change .  Al l  

t hese factors can s imu ltaneously affect the capital uncertainty of some inst ru ments . 

lt is also hard to say what i s  meant by 'at short notice ' ;  any matu rity cut-off is  l ike ly to be 

somewhat arbitrary .  Matu rity is a guide to l iquidity, but it is not infa l l ib le because of the 

d i ffe ring nature of f inancial inst ru ments. For example, f ixed-rate instru ments usual l y  

change significantly in value as inte rest rates change,  whereas floating-rate i nst ruments 

tend to stay close to the i r  par (or nominal) value.  Thus, for any given maturity, fi xed­

rate inst ru ments are much less capital-certain than f loating-rate i nstruments. Residual 

maturity, which reflects the effects of the passage of ti me upon the liqu idi ty of an 

inst ru ment ,  is i n  general a better gu ide to the l iqu idity of an inst rument than o rig inal 

matu rity. However,  as explained above, residual matu rity may also not be the rig ht 

g u ide to the  liquidity of a floating-rate instru ment ;  for the latter, the remain ing term unti l 

t he  date on which the inte rest rate is next fixed may often be the most approp riate 

g uide.  



4.2.3 Developments since the introduction of PSL2/MS 

4.2.3.1 Filling gaps in the maturity spectrum 
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When PSL2 was i nt roduced, there was a clear gap in the maturity spectru m between 

i nst ruments issued with a maturity of up to one year, and those issued with a much 

longer maturity. Bu i ld ing society term shares, for  example, were large ly seen as 

com pet ing  with Nat ional Savings certificates and had maturit ies of several years and no 

early withdrawal faci l it ies. But in t ime th is  gap in the spect rum was f i l led in ; in 

particular, withdrawal faci l it ies were i nt roduced for term shares, and term shares of 

short mat u rit ies were i nt roduced, so that eventual ly the one-year boundary was no  

l onger  an easi ly tenable one,  and t he  defin ition o f  PSL2 was changed ( in 1 986) .  

4.2.3.2 Sterling capital markets 

D u ring the 1 980s there have been successive re laxations of the controls over domest ic 

ste rl i ng  issues, cul m inating in the abolition of the Cont rol of Bo rrowing Order (COBO) 

afte r the 1 989 Budget. Previously, because of the rest rictions on short-te rm ste rl ing 

i ssues, issues were of matu rities of 5 years or  more .  New ste rling inst ruments have 

been i nt roduced, including 'short-term co rporate bonds' (see the March 1 985 Quarterly 

Bulletin, page 36) and 'sterl ing commercial paper' (see the June 1 986 Quarterly Bulletin, 

page 1 98) .  The range of potential issuers of up to one year SCP was widened after 

the 1989 Budget ,  and in January 1 990 i t  was announced that the amendment to the 

Companies Act to a l low issues without prospectuses by qual ifying companies out to five 

years would become effective from February 1990. As the markets in domestic sterl ing  

i nst ruments have developed, t he  distinct ion between these and the  euroste rl ing  

markets h as become blu rred. On ly recent ly,  with the relaxation of contro ls ,  have sub-

5-year sterl i ng issues been possible . 

As explained in sector 4 . 1 . 1 ,  sub-5-year sterling issues by U K  banks and bui ldin g  

societies are a lready included within M4 and MS. The quest ion i s  how t o  t reat t h e  

issues o f  short-term ste rl ing  inst ruments by bo rrowers other  than deposit-takin g  

institut ions, which have become possible in t h e  1 980s (with in t h e  const raints o f  the  

Banking Act , the Companies Act, and the Financial Serv ices Act). These new 
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i nst ruments could be seen as addit ional ' l iquidity' i n  the hands of  the holders .  There is  

also the  quest ion of how to t reat ste rl i ng i nstruments of over- 5-years orig i nal maturity, 

as the i r  residual maturity shortens .  For example eurosterl i ng bond issues have g rown 

d ramatical ly i n  recent years. The matu rit ies of the bonds can be long ,  and few are due 

to matu re i n  the  next few years. But the ' l iquidity' represented by such bonds 

approach ing  maturity wi l l  bui ld up i n  due cou rse. The l iquid ity of these issues befo re 

matu rity varies e no rm ously dependi ng on  the size of the issue and the issuer. For 

example,  a larg e  long term issue by a quasi-sovere ign i nstitut ion may remai n l iquid and 

marketable with the issuer  perhaps add ing stock by tap at later dates . On the other 

hand a smal l  issue with a shorter matu rity by a company may lose al l  semblance of 

l iqu id ity after its fi rst year. For some issuers there may also be the risk of default .  

Many issues are f loat ing  rate but even those that are at f ixed interest rates are not 

necessari ly considered less marketable .  

I f  co rporate debt is  to be regarded as ' l iquid ity' as its residual matu rity fal ls ,  gove rnment 

debt shou ld be regarded s im i lar ly .  

