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MONETARY TARGETS

I attach a letter which I have gent to the Bank together with

4wo papers on various technical and economic matters concerning

the monetary aggregates and moving tergets. They reflect discussion
within HF and FEU: Mr Williems and Mr King have done most of the
hard work invelved in their preparation.

P E MIDDLETON
19 January 1978




H M Treasury
Parllamant Street London SWIP 3AG

Switchboard 01-233 3&()‘&(;]78

Direct Dialling 01-233

P E Middleton
Under Secretary 19 January 1978

C Goodhart Esq

Economic Intelligence Department
Bank of England

Threadneedle Street

LONDON EC2

&’,M Chantes,

As you know, we have to make an early submission to Ministers on

the form of the monetary guidelines which might be appropriate

to succeed the present arranrements. It seems to us that we need

to aim at three papers. Thegse would consist of a main paper bringing
together all the issues - political, managerial and presentational

as well as economic - and would be intended to focus the policy
discussion with the Chancellor. Michael Pridpeman is preparing &
draft which he will wish %o discuss with the Chief Cashier. But in
order to make such a paper manageable it will need to be supported
by papers going into some of the aspects in more detail.

Ve have therefore prepared two dr&ftxbapers. One deals with the
relative merits of different measures of the money supply and the
other with some of the technical aspects of moving targets. Neither
is intended to come to conclusions. I would hope that they could
form the basis of an agreed agsessment between the Treasury snd the

As I understand it, Geoffrey Tittler will be arranging a meeting

in the middle of next week to take stock. I am therefore sending
the drafts tc you immediately, even though there may be additionel
points or changes of emphasis which we would wish to make. T should
like to discuss these drafts with you and if possible circulate a
reviee which tekes account of your comments before the Littler meeting.
this would nct be easy to achieve; it would mean a meeting on the
afternoon of Monday 235 January though we are already meeting to

lock et the forecast in the morning. However, 1 think we ought to
meke the attempt and I will ask my secretary to get in touch to see
what can be arranged.

Fnes
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MONETARY TARGETS

I enclose copies of the draft policy paper on this, about which we
spoke briefly. If at all possible I would like to be able to
circulate a version taking account of your comments in tlme for
Geoff Littler's meeting on Wednesday.

2. The Annexes referred to would be culled from the technical
papers which Peter Middleton sent to Charles Goodhart yesterday.
At present there is some mis-match between this paper and the"
Annexes; the latter do not yet do all that they are said to do in
this paper but they are to be revised by Wednesday.
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DRAFT 23 JANUARY 1978

MONETARY TARGETS

The Chancellor indicated, after considering with the Governor
the Treasury paper "Monetary Targets 1978-79 - Rolling

Targets etc" and the Bank paper dated ZT';7 November, that he
agreed in principle that there would be advantage in moving

to a system of rolling targets. This paper, and the annexes
to it, have been prepared by Zf%he Treasury, in consultation
with the Bank / as the basis for decisions on the form which
such a target, or targets, should take and on the choice of
monetary aggregate, or aggregates, to which they should relate.
The question of what the number, or numbers, should be to be
announced in the Budget will be dealt with in the context of
submissions on the general economic stance to be adopted in the
Budget: the fiscal stance (including the size of the PSBR) anc
the monetary stance (including the monetary targets) interact
to such an extent that they need to be considered as a whole.

2. This paper first summarises briefly the main recommenda-
tions on the mechanics of the suggested system for rolling
targets on which there is unanimity of view between and
within the Bank and Treasury. It sets out at greater length
the issues which arise on the choice of the target variable
or variables, on which there is not such unanimity of view,
and so on which the Chancellor and Governor may wish to focus

their discussion.

