23) BANK PAPERS ON MONETARY TARGETS
15T DECEMBER 1977 - 17" JANUARY 1978
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10. CGoodhort ergues that the demand for M

- - I,
Howvever the usual build

reletionships whereas N2 figures arc based

s

up of M1 from the PSBE; reserve changss snd so ol g neually taken to be z supply

a4 F ) o o .
still necegsary

ot
]

ty.. Given these Digures & demsnd for M2 cguation

P
fute

gide ident

rates and output. ILi such

an M3 relo cither in a failure to mect

an 1% target
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gportent te realisce this givoen thal work irom Lie Dok reaus

increasingly like an AA monuale

11. If the identity is seen as a dew

=]

side identity, reflectin rivate sector
3

surpluses snd @

)

b}

mand for berrowing and gilts then the question is whather or not cur

-

eqnations and judgement in forecasting these flows are so much better than K1

relationshins that we can ignore the latter entirely. I doubt that L could claim Lu]wo

Ce The indepsndence of Monetary and Fiscal Policy

12. It scems to be taken as axiomatic that it is better to have an aggregate such

as M3 that reflects the P3BR, indeed Mr King suggests that there is somcthing suspect

about an sggregate that reserve changes and 80 on does n t have th property. Rut

this feature is surely a disadvantage and must lead to coniusion. The most

texthooks emphasise that Lhﬁse influences are properiy anslysed under the separaste

headings of fiscal and exchange rate policy and so on. It certainly leads to problens
at the econometric stage since it is not possible to identify the separate eifectis of
variables that move together. A4nd it leads to a con*ralff gipnment problem. I the
monetary aggregates cannct be controlled indepaendently of fiscal policy then fiscal
policy (or reserve changes) must be assigned to the achievenent of monctary btas

reducing pelicy options enormously as hes

exchange market. Having said this 1 would
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down the high short

i large staudard crror.
but some atiention ought be paid te its
2. A breskdown in the M% egustion would be just oo problematic in conjunction with en

fmmt

brief review of the Rank's

d

heir intverest rates hefore market rates

=ngd fiscal policy if the suthorities leod

rot hehind them. However this would be more difficuit than some suggest.
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TANK PAPERS ON MONETARY AGGREGATES AND MOVING TARGETS

There will be a meeting in ir Middleton's room tomorrow at 4 pm

Friday 16 December to discuss the above.
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Phis paper cousiders sone of the techoical pr oblems in deciding how
Lo monitor cnd formulobe monctory targets vhich ocre rolled forward
periodically. /IAncexes erc ~tbeched oublining Geruon and fmerican
experiencce. In this section, the principles underlying the cstabhlish-
ment of rolling L“f”@bu are rev1c”ﬂd os similsm considerations are
}éingﬁtiﬁb thoir formu nglﬁﬂ he numorical O“*mplvU“éhd' ruﬁbs‘}
re all in terne of (seasonally edjusted) sterling Mo, bub the sone
foctors would apply to o ferget in Lerns of i,
Rolling monctary targe*g forward gives the authorities more scope
for coping with twoe problems assoclated with fiwed targets:

:

1. If a divergence from a target range “occurs towards the end of
the target yeér,_it nay be too late to correct in the remainder
of the period, or require an over-sharp reaction in order o
bring it back within the range.
2. TIf it was apporent thrt the targel was being nissed, the merket's
ation of the suthorities' likely reaction could remove any
chance thet remained oi hitting the taecget. In poeoicuiar, if
it acpeared thot the target was being over-shot, the expectalion
of increases in intercst rates would limit the authorities' obilif;
to sell gilis,
Underlyirg these justifications for Llﬂam tercete d1s ‘the view that
nonebory volicy counot be uscd as the sole instrument of demand
monegenent policy. It must instead be linked with fizscal policy and
forecunt dérelopmouts in ocutpud and prices. “his argues for flewibilit;

.n the selting of targets. The
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Foving avarnces cron oresent one problen. I towards The end of a
Lareel peviod, wonoy cupnly soruth is olf-tavget, ’t]nerl the necesaary
adjustnents can be rnde mope difficult.  Tor exonple, a growch rate

hee been cbove trend Tor Lthe first eloeven montihs of Uho year, then

nonth
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Lhe noceanormy ol in the finzl wonth wuot be. fvn\;;t<§1* i

cverace ove used. This is Locouse vhe buvden of bringing the @nOT
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of volling tergets..