4.2.3.3 Nat ional  Savi ngs 

N at ional  Sav ings i nstru me nts form a sizeable propo rtion of  the Government 's total 

outstand ing borrowi ng .  Nat ional Savings ce rtif icates are the largest s ing le  ite m with in  

the  Nat io nal Sav ings total .  D u ring the i r  i n it ia l  5 year term, i nterest on ce rtificates is at a 

g uaranteed rate but subject to a pe nalty i n  the case of early withdrawal .  However, on  

maturity,  t hey  normal ly g o  automatical ly onto general extension terms u nder which a 

variable rate of i nterest is paid and repayme nt is on demand ( in practice , repayment 

takes about 8 days) .  This makes them relatively l iquid i nstru ments. A large  stock of 

t hese matu red certificates o n  general extension te rms bui l t  up i n  the 1 980s but has now 

started to  decl i ne fo l lowing decis ions to leave the general extension rate at u natt ractive 

levels .  At present t hese matu red certificates are excluded from M5. 



4.2.4 Issues for discussion 

4.2.4.1 Does MS serve a useful purpose, as currently defined? 

With the except ion of  the period from 1 978 to 1 980 , when the 'corset' (?) const rai ned 

t he  g rowth  of bank l iabi l i t ies, there has been l ittle differe nce between the behaviour  of 

M4 and MS. 
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Apart from the corset period, M4 has typical ly accounted for more than 80% of the stock 

of MS, and the g rowth rates have been very simi lar. During  the corset pe riod , bank 

acceptances became a common sou rce of company borrowi ng and l iqu id ity, i n  

preference t o  bank advances and deposits respectively. Except i n  th is period, M S  has 

se rved l itt le  pract ical purpose . Furthermore, some i nst rume nts that m ight i n  future 

ci rcu mstances serve as a substitute for bank  deposits/advances are cu rre ntly excl uded 

from MS.  

lt is i n  any case debatable whether it is worth const ruct ing another  agg regate as such ; 

an  alte rnative cou rse would be to compile and publ ish i nformat ion o n  other  pote nt ia l ly 

l iqu id inst ruments , which could easi ly be combi ned with M4 if ci rcu mstances made that 

appropriate .  There is much to be said for th is 'bu i ld ing block' approach .  The fol lowi ng  

sect ion therefore considers the  l iqu id assets that might be  o f  i nterest i n  t h is co ntext ,  as 

bu i ld ing bl ocks, whether or not they were to be combi ned i nto a new agg regate . 

(7)  Formal ly known as the Supplementary Special Deposits Scheme - see, fo r example ,  
the September 1 980 Quarterly Bulletin, page 264. 

89 
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4.2.4.2 Should there be a maturity cut-off? 

There c learly  has to be some dividi ng  l i ne between assets of a very long maturity, which 

can not sensibly be seen as ' l iquid' ,  and short-term assets which can .  But the dividi ng 

l i ne need not be the same for every f i nancial i nstrument .  A further considerat ion is that 

some i nst ruments are ,  by defi n it ion ,  of a restricted maturity (eg bank certificates of 

deposit cannot have a maturity of more than 5 years) ; so that in practice, by i ncl uding  

some i nstru ments and excluding others ,  one is  defin ing  some sort of maturity boundary .  

One a lso has to decide whether  o rig inal or  residual matu rity should be the crite rion 

used to measure l iqu idity. The latte r  is the more natural to choose (see a lso 4 .2 .2  

above) .  For  some i nstruments, measuring  holdings by residual maturity can be 

d i ff icul t ,  even when the holders themselves can be identif ied ; th is  would be the case if, 

for  example ,  some holde rs t radit ional ly hold i nst ru me nts to matu rity and so may not 

maintai n a detai led residual matu rity analysis for the i r  own management purposes . 

Orig i nal matu rit ies are usual ly easy for the issuer of debt to identify, but not necessari ly 

for t he ho lders ,  part icu larly  holders who t rade actively in i nst ruments and therefore are 

i nte rested large ly i n  the i r  yield and residual maturity. 

E xact data enabl ing one to examine the consequences of choosi ng a particu lar matu rity 

cut-off are not avai lable across the board. Partial i nformation ,  particularly for bank and 

bu i ld ing society deposits and COs, suggests that amou nts of over 2 years' residual 

matu rity i ncluded in M4 and MS are very smal l .  Thus, i n  practice ,  it would make l itt le 

d i ffe rence i f  one decided on  a 2-year rather  than , say, a 5-year cut-off ; and it would 

p robably not be worth the expense of sett ing  up a report ing  system to captu re the fu l l  

i nformation .  

Most banks provide matu rity analyses of t he i r  l iabi l i t ies and  assets (sterl i ng  and other 

cu rrencies separately) ,  but only at end-January ,  Apri l ,  July and October. The 

breakdown by i nst ru ment is not detai led, nor is there any detai led breakdown by sector 

o f  depositor/bo rrower. N evert he less, these data show that most bank l iabi l it ies are of 

u nder  3 years' residual maturity : 



U K  non-bank sterl i ng deposits with banks 

(exclud ing C Os) by residual matu rity 

(as % of total) 

Maturing  next day 

U nder  8 days but not next day 

U nder  1 month ,  8 days or more 

U nder  3 months,  1 month o r  more 

U nder  6 months,  3 months o r  more 

U nder  1 year, 6 months o r  more 

U nder  3 years ,  1 year o r  more 

U nder  5 years ,  3 years or  more 

5 years o r  more 

U K  banks' sterl i ng CD issues by residual 

m atu rity (as % of total) 