The Object of the Change

3, The earlier paper suggested that the adoption of rolling
targets would get over two difficulties with the present
system of having a target for the financial year specified in

the Budget, without subsequent review, namely:-

i. if a divergence occurs towards the end of
the financial year, it may either be too
late to correct it in the remainder of that
year or require an over-sharp reaction in
order to bring it back in time;
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ii. the target has to be fixed before the
"pase level" is known and there is no
ready mechanism for subsequently
adjusting the target to allow for an
over-shoot or under-shoot at the end
of the preceding year, which was not
anticipated at the time the target was

fixed;

It also.seemed desirable to adopt a system which go over
another difficulty with the existing system, namely that the
growth is measured from the level at one mid-April make-up
day to the level at the next mid-April make-up day, which
means that it can be affected byfreak monthly figures at

the beginning and the end of the year.

The Form of the System

4. Against this background the desiderata in choosing the
particular system would seem to be that:-

i. the form should enable the authorities to
focus the attention of market and commentators
on the trend of the growth of money supply
(howeveT defined) in relation to the desired
trend, and so minimise the risk of "market-
nerves" as each monthly figure is announced;

ii. the form should not however to so loose that
the target failed to achieve its aim of
reassuring the markets that the Government
intended to pursue a responsible monetary
policy, supporting its counter-inflation policy;

iii. the timing of announcement, at each roll-
forward, should be such that the targets
could be fixed in the context of an overall
reassessment of macro-economic policy, and, if
necessary,beassociated with a change in fiscal
policy;

iv. there should be an opportunity at each roll-
forward to explain the rationale of fixing
the target, in relation both to monetary
developments in the preceding period and to the
Government's overall economic policy.
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5. To these ends we would recommend that:-

i. the target should continue to relate to
a period of a year: & shorter period,
say o months, would reduce the emphasis
on the trend, and would be too liable to
random fluctuations. A longer period
looks too far into the future to carry
conviction with the market. A year is the
period adopted Db all other countries
with targets. [/ Annex paragraph

ii. there should not be a medium term target
a5 well: the US have such a target, but
Tt would not be practicable for the United
Kingdom until inflation is under centrol.

iii. the roll-forward should be twice a year:
The NIF timetable would permit two or three
times. But four months is really too short
for a reassessment, would encourage '"market
nerves", and would not fit the Parliamentary
calendar. / Annex paragraph

iv. the targets should therefore be announced
in the Budget and roughly © months later.

/ Annex paragraph _/

v. +to enable the "base level" to be known at
the time of the roll-forward, the targets
should relate broadly to the calendar year,
and calendar mid-year to mid-year.

/ Annex paragraph _/

vi. the base level should be the average of
The lLevel at the ends of the 5 banking
months centred on mid-January and mid-July
Tespectively. This gets over the freak
month problem, without encountering the
problems of the German system of expressing
the target as the increase of the average
level on one year over the average level in
the preceding year. ZfAnnex paragraph ;7

vii. the target should be expressed in the forn
of a "desired range" for the growth of /&3 7
over the /calendar year 1978_/, rather than
as a single figure: a point target could be
sscociated with a margin of error, but it
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would risk becoming an upper limit in
the eyes of the market rather than a
centre point. / Annex paragraph

viii. the width of the range would be 4 or 5%.

ix. every efford should be made to put the
emphasis in commenting on progress during
the year on the trend, and to dissuade the
Press and market from monitoring progress
Techanistically in relation to either
"eones” or "tramlines". [/ Annex paragraph _7/

6. Annex 1 describes the system which would result if these
recommendations were adopted. As it points out,it will be
necessary to devote a considerable effort in speeches and
publications (BEQB and Treasury EPR) after the Budget to
explain what is intended.

7. Annex 4 sets out the pros and cons of the Chancellor of
the Duchy's alternative suggestion that progress against the
target shouldbe mainly guaged by the figure for the increase
in the last 12 months: we consider that it gives too much
weight to what happened 6 to 12 months ago, and too little
to what has happened in the more recent period.