Anﬁex TIT discusses anobher suggestion: that monetary growbh should
be presenived on the basis of novements in the aggwoqntos over the
lost twelve monthsy e the

becane availsble. dhis ma

growth, hub the in-ew points Lo [/ difficuliics with the mcaswre.

Baging the terget anncunced in the budget on a 3 month period centred
closest parallel to what was
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because themselves have to be forecast,

and 1n orc to nrovide o fizure for the % montih period cencred on
BN <2
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Uith on ecarly foril budget outburn figures would not

- -}y e
panking

novaslly he ovellable cven for bankivg March.  Dasing. Lhe tergeb on
aosingle wonth (oounn done in 7977) veduees bhe problen o Little,
b the ooviied wonnhly fluchuntions olten experienced ocround bhe
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a5 nol ccen to hove materialised and has been
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1970, still leooks relaved; and the Bundssbanle have cleoarly

the nead to keep interest rates lowe There doos not scem to have
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grouth op monstarcy and credit ngerepates in the vpeoming tuelve

montha',  Since then the the Fed hns reported to Conpgress at B-monthly
interes Lovgets, in the form ol ranges, fov ML, M2, and M3%. Fach

ronths from Harch 75) on

the outturn of tho imao wrerage of the cvorter 12

months from the base aquarter. At ; projections are piven for the

over the noxt ftwo months, These however are a

suide to open operations, cathel than tarvgets. - S

The praccice of rolling

authoritiass® onavforoa: four

different targeis,

reasured azalinst the most recent target. By rolling forward the Les may

never a i of the periocd to which

it relates. Aoy ney terget as a higher

base and, as a 1 :55 restrictive than they

appear, 4n analysis of U8 fargets, sugges L ML has deifted up by only 7 per

cent over tha - . There are nevertheless

congsideral fted up by 2% per cent and

M3 by %} pos soime attenpt to reduce the

taregat rangaes,  The cnyrent targets for the four guarters from Q3 1977 orc “:63 jeloiu

cont for M1, €19 per cent four M2, and S-30% per conb lor 3.

Crowth in M1 and M2 aince late 1976 is shown on graph ¥ and the oulturan to 03 1977

aud Qh 1977 shown on The stt four base

warters Tor M2 have clearly drifted upuas ‘”, although in Q4 1977 money stock was
carlicr. M1, on the other hand finished

It was &leo above the targets set from

QL 1977 and 2 1977, alihough it is almost within thatl set from Q5 1977. ML growth

was particulor: in the antumn of 1977 uhen 1t rowse considerably above iis

target ran term inkerest rates. These incrouases,

at a 2y M Ly moneztaciots
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"Q3 1976 74-10 10.9 (4 ‘quarters) -
Q4 1976 7-10 10.1 (% quarters) 9.5 (4 gquarters)
QL 1977 7-9% 10.0 (2 quarters) 9.3 (3 quarters)
Q2 1977 7-9% 10.8 (1 quarter) 9.2 (2 guarters)
Q3% 1977  63}-9 - 7.6 (1 .quartexr)
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The last twelve months rate is very sensitive to Tlnchuations in the baso

month {or three months) being considere

)
b

A base for a tacgel yesv might
include an off-trend clement, but at lecast this is constant when neasuring

performance throughout the target yeax If the ovtturn of the current year

>

~was-being monitored din terme of “the lamt {twelve morths; growth 16 date 7

1,

would appear to have been very moderaie - ses Graph G, In coming months,
however, we would suffer from the low figures zround the turn of the YOAT o

1

Indeed, 6n our current expectation, the growth rate over the lest twelve
§

months will increase from the just over 7% in November to lh%% by the end

of banking February. But there would not necessarily be a case for action

to restrain growth, as there would have been little change in the urdarlyiug
trend. In fact the trend increased some while ago (the tbree months anuualised

1. R) sy )

nas still not been.
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growih rcates have been added to Graph

picked up on this mcosurc.

Because of these problems of {luctuation and delay, monitering by the lost
twelve months would give little guide to the auntheorities! appropriate policy
responsc.  In particular, if there has been a below-trend rate of growth

p: 4. NP PN 2 i P T T
11 have been tzken into account whon

formu ilating the new target. To react over and above this because tha last

twelve months figures suggest a rate of growth very differcnt from the

target rate, would be to double count, and could lead to over or unde:
r

shooting. GCourse corrections will be delayed and the authoritics!

3

would add to monetavry disturbance rather than the veverse. It

R - o i s 4.1 P N . - .
be necessary to lsck at 5r0wth over the last twelve meonths or

—

when coming to establish a new target.
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