Mat u ri n g  next day 

U nder 8 days but not next day 

U nder  1 month ,  8 days or  more 

U nder  3 months, 1 month o r  more 

U nder  6 months, 3 months or  more 

U nder  1 year, 6 months o r  more 

U nder  3 years, 1 year o r  more 

U nder  5 years, 3 years o r  more 

5 years o r  more 

Jan 87 

49 .6  

24 . 3  

1 1 .2 

9 .4  

2 .0  

1 . 7 

0 .7  

0 .2  

0 .9  

Jan 87 

1 .2 

5 .2 

26. 1 

35.2 

1 2 . 5  

1 0 .9  

5 .8 

1 . 4 

1 . 7 

29 

Jan 88 Jan 89 

52.6 50 . 4  

2 1 . 4  20 .9 

1 0 .3  1 1 .9 

1 0 . 0  1 0 . 2  

2 .3  2 . 6  

1 .3 1 . 8 

0 .6  0 . 7  

0 .5  0 . 7  

1 . 0 0 . 8  

Jan 88 Jan 89 

0 .9  0 . 9  

4 .2  6 .4  

22 .8  2 1 .0  

33 .8 33 .6 

1 6 .7 1 5 . 3  

1 3 .9  1 7 .3  

4 .3  3 .2  

2 .3  1 . 5 

1 . 1 0 . 8  

B anks also provide a monthly breakdown o f  the i r  deposits (exclud ing C Os) i nto t hose 

u nder  and over 2 years' origi nal matu rity. These data also show that deposits of more 

than 2 years' matu rity form on ly a small part of total deposits (2% at end-Decembe r  

1 989 ) . 
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A matu rity b reakdown of  bui ld ing society l iabi l it ies with in  M4 is on ly  partial ly avai lable 

but confi rms that the amounts of more than 2 years' maturity are very smal l .  Of the i r  

ste rl i ng  C Os i t  is  l i ke ly that no  more than say £ 1  OOmn is ever ove r 1 year to maturity 

and none over 2 years to matu rity. This assert ion is based on the holdi ngs of members 

of t he  London D iscount Market Associat ion (who seem typical ly to hold 1 0-20% of 

i ssues) ,  analysed by residual maturity. I n  addition ,  bui lding  society t ime deposits (as 

o pposed to term shares) are, by defi nit ion ,  repayable with in  1 2  months. Of total 

bu i ld i n g  society shares and deposits we know that around 68% are not more than 1 

mont h  to m aturity, ie  t hose deposits that current ly fal l with in  M2. Deposits g reater than 

1 month  to  matu rity i nclude term shares without withdrawal faci l i t ies and SAVE deposits 

(which comprise 1 %  of the stock of M4) and term shares with withdrawal faci l it ies 

( 1 .8%) .  We have no  precise source of matu rity i nformat ion but it is l ikely t hat most of 

these deposits are less than 2 years to maturity, if not less than 1 year to matu ri ty . 

4.2.4.3 Internat ional  considerations 

With i ncreasi ng  i ntegrat ion of the world economy and of f inancial markets it becomes 

harder, and less meaningfu l ,  to d raw any hard and fast boundaries arou nd ' nat ional '  

stocks of money or  l iquidity.  UK reside nts hold l iquid assets denominated i n  fo reig n 

cu rrencies. They hold l iquid assets with i nstitut ions both in  the U nited Kingdom and 

abroad. And overseas residents hold l iquid assets, both i n  ste rl i ng  and in foreig n 

cu rrencies,  with i nstitut ions i n  the U n ited K ingdom as wel l  as abroad. Consideri ng  

l iqu idity i n  the  form of deposits, and taki ng  into accou nt these th ree criteria : -

( i )  t he  cu rrency of the deposit (sterl i ng  o r  fore ign currency) ; 

( i i )  t he  reside nce of the  depositor ( in  the U n ited Kingdom or  abroad) ; 

( i i i )  t he  l ocat ion of the deposit-taker ( in  the Un ited Kingdom or  abroad) ; 

g ives rise to an e ig ht-fold (2 x 2 x 2 )  classif icat ion of deposits :-
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C urrency sterl ing fore ign cu rrency 

Deposito r's 
residence U K  Overseas U K Overseas 

Deposit­
taker's 
l ocat ion 

UK 

(1  ) 

O'seas UK 

(2) (3) 

O'seas UK O'seas 

(4) (5) (6) 

I f  ex isti ng  UK agg regates are categorised accordi ng to th is classificat ion :-

U K  

(7) 

( i )  M4 (notes and coin  apart) consists of box ( 1 ) only - ste rl i ng  deposits of U K  

residents with i nstitut ions i n  the U K ;  

O'seas 

(8) 

( i i )  M4c adds to M4 box (5 )  - U K  reside nts' fore ign cu rre ncy deposits with i nstitut ions 

in the U K ;  

( i i i )  t he  'wider sterl i ng  agg regate' i ntroduced in  the December 1 983 Quarterly Bulletin 

was p roduced on an M3 basis ie ,  includ ing on ly deposits with banks i n  the  U nited 

Ki ngdom add ing to M3 only box (3) - ove rseas reside nts' ste rl i ng  deposits with 

i nstitutions i n  the Un ited Ki ngdom (subject to a qual i ficat ion mentio ned below) . 