The Choice of the Target Aggregate

8. The complexities of the economic system and the range of
Government objectives are both such that the decision to
select a particular variable and to set a pudblished target
for it inevitably involves a degree of over-simplification
and the risk that some ultimate objectives will be prejudiced
in achieving it. The arguments for nevertheless having a

target for a monetary aggregate are essentially two:-

i. it will help to convince the financial
markets that the Government is earnest
in its intention to not allowirg monetary
expansion to stimulate inflation;
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ii. the monetary authorities have to react
continuously to developments in the
markets - it is not possible to make a
complete reassessment of macro~economic
policy each time - so & monetary target
can be a useful "sub-optimisation rule"
for guiding monetary decisions between
overall reappraisals of policy.

9. Given tha%hzh%%% ﬁ?tno one monetary aggregate which
a
encapsulates /monetary codditions ortheseconditions potential

effect on the rest of the economy (eg on prices and activity)
it is necessary to select one OIr MOTE monetary aggregates for
a target. (The United States has two, -Bermany has one -~ centra:
bank money - which can be thought of as a weighted average of

several aggregates - see Annexes 2 and 3).

10. The characteristics which seem desirable for the aggregate

or aggregates selected for the target are:-

j. it should be thought "relevant" in the
sense that changes in it affect the rest
of the economy so that constraining it to
its target(either upward or downward as
necessary) is likely to help towards the
Government's broader economic objectives,
and not the reverse;

ii. it should be controllable in the sense that
there exist policy instruments that can
affect it, and their use is likely to help
overall macro-economic policy;

iii. it should bring out the articulation of
domestic monetary policy with other aspects
of policy eg. fiscal policy, exchange
policy;

iv. reasonably timely and clear statistics are
avaeilable for it, and it is not sudject to
so great random fluctuations that a change
in trend cannot be distinguished for some
time;

v. there exist reasonably clear econometric
relationships, so it is possible to say with
some confidence what the target for it should
be in relation to an overall desired course

for the economy;
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11. Annex b looks at the attributes of the main possible
aggregates (all of which are used for a target in some countries).

Ml - basically current accounts in the banking
system, plus cash held outside that system.

M2 - Ml plus interest bearing deposits, but not
CD's.

M3 - M2 plus CD's.

M5 - M% plus other near liquid assets eg. Treasury
bills, building society and local authority
deposits.

DCS - credit advanced by the banking system.

Total
credit - DCE plus credit advanced through the building

societies and local markets.

12. It is certainly arguable that since the reason for
concern with the monetary aggregates is the belief that the
levels of liquidity and credit in the economy can affect
activity and prices through a number of routes, it makes more
sense to control one or both of the wider aggregates. But a
target for either M5 or total credit is impracticable, at
least for the next few years, since timely statistics are not
available. Moreover both M5 and total credit involve
considerable definitional problems on the boundary.

to
13. DCE and M3 have the desired characteristics/about the

same extent, namely there are reasonable a priori reasons

for believing that a "much too high" or "much too low" level
would jeopardise objectives for prices and activity, they

can be broadly controlled with a lag, they are clearly linked
to the PSBR etc, monthly statistics are available (and weekly
figures are becoming available for M3), but on the other hand
they are subject to definitional problems and the econometric
nfit" with prices and activity is not very good. There are a
priori reasons for considering DCE more relevant when domestic
monetary conditions can have a critical effect on the exchange
rate (eg when in balance of payments deficit) and M% more
relevant when the main concern is the domestic effect of

monetary conditions on inflation.
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14. There are some grounds for preferring M2 to M3, although
these are debatable. The critical point is that statistics
are not currently available, and we would need statistics for
a reasonable period before considering setting a target.

15. Ml in contrast scores in respect of those characteristics
for which DCE and M% are weak, and vice versa. It is better
defined, and the Bank's economists have established a better
econometric fit with money incomes, and so prices and activity.
On the other hand there are a priori grounds for arguing that
the causal link is from incomes to M1, rather than the reverse;
if that isdg%%%gdmeasures to control it will not necessarily
have the /effect on the rest of the economy. The only policy
variable available for influencing it is short term interest
rates. It has no clear interaction with other policies.

16. There is agreement between all the Bank and Treasury
officials concerned that there is a clear case for a target
for £M3. (We would revert to DCE instead if, at some stage
in the future, it appeared that domestic monetary conditions
were putting greater downward pressure on the exchange rate
than was desired, and we were intervening heavily to support
the rate.)

17. There is, however, disagreement over the suggestion, put
in the Bank's paper last November, that there should also be
a target for Ml. The arguments for it are essentially:-

a. Ml has on occasion (but far from always)
ascted as a lead indicator for M3, so
having a target for it could lead to more
timely action;

b. the closer econometric fit makes it easier
to gauge the degree of corrective action
on interest rates required;

c. if we have more than one monetary target,
then it will be easier to explain, and
accept, excesses on one of them;
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if we accept that £M3 by itself is not

o full indicator of monetary conditions
and account will be taken in reaching
decisions of other indicators, such as

Ml, it will only be possible %o take
sccount of such others if we have a priori
view of a desirable level: 1in that case
it might as well be a target.

The arguments against are:-

there is no reason to think that the
causal link is from Ml to real activity,
so it is irrelevant to have a target for
it. (To use the analogy in the Annex, it
would be equivalent to trying to control
the speed of a car by holding the speed-
ometer needle.)

if it is a good lead indicator for £M3
(and the evidence on this is mixed) it
could be used as such to help to take
timely and appropriate action on £M3,
without having a target for it; more
generally, assessmentsof the economy take
account of the development of a wide range
of facets of the economy, without setting
prior targets for each;

having a target for Ml would be equivalent
to having a shatterm interest rate target,
with the significant exception that random
perturbations in the relationship between
the two would have to be absorbed by varying
interest rates;

far from meking it easier, having two targets
will make it worse - the Government will be
held to be failing in its monetary policy if
it fails to achieve either, so increasing the
Tisk of criticism and of adverse reactions in
the markets;

the fact that the only way the authorities can
influence ML in the short term is through
interest rates will mean that having a target
for Ml will increase the risk of monetary
targets inducing instability rather than
stability in the markets - indeed the market
reaction to Ml being above target could induce
the subsequent over-shooting of £M3, by causing
markets to expect a rise in short term interest
rates, and so hold off on buying gilts (which
increases £M3, but not Ml);
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j. the "black-box" nature of the link
between M1 and the rest of the economy
will tend to bring discredit on the idea

of monetary targets.

Conclusion

18. The Chancellor and the Governor are accerdingly invited

to agree that:-

i. a shift to a rolling target system on the
basis set out in paragraph 5 above and
Annex 1 should be announced in the Budget

speech;
ii. there should be such a target for &£M3.

They are invited to consider whether there should also be a

target for IMl.
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MR. GOODHART

MONETARY TARGETS

" A few, relatively minor, points in Middleton's two draft

papers for the Chancellor =
: >

Monetary Targets: The choice of target variable

Page 3,
para.4 The description of Ml in terms of paying, or not paying,

interest is a bit confusing when quite a lot of Ml is interest-bearing.

Would the following be any better?

A case can however be made for considering Ml as a policy-
variable. By concentrating on deposits which are transferable or
withdrawable on demand without interest penalty, it is the monetary
aggregate which in the main measures the amount of funds freely
available for transactions, and it reduces the area of confusion
between the demand for transactions balances and the demand for
financial assets as part of a wider demand for forms of holding wealth.
Although some other balances (e.g. the clearers' seven-day deposits)
are almost as available, there remains a fairly clear-cut distinction
petween M1 and wider definitions of the money supply for which it
is difficult to find a natural stopping point.

Page 5, \

para.1l0
line 9 Insert "or 'wholesale' time deposits" after 'certificates

of deposit'.

Page 6,
para.ll

lines
7 -9 It would surely be wrong to give the Chancellor the

impression that the SSD scheme enables 'the short-run growth of M3
to be controlled with some degree of certainty'. There are too
many inconsistencies in the composition of the two totals.

"Help to control over a period" perhaps.