Consistency i n  ' national '  money stocks cou ld be achieved acco rd ing  to any of the  th ree 

criteria. Thus :-

( i )  a world-wide ste rl i ng aggregate - boxes (1 ) ,  (2 ) ,  (3) and (4) ; 

( i i )  an aggregate consist ing o f  UK residents' holdi ngs world-wide and i n  

any cu rre ncy - boxes ( 1  ) , (2 ) ,  (5 )  and (6) ; o r  

( i i i )  an  aggregate consist ing of al l  deposits he ld wi th UK i nst itutions - boxes ( 1  ) ,  

(3) , (5)  and (7 ) .  
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wou ld  be consistent with agg regates produced on the same l i nes i n  other cou nt ries or  

other  cu rrencies. Such national agg regates would sum across countri es i n  a consistent 

way to 'wo rld'  money ( 'world '  money bei ng  defi ned as an aggregate which i ncl uded al l 

non-banks' deposits with banks, regardless of currency) .  Clearly  none of the existi ng  

UK agg regates has th is  characteristic. 

N ote that if consistency in a European Commun ity agg regate were desi red, then th ree­

way d ist inct ions would have to  be made ( UK, other EC, and rest of world ,  for 

cu rrencies , residence and locat ion)  maki ng a 27-fold (3x3x3) classification necessary i n  

pr inc ip le .  

N ote also that the sector of the depositor is a lso of relevance (bank and non-bank.  o r  

more ge neral ly whether the depositor is among the i nst itut ions whose deposit l iabi l i t ies 

are be i n g  counted) .  M4 for example does not i nclude the deposits of banks or  bu i ld ing 

societ ies with other  banks o r  bu i ld ing societ ies. With deposits across front iers the 

t reatment has not  always been the same. The wider sterl i ng agg regate referred to 

above d id i nclude net  ste rl i ng  deposits of  banks overseas with ban ks in  the Un ited 

K ingdom (net ,  that is, of sterl i ng  lend ing by banks in the UK to banks abroad) .  This 

may h ave been i nte nded as an approximat ion to overseas residents' ste rl i ng  deposits 

wi th banks but as shown below the approximat ion is not a good one .  

The two 'g lobal ly consistent' co ncepts of  money o r  l iquidity that are of most i nterest to 

U K  macro-economic pol icy are wo rld-wide ste rl i ng ,  and U K  reside nts' l iqu id ity in  

whateve r cu rrency and whereve r  he ld .  ( The total o f  l iquid ity he ld  in  the U K - which 

would i nclude the very large eu rocu rre ncy and i nternat ional banki ng  busi ness 

conducted th rough banking offices in the Un ited Ki ngdom - m ight be relevant to the 

posit ion  of the  UK as a f inancial centre, but t hat is a rather  d ifferent matter. ) I n  practice 

M4 st i l l  constitutes the bu lk of the l iqu idity covered by these concepts, but it is desi rable 

that t he relevant series beyond M4 be gathered together, so that the i nternat ional 

aspects of UK l iquid ity can be monitored. These series are :-



( i )  UK residents' hold ings of ste rl ing  l iquidity abroad - box (2 )  - and fore ign 

cu rrency l iqu idity held both at home and abroad - boxes (5) and (6 ) ;  
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( i i )  overseas residents' holdi ngs of  sterl i ng  l iquidity he ld both i n  the Un ited K ingdom 

- box (3) - and abroad - box (4) . 

lt is not necessary that 'g lobal ly consistent' agg regates as such be publ ished. The 

relevant data are not al l  avai lable as frequently or  as quickly as M4 and there is clearly  

n o  case (as far as  UK economy pol icy is concerned) for add ing together  i n  any  a l l ­

embraci n g  wider agg regate such items as UK residents' holdi ngs o f  fore ign  cu rre ncy 

and overseas residents' hold ings of ste rl i ng .  

The amounts of sterl i ng  held abroad are cu rrently not large : -

Sterl i ng  deposits wi th ban ks in  the B IS area(8) other than the UK :  

£ bi l l io n ,  end- 1 988, not seasonal ly adjusted 

U K  non-bank reside nts 

Overseas non-banks 

3 .8  (borrowing 4 . 5) 

3 . 5  (borrowing 1 . 7 )  

(8) Geo g raph ical coverage of the statistics compiled by the Bank for  I nternati onal 
Sett lements is l i mited to reporting banks in  the BIS report ing  area :  the 'G 1 o·  

cou nt ries (Un ited States, Canada, Japan, W Germany, F rance, Italy, U n ited 
K ingdom, Belg ium, Netherlands, Sweden and Switzerland) ,  Luxembourg,  
Austria, Denmark, F in land, I reland, Norway, Spai n ,  and certai n offshore cent res. 
Therefore deposits held in countries outside the reporting area (eg in Austral ia ,  
N ew Zealand, or  OPEC countries) are not recorded. 
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Sterl i ng  deposits with banks in  the U K :  

U K  non-bank residents 

Overseas non-banks 

l nte rbank busi ness i n  sterl i ng : 

Deposits with U K  banks by overseas banks 

D eposits with overseas ban ks by UK banks 

D eposits with overseas (9)  banks by overseas(9) banks 

Deposits with U K  banks by U K  banks 

208.7 

27.4 

3S.7 

24 .0 

1 7. 3  

9S.4 (i ncludes 1 6 .9  of 

COS) 

4 .2.4.4 Deposits with banks in the Cha nnel Islands and Is le of  Man.  