Puge & -2-
age 16 This paragraph is much too optimistic about the possibility
of using the new weekly figures to compile an end-month M5 sufficiently
reliable for monetary control purposes. The weekly figures cover only

80 or so banks and for statistics of flows we are initially assuming
that there is 'no change' in the assets and liabilities of other banks;
for an end-month aggregate, however, '1evels' would be needed and some
method of grossing up would have to be devised. More important,
however, is the fact +fat the level of bank deposits will almost always
differ by a few days (over a week at end-quarters) from the end-month
figures of building societies, etc.; and this is just the time in the
month when there are likely to be switches between the two. I would
suggest deleting the sentence béginning 'However' in line 7 and the

last sentence of the paragraph.
Page 10, insert 'and in the banks' capital and reserves, etc.' after

para.2l_~ 131ending overseas'.

Rolling Targets: .Technical issues

Page 2 First paragraph under 'length to base period'.

line 3 Insert 'for example' after 'this could arise’'. Variations
in market conditions and in the timing of other types of transactions

are other causes of erratic movements in the series.

4

line 9 Delete two sentences beginning 'There is the additional.......

and substitute -

‘There are other market factors = such as the incidence of
new issues and the timing of large private sector transactions
involving the use of loan facilities - which can affect the level
of deposits (and therefore the money stock) on a particular day.

" Furthermore the compilation of the money stock figures involves
a number of statistical adjustments, which can only be approximate,
designed to remove the effect of double counting between different
institutions and other distortions.'
Page 4, a
para.>b Even the choice of/base period back in November would not
necessarily avoid the problem, as the annual update of the previous
year's seasonal adjustments will not be available until late April.

23rd January 1978
R.H.Atkinson."
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- with three problems associated with the present system of fixed

. targets:= 4

1. /As is/

2. The present annual target has to be fixed before the 'base level'

is known and, therefore, may turn out in practice to be tighter or
easier than intended.

3. Fresh information on theydevelopment either of economic prospects oOr
of structural monetary developments may make some reorientation of
monetary policy desirable before the end of a full year. This requires
that the authorities' stance should be measured against actual and
likely future developments in the economy, and in the light of decisions
taken from time to time about economic priorities; targets should be
rolled forward accordingly.

More generally the adoption of rolling targets allows some
additional flexibility. While this has some undoubted advantages,
there are also dangers, particularly that flexibility may be interpretéd
as laxity. Problems of dealing with 'base drift' and of general
presentation are considered subsequently. suffice it to say here that
the public justification for promulgating changes in the underlying
trend rate of monetary growth, especially upwards changes, would have

to be extremely carefully prepared and presented.
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MONETARY TARGETS
The Chancellor indicated, after considering th the Governor
the Treasury paper "Monetary Targets 1978-79 - Rolling
Targets etc" and the Bank paper dated / _/ November, that he
agreed in principle that there would be advantage in moving
to a system of rolling targets. This paper, and the annexes
to it, have been vrepared by fohe Treasury, in consultation
with the Bank / as the basis for decisions on the form which
such a target, or targets, should take and on the choice of
monetary aggregate. or aggregates, to which they should relate.
The question of what the number, or numbers, should be to be
announced in the Budget will be dealt with in 'the context of
submissions on the general economic stance to be adopted in the
Budget: the fiscal stance (including the size of the PSBR) and
the monetary stance (including the monetary targets) interact
to such an extent that they need to be considered as a whole.

2. This paper first summarises briefly the main recommenda-
tions on the mechanics of the suggested system for rolling
targets ¢» which there is unanigity of view between and
within the Bank and Treasury. It sets out at greater dength
the issues which arise on the choice of the target variable
or variables, on which there is not such unanimity of view,
and so on which the Chancellor and Governor may wish to focus
their discussion. .

The Object of the Change

3. The earlier paper suggested that the adoption of rolling
targets would get over two difficulties with the present
system of having a target for the financial year specified in
the Budget, without subsequent review, namely:-
i. if a divergence occurs towards the end of

the financial year, it may either be too

late to correct it in the remainder of that

year or require an over-sharp reaction in.
order to bring i”% back in timé;
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ii. “the target has to be fixed before the
"base level" is known and tnere is no
ready mechanism for subsequently
adjusting the target to allow for an
over-shoot or under-shoot at the end
. of the preceding year, which was not
;- ’ ! anticipated at the time the Target was
”'ﬂ%ﬁﬁ% fixed;

Nagtb It also.seemed desirable to adopt a system which ge over
another difficulty with the existing system, namely that the
growth is measured from the level at one mid-April make-up
day to the level at the next mid-April make-up day, which
means that it can be affected by freak monthly figures at
the beginning and the end of the year.

The Form of the System \

4, Against this background the desiderata in chooéing the
particular system would seem to be th:t:-

i. the form should enable the authorities to
focus the attention of market and commentators
on the trend of the growth of money supply

e ' (however defined) in relation to the desired
trend, and so mlﬂimlse the risk of "market-
nerves" as each’ monthly figure is announced;

ii. the form should not however to so loose that
the target failed to achieve its aim of
reassuring the markets that the Government
intended to pursue a responsible monetary
policy, supporting its counter-inflation policy;

iii. the timing of announcement, at edch roll—
Qzéz f rward, should be such tha: the targets
}5{““‘“‘-- < coul be fixed in the context of an overall
reassessment of macro-economic pollcy, and, if

necessary,teassociated with a change in fiscal
policy;

. iv. there should be an opportunity at each roll-

’ forward to explain the rationale of fixing
the target, in relation both to monetary
developments in the preceding period and to the
Government's overall economic policy.
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5. To these ends we would recommend that:-

i. the target should continue to relate to
a period of a year: a shorter period,
say b months, would reduce the emphasis
on the trend, and would be too liable to
random fluctuations. A longer period
looks too far into the future to carry
conviction with the market. A year is the
period adopted by all other countries '
with targets. Annex & paragraph#_ 7

, [ / ii. there should not be a medium term target
s as well: the—US—haneTsnch_g_zangetT—bﬁt

¢ tieLorman ! o A woutrd—aet—bepreeticabre—for the United
. des S, J : ;
e 4 . H; ﬁb‘; Kingdom until inflation is under cqntrol

~ , ' LAran S cwn?ﬂaiﬂﬁiy
QC,(QAA/&TL«&/{{H sfc‘ fe P ' r . ;_. .
Hei Y C?Zr' /iii. the roll-forward should be twice a year:
/el Dasnsn L

LT ) ! the NIF timetable would permit two or three
belewLyin bt st times. But four months is really too short

j

for a reassessment, would encourage "market
nerves", and would not fit the Parliamentary
calendar. [ Annex & paragraph 4 _7/

Yém,!\ WS ld LT =R
[br’C« ¢ L'Nf o n @3

iv. the targets should therefore be announced
in the Budget and roughly © months later.

g , / Annex 5§ paragraph£§6:7 |
| N i

v. to enable the '"base level" to be known at
the time of the roll-forward, the targets
should relate broadly to the calendar year,
and calendar mid-year to mid-year.

[ Annex & paragraph (3 _/

vi. the base level should be the average of
. the level at the ends of the % banking

months centred on mid-January and mid-July
respectively. This gets over the freak
month problem, without encountering the .
problems of the German system of expressing
the target as the increase of the average
level on one year over the average level in
the preceding year. / Annex 4 paragraph/é_j7

vii. the target should be expressed in the form

- of a "desired range" for the growth of / &M3_/
over the /calendar year 197845} rather than

as a single figure: a point target could be
assoclated wivn a margin of c¢rror, but it
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would risk becoming an upper limit in
the eyes of the market rather than a
centre point. [/ Annex paragraph

viii. the width of the range would be 4 or 5%.

ix. every efford should be made to put the
emphasis in commenting on progress during
the year on the trend, and to dissuade the
Press and market from monitoring progress
mechanistically in relation to either
"cones" or "tramlines". [/ Annex paragraph _/

6. Annex 1 describes the system which would result if these
recommendations were adopted. As it points out,it will be
necessary to devote a considerable effortgin:speeches and
publications (BEQB and Treasury EFPR) after the Budget to
explain what is intended.