At prese nt about half of the local ly  l icensed banks i n  these offshore is lands are t reated 

as U K  banks for stat istical purposes,  and the remainder are t reated as 'other  f inancial 

i nstitut ions'  (OFis) .  The disti nct ion between the two g roups is m ade accord ing  to 

whether  the  offshore i nstitut ions have opted to comply with the Bank of Eng land's 

monetary control arrangements ( in which case they are t reated as U K  banks fo r 

statistical pu rposes) .  Thus deposits with offshore institut ions which a re OFis  are not 

i ncluded in M4 or MS;  but the deposits of t hese institut ions with the U K  bank ing secto r 

a re i ncl uded i n  M4 and MS. So,  to the extent that these offshore OFis take fu nds and 

redeposit t hem in the UK ,  t here is no ' leakage' from M4 and MS, althoug h the sectoral 

b reakdown wil l record these deposits as bei ng  from the OFI sector ,  rather than the 

o ri g inal sou rce of the funds .  If th is is to be seen as a distortion to the stat istics , i t  has 

(9)  Deposits by ban ks in one country with in  the B IS area with banks in another country i n  
the  B I S  area. F igures for ste rl i ng  deposits by  banks i n  o ne cou nt ry i n  t he  B IS 
area w i th  other  banks i n  the same cou nt ry are not avai lable (except for the 
U n ited K ingdo m ) .  
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so far not been g reat .  

The table below shows the balance sheet o f  the offshore i nst itut ions excluded from the 

stat istical banki ng  sector. 

£ bi l l ions 
not seasonal ly adjusted 

D eposits fro m :  
U K  banks 
U K  publ ic sector 
Overseas 
U K private sector 

Capital fu nds 
Total l iabi l i t ies 

Advances to :  
U K  banks 
U K  publ ic secto r 
Overseas 
U K  private secto r 

Other  U K  i nvestme nts 

Ove rseas government 
secu rit ies 

Other assets 
Total assets 

Flows :  
1 989 

£ fc 

-0. 4  0 . 1  

0 .8  3 .8 
2 .0  0 .8 

0 .4 0 . 1 
2 .9 4 .8 

2 .2  1 . 2 

0 . 1 3 .5  
0 .6  

0 . 1 

0 . 1 

2 .9  4 .8  

Amounts outstandi ng 
end-1 989 

£ fc 

0 .6  4 .7  

1 . 8 8 .6  
6 .4  2 . 1  

0 . 7  0 . 5  
9 . 6  1 5 .9  

7 .0  3 .5  

0 .6  1 1 .7 
1 .5 0 . 1 

0 .4  0 . 1 

0 .4  

0 . 1  0 . 1 
9 .6  1 5 . 9  

l t  would b e  wrong si mply to add the deposits o f  these offshore i nstitutions onto M4,  

without at  the same t ime deduct ing thei r own contri bution to M4. In  other  words, we 

should e i ther t reat them as banks and consol idate their  balance sheets with t hose of 

other UK banks, or else treat them,  as now, as non-banks. The mai n arguments fo r 

conti nu ing  with the present pract ice are that the amou nts involved are , at least t hus far, 

not large ,  and that t hese 'OFI banks' cu rrent ly report on ly on a quarte rly basis .  
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4.2.4.5 Should un used cred it faci l ities be included? 

l t is somet imes arg ued that unused credit faci l it ies should be i ncluded in a measure of 

m oney (broad or  narrow) . For example , the personal sector is able to use credit cards 

as a means of payment for goods and services, with each borrower constrained by a 

credit l imit .  The unused portion of the cardholder's credit l imit may be seen by h im as 

a substitute for other  forms of l iquidity. S imi lar arguments hold for other forms of credit 

faci l it ies (eg  approved overdrafts) .  

Complete data sou rces for unused credit faci l i t ies do not exist . F o r  banks data are 

avai lable wh ich are compatible with the quarterly ( i ndust rial )  analysis of bank lendi ng :-

Analysis of  a l l  banks' faci l it ies: end-November 1989 :  £bns 

Sterl i ng  Fo re ign  cu rrency 
Outstandi ng  (% ut i l isat ion)  Outstand ing  (% uti l isat ion)  
faci l it ies faci l it ies 

Persons 1 2 8 ( 9 1 ) 1 (89) 

Oth e r  353 ( 6 1 ) 1 24 (64) 

Total U K  
residents 4 8 1  (69)  1 25 (64) 

of wh ich 
overdrafts 1 1 4 (50) 6 (66) 

One p rob lem with the use of  t hese figu res is t hat banks say that faci l it ies need not be 

set at the max imum amount that they would be prepared to lend to the borrower ;  the  

l i mit is usual ly set at whatever  level meets the borrower's im mediate needs, and exists 

for rout i ne  mon itori n g  and contro l  by the banks. Some banks report that t hey do not 

have any u n uti l ised faci l i t ies. Requests by borrowers to i ncrease the credit l i m its are 

often  met ; and borrowers (especia l ly i ndustrial and com mercial companies)  are fu l ly  

aware of  th is .  Moreove r, borrowers may have faci l it ies with several i nstitut ions without 

eve r i ntend ing  to d raw on  them s im ultaneously. Thus any measu re of fo rmal l y  ag reed 

credit faci l it ies would not be a measure of the fu l l  extent of the credit that borrowe rs 

m ig ht be able to d raw upo n .  
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4.2.4.6 Should measures of broad l iquidity be consistent with the flow of funds  
matrix? 