7. Annex 4 sets out the pros and cons of the Chancellor of
the Duchy's alternative suggestion that progress against the
target shouldbe mainly guaged by the figure for the increase
in the last 12 months: we consider that it gives too much
weight to what happened 6 tq‘12 months ago, and toq little
to what has happened in the more recent period. ~

The Choice of the Target Aggregate

8. The complexities of the economic system and the range of

- Government objectives are both such that the decision to

select a particular variable and to set a published target
for it inevitably involves a degree of over-simplification
and the risk that some ultimate objectives will be prejudiced
in achieving it. The arguments for neverthéless'having a
target for a monetary aggregate are essentially two:-

i, it will help to convince the financial
merkets that the Government is earnest
in its intention to not allowimsg monetary
expansion to stimulate inflation;

-4 -



ii. the monetary authorities have to react
continuously to developments in the
markets - it is not possible to make a
complete reassessment of macro-economic
policy each time - so a monetary target
can be a useful "sub-optimisation rule"
for guiding monetary decisions between
overall reappraisals of policy.

9, Given thathghere is no one monetary aggregate which
tota
encapsulates /monetary condltlons ortheseconditiond potential

effect on the rest of the economy (eg, on prices and activity)
it is necessary to select one or more monetary aggregates for

a target. The United States has twg, Germany has one - centra
bank money - which can be thought of a5 a weighted average of
.several agpregates — see Annexes 2 and- 9).

10. The characteristics which seem deolrable for the aggregate
or aggregates selected for the target ure:-

i. it should be thought "relevant" in the
sense that changes in it affect the rest
of the economy so that constraining it to
its target(either upward or downward as
necessary) is likely to help towards the
Government's broader economic objectives,
‘and not the reversey- /

-~

ii. it should be controllable in the sense that

' there exist policy instruments that can
affect it, and their use is likely to help
overall macro-economlc policy; o

iii. it should bring out the articulation of
domestic monetary policy with other aspects
-of policy ege. fiscal policy, exchange
policy; ‘

iv. reasonably timely and clear statistics are
available for it, and it is rot subject to
so great random fluctuations that a change

, in trend cannot be dlstlngu1<hed for some

. time;

" v. there exist reasonably clear cconometric
relationships, so it is possible to say with
some confidence what the target for it should
be in relation to an overall desired course
for the economy;

-5 -



&

—

G’Z‘a&&?

1l. Annex b looks at the attributes of the main possible
aggregates (all of which are used for a target in some countrie

Ml - basically current accounts in the banking
system, plus cash held outside that system.

™ M2 - Ml plus 1nterest bearing dejosits, but not

D's.
M3 -« M2 plus CD's.

M5 - M3 plus other near liquid assets eg. Treasury
bills, building society and local authority
deposits.

DCS -~ credit advanced by the bankin: system.

Total
credit - DCE plus credit advanced through the building
societies and local marketo.

12. It is certainly arguable that since the reason for
concern with the monetary aggregates i the belief that the
levels of liquidity and credit in the economy can affect
activity and prices through a number of routes, it makes more
sense to control one or both of the wider aggregates. But a
target for either M5 cr total credit is impracticable, at
least for the next few yeanQ}since tinely statistids are not
available. DMoreover both MB and total credit invoive
considerable definitional probléms on the boundary.