M4, because it i s  based on the l iabi l it ies of i nst itut ions with in  particu lar sectors,  l i nks i n  

with the i nter-sector f low of fu nds accou nts (see Table A of the CSO's ' Blue Book' ,  

United Kingdom National Accounts). MS as presently defined does not ,  because it 

i ncludes some claims of the private sector upon itself ;  changes i n  such clai ms are flows 

with in  a sector, and as such do not appear in the flow of funds accou nts. Two possib le 

i ssues arise. F i rst , should ho ld ings of l iqu idity by non-fi nancial issuers of l iqu id 

l iabi l i t ies (say companies issu ing sterl ing commercial paper) be excluded in the way that 

banks' hold ings of bank deposits are excluded from measu res of the money stock? 

This may well not be practicable ,  but would in principle make any broader measure of 

l iqu id ity as net a concept as is M4. Second, i f on the co ntrary broad l iqu idity is to be 

see n as a g ross concept ,  i ncludi ng the l iqu idity held by issue rs of l iqu id l iabi l i t ies,  should 

there be a si mi larly g ross concept of 'credit ' ,  i ncludi ng credit owed by me mbers of one 

sector  to other members of the same sector? The ' lend ing cou nterpart' to MS is 

cu rre nt ly one such g ross credit concept, but adds to the M4 ' le ndi ng  counterpart'  o n ly 

bank acceptances held outside the bank and bui ld i ng society sector .  Clearly a much 

wider set of claims cou ld i n  pri nciple be i ncl uded, althoug h the col lect ion of f inancial 

data f rom no n-fi nancial companies is diff icult u n less it is of i nst ruments t raded i n  

o rganised markets. 

4.2.4.7 Is  it necessary to have 'counterparts' to a broad a g g regate? 

Because M4 consists largely of the ste rl ing deposits of banks and bu i ld ing societ ies to 

the 'M4 private sector' it is possible to construct a 'counterparts' analysis l i nki n g  M4's 

movements to other movements i n  the banks' and societies' balance sheets. (See, for 

example,  Table 1 2 . 1  of the Quarterly Bulletin , and the explanation  of how these 

cou nterparts are const ructed in the May 1 987 issue, page 2 1 7 . )  The more one  

i ncl udes i n  a measure o f  broad money l iabi l it ies o f  sectors other  t han  banks and 

bui ld i ng  societ ies,  the more complex and arguably the less useful the counte rparts 

analysis becomes.  
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4.2.4.8 Frequency, t imel iness, and accuracy of the data 

Some data are avai lable o n ly quarterly ,  or even an nual ly .  Other data are avai lable on ly  

afte r  some qu ite long lag ,  i n  some cases as much as a year. Some data are o nly 

broad est imates, or  are prone to reporting e rrors, whereas others are more rel iable 

be ing  based u po n  auditable fig u res. 

An agg regate that is avai lable on ly quarterly, or  after a long lag , wi l l  be less useful than 

one  avai l able more frequent ly or  promptly for the purposes of monitori ng  the curre nt 

economic posit ion or of short-term pol icy-making .  But it sti l l  m ight be of use as an 

i nd icator  of longer-te rm trends. An aggregate whose accu racy is i n  doubt has very few 

uses at al l .  
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4.2.4.9 Candidates fo r possible inclusion in  measures of l iqu id ity : data 

lt is d iff icult to rank these potential candidates in descending order of l iqu idity. The 

candidates have si mply been g rouped together, but there is no impl ied h ierarchy e i ther 

betwee n  or with in  g roups. 

M4 
N at ional Sav ings in MS 
CTDs, Treasury b i l ls ,  LA temporary 
debt, bank acceptances i n  MS 

S U BTOTAL MS 

N at ional Savi ngs I nst rume nts excluded fro m 
MS :  

Matu red Nat ional Savings ce rt i ficates 

I nco me Bonds 
D eposit Bo nds 
Yearly plan and SAVE 
N at ional Savings certif icates not yet 
matured 

Amount 
outstanding 
end 1 988 
£ bn 

3S7 
1 2  

4 
373 

8 

8 
1 

8 

Source 

Bank 
Bank 

Bank 
Bank 

Department fo r 
Nat ional Savi ngs 
(DNS)  
DNS 
DNS 
D N S  

D N S  

Bank & bui ld ing society deposits (i ncluding COs, and deposits with banks ove rseas) 
e xcluded from MS :  

UK non-banks' ste rl i ng deposits with banks 
abroad i n  B I S  area 

Overseas residents' g ross sterl ing deposits 
with U K  banks 

Overseas deposits with bui ld ing societies 
Overseas non-bank  residents' g ross sterl ing 
deposits with banks abroad i n  B IS area 

U K  non-banks' g ross fore ign cu rrency deposits 
with UK banks 

U K  non-banks' fore ign cu rre ncy deposits with 
banks abroad i n  B IS  area 

Sterl i ng  and fo re ign  cu rrency C Os issued by 
banks outside the U K, held by the M4 
p rivate sector  (M4PS) 

Ste rl i ng  C Os issued by banks outside the UK, 
held by ove rseas residents 

Bank for 
4 I nternational 

Sett lements (B IS )  
Bank  (Quarterly 

62 Bulletin tabl e 6) 
2 

3 B I S  

34 Bank 

1 3  B I S  

N ot avai lable 

Not avai lable 
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Capital Market I nstru ments : 

Sterl i ng  commercial paper (al l  holders .  
i ncludi n g  banks and overseas) 
Sterl i n g  medium-te rm notes (al l ho lders) 
Fore i gn  currency com mercial paper (held by 
the  M4PS) 
Fore i gn  currency medium-term notes ( held by 
the M4PS) 

Sterl i ng  capital  market instruments 
( i nc lud i ng  eu rosterl ing  issues) of 
o ri g i nal maturity of 5 years or more, 
maturi ng  wit h i n  a year (a l l  holders) 

Other  short-term bonds issued overseas (held 
by the  M4 PS) 

G i lts u nder a year to maturity (al l  
redem pt ions in 1 989 - al l holders) 

G i l ts (one to five years residual matu rity) 
A l l  redemptions between 1 990 and end- 1 993 -
al l  ho lders 

· Credit faci l it ies : 

U nut i l ised sterl i ng  credit facil i t ies of 
U K  non-bank residents 

4.2.4.10 Avai labi l ity of data 

3 Bank 
0 Bank 

N ot avai lable 

Not avai lable 

1 Bank est imate 

Not avai lable 

1 0  Bank 

3 1  Bank 

1 49 (Nov 89) Bank 

Most of the items l isted above are avai lable on  a month ly basis and could be co l lected 

and publ ished with i n  one month of the month end,  in the same way that the 

components of M4 are cu rre nt ly presented. However, there are some areas where 

data are not so read i ly  avai lable .  For example, the eurosterl i ng and U K  fore ign  

cu rrency busi ness carried out  abroad i n  the  B IS area is  covered on ly  by  B IS quarterly  

stat ist ics. These are publ ished approximately 4 1 /2 months after the quarter-end.  

In addition ,  t here are series for which it is impossible to derive data, ie  t hose marketable 

i nst ru ments held by the  M4 private sector that are actively t raded in i nternat ional 

markets . Whereas the holders of bank deposits can be classified i nto publ ic ,  U K  

private a n d  ove rseas secto rs b y  the banks themselves, holders o f  s im i lar i nst ru me nts 

such as bank  CDs can not be identif ied by the  issuers .  Th is is general ly the case with 

' beare r' i nst ru ments because the  issuer does not need to mai ntain a reg iste r  of the 
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current holders .  Even where reg isters are maintai ned, they often do not contai n the 

i nformat ion necessary to make an accu rate classificat ion of holders by economic 

sectors .  Without a statistical system in place to identify hold ings of  a l l  economic 

sectors ,  one  has to make assumptions about certai n sectoral hold ings (eg that pe rsonal 

sector ho ld ings of bank and bui ldi ng  society CDs are zero) and derive some sectors' 

ho ld ings by residual. This d i fficulty is important if one wishes to confi ne a broad 

aggregate to the hold ings of UK residents alone, particularly with inst ru ments actively 

t raded in i nternat ional markets. 

Comprehensive measures of the g ross f inancial wealth of domestic sectors are a lready 

publ ished by the Central Statistical Office (see chapte r 1 4  of "Financial Statistics" and 

the  supplementary tables of the September 1 989 issue) .  These measures i nclude both 

l iquid and i l l iquid assets, but g ive only l im ited detai l .  

5.  Conclus i o n :  some consu ltative proposals 

This  paper is i ntended to form the basis for a public d iscussion of the futu re 

development of the monetary agg regates. Firm decisio ns must await the outcome of 

that d iscussion and wi l l  depend upon the representat ions that the Bank rece ives from 

the i nterested part ies. To g ive st ructure to the discussio n ,  however, it may be helpful 

to pul l  together  some of the main considerat ions from the paper and to formulate 

te ntative co nclusions and consultative proposals on that basis. They are as fo l lows :  

N arrow money 

( i )  n ib  M 1  no longer  plays the role that i t  d id  when i t  was i nt roduced . There is  a 

case for ceasing to publ ish it as an aggregate whi lst cont i nu ing to publ ish its 

components ; 

( i i )  the  arguments for  making M2 a subset of  M4 see m to have fo rce . That would 

mean M2 would exclude bui ld ing societ ies' ho ld ings of notes and coi n  and non ­

i nterest bearing  bank deposits (but assuming ,  i f no data source can be  fou nd ,  

that the latter ite m i s  zero) .  l t  would also mean chang i n g  the t reat ment of 
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deposits with the  National Sav ings Bank, e i ther by exclud ing them from M2 (to 

the  extent t hat they are current ly i ncluded) o r  i ncludin g  them in M4 (from wh ich 

t hey are cu rrent ly excluded) .  The former cou rse could be justif ied on de 

m in i mis g rou nds ; 

( i i i )  t he  defi n i t ion of  deposits to  be  i ncluded i n  M2 should ideal ly be  the same for 

deposits with ban ks and deposits with bui ldi ng  soceties. This is  vi rtual ly the 

case for the  current defi n i t ion of M2 ; the main problem is that the reporting 

i nstitut ions have di fficulty i n  applying  the defi n it ion .  lt may be that t h is is 

u navoidable for  any aggregate whose boundary l ies i n  an area where 

com petit ion and i nnovat ion f lourish .  But the Bank proposes to explore with the 

report i ng  i nstitut ions whether a consistent defi n it ion can be fou nd which wou ld 

come acceptably close to a 'transact ions'  o r  ' reta i l '  agg regate and which would 

be more robustly measurable than the present M2; 

( iv) ne i ther  personal sector M4 nor M4 held by i ndiv iduals seem to be adequate 

replacements for M2 si nce they now seem to contain g rowi ng amounts of 

'wholesale' personal sector deposits. The proposal is therefore to conti nue to 

publ ish them quarterly but not as substitutes for M2 ; 

(v ) i f  a robust common defi n i t ion of M2 for banks and bui ld ing  societies cannot be 

fou nd,  a possible fal l -back position might be to publ ish the "hybrid" retai l  

agg regate described above usi ng  the exist i ng defi n i t ion for banks deposits 

with in  M2, and the retai l defi n i t ion for societies as defi ned in the Bui ld i ng  

Societies Act . But  th is hybrid i ncludes so me large and longer-te rm pe rsonal 

sector  deposits with bu i ld ing socieites and excludes s imi lar  deposits with the 

banks at a t ime when both catego ries exh ibit strong g rowth .  The hybrid might 

be publ ished a longside M2, rather  than as a replacement for i t ;  



(v i )  despite the i r  theoretical i nterest, there seem to  be sig n ificant problems wit h the 

const ruct ion and i nterpretat ion of D ivisia money i ndices . There is no clear or 

s i mple relat io nsh ip between i nterest rates paid on deposits and the monetary 

services provided by those deposits. The possibi l ity of a downward slopi ng 

yie ld cu rve compl icates the construct ion of Divisia i ndices , and more general ly 

any change in expectat ions wi l l  confuse their i nterpretat ion .  For these reasons ,  

the Bank is not i ncl i ned to publ ish an official D ivisia i ndex.  But  we are open to 

representat ions,  if there are good solutions to the problems. 

B road money 

(v i i )  l t  is proposed that the defin it ion of  M4 re mai n unchanged .  Th is  is l i nked to the 

suggest ion that M2 shou ld be made i nto a subset of  M4 - ( i i ) above . I f ,  

however, deposits i n  Natio nal Savings Ordi nary Accou nts were to conti nue to 

be i ncluded in M2, these deposits should be included i n  M4, together perhaps 

with deposits in Nat ional Savings I nvestme nt Accou nts, possibly some other 

N at ional Savings i nst rume nts, and even some other l iqu id l iabi l it ies of the 

central govern ment such as Treasu ry bi l ls  and g i lt-edged stocks neari ng 

matu rity; 

(v i i i )  the  discussion above suggests that , except for part of  the pe riod when the 

Corset was in  operat ion ,  MS has not conveyed a message s ign i f icantly different 

from that of M4; however, 

( i x )  there are now a number of l iqu id assets which are not  i ncluded i n  MS but  which 

are of actual or  potential i nterest . One way to proceed would be to defi ne  a 

very broad agg regate (a redefi ned MS) which would encompass al l  potential l y  

l iquid i nst ru ments ; but 

(x)  i t  is d i ff icult to draw an u nambiguous bou ndary betwee n what should be 

i ncluded or excluded, appropriate fo r al l uses of such an aggregate .  

Furthermore, i t  makes l itt le se nse to add togethe r some items wh ich i ndiv idual l y  

are of i nte rest (eg , U K  private sector hold ings of  fore ign  cu rrency assets and 

overseas ho ld ings of ste rl i ng ) .  There is also the pract ical d i ff iculty that some 

data are avai lable month ly whereas others are avai lable only quarterly ;  and 
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s o m e  data are avai lable on ly wit h a long lag.  U nder these ci rcumstances, the 

Bank sees advantage i n  retu rn ing to the approach set out i n  the September 

1 979 Quarterly Bulletin. That would mean ceas ing to publ ish M5, but 

publ ish ing  detai ls of many of the l iquid i nstruments d iscussed above, i n  

whatever form they are avai lable , without attemptin g  to construct a new 

agg regate as such.  That shou ld also help to e nsure that i mportant 

deve lopme nts are not overlooked (and also p rovide the i ng redients for "g lobal ly 

consistent" monetary agg regates, although not a l l  of the i ng redients would be 

t ime ly o r  of a monthly frequency) .  

The Bank would welcome comments on  these consu ltative proposals. 
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