" to
13. DCE and M3 have the desired char:cteristics/about the
same extent, namely there are reasonal le a priori reasons
for believing that a "much too high" or "much too low" level
would jeopardise objectives for prices and activity, they
can be broadly controlled with a lag, they are clearly linked
to the PSBR etc, monthly statistics are available. (and weekly
figures are becoming available for M3), but on the other hand
they are subject to definitional problems and the econometric
"fit" with prices and activity is not very good. There are a
pridri reasons for considering DCE more relevant when domesti
monetary conditions can have a critical effect on the exchang:
rate (eg when in balance of payments deficit) and M3 more
relevant when the main concern is the domestic effect of
monetary conditions on inflation.
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14. There are some grounds for preferring M2 to M3, although
these are debatable. The critical point is that statistics
are not currently available, and we would need statistics for
a reasonable period before considering setting a target.

15, Ml in contrast scores in respect of those characteristics
for which DCE and M5 are weak; and vice versa. ' It is better
defined, and the Bank's economists have established a better
econometric fit with money incomes, and so prices and activity.
On the other hand *there are a priori grounds for arguing that
the causal link is from incomes to M1, rather than the reverse;
if that isdg%%ggdmeasures to control it will not necessarily
have the /effect on the rest of the economy. The only policy
variable available for influencing it is short term interest
rates. 1t has no clear interaction with other policies.

16. There is agreement between all the Bank and Treasury
officials concerned that there is a clear case for a target
for £M3. (We would revert to DCE instead if, at some sfage
in the future, it appeared that domestic monetary conditions
were putting greater downward Rressure on the exchangq rate
than was desired, and we were intervening heavily to dupport
the rate.) i

17. There is, however, disagreement over the suggestion, put
in the Bank‘'s paper last November, +hat there .should also be
a target for Mi. The arguments for it arve essentially:-

a. Ml has on occasion (but far from always)
acted as a lead indicator for M5, so
having a target for it could lead to more
timely action; ‘ :

b. the closer econometric fit makes it easier
- to gauge the degree of corrective action
i on interest rates required;

c. if we have more than one monetary target,
then it will be easier to explain, and
accept, excesses on one of them;
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if we accept that &£&M3 by itself is not

a full indicator of monetary conditions
and account will be taken in reaching
decisions of other indicators, such as

Ml, it will only be possible to take
account of such others if we have a priori
view of a desirable level: 1in that case
it might as well be a target. :

The arguments against are:-

there is no reason to think that the
causal link is from Ml to real activity,
so it is irrelevant to have a target for
it. (To use the analogy in the Annex, it
would be equivelent to trying to control
the speed of a cer by holding the speed-
ometer needle.) - Lo

if it is a good lead indicator for &£M3
(and the evidence on this is mixed) it
could be used as such to help to take
timely and appropriate action on £M3,
without having a target for it; more
generally, assessmentsof the economy take
account of the development of a wide range
of facets of the economy, without setting
prior targets for each; :

~ i
having a target for Ml would be equivaleni
to having a shatterm interest rate target,
with the significant exception that random
perturbations in the relationship between
the two would have to be absorbed by varying
interest rates;

far from making it easier, having two targets
will make it worse - the Government will be
held to be failing in its monetary policy if
it fails to achieve either, so increasing the
risk of criticism and of adverse reactions in
the markets; ‘ .

+the fact that %the only way the authorities can
influence ML in the short term is through
interest rates will mean that having a target
for Ml will increase the risk of monetary
targets inducing instability rather than
stability in the markets - indeed the market
reaction to Ml being above target could induce
the subsequent over-shoeting of £M5, by causing
markets to expect a rise in short term interest
rates, and so hold off on buying gilts (which
increases £M3, but not Ml);
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j. the "black-box” nature of the link
hetween ML znc The rest of the economy
will tend to bring discredit on the idea
of monetary targets.
Conclusion
18. The Chancellor and the Governor are accordingly invited

to agree

ii.

They are

that:-

a shift to a rolling target system on the
basis set out in paragraph 5 above and
Annex 1 should be announced in the Budget

speech;
there should be such a target for £M3.

invited to consider whether there should also be a

target for Ml.



ANNEXHS

The Recommended System of Rolling Targets
The US System.
The German System.

Monitoring by reference to changes in the

last 12 months.

Pechnical issues arising on the form of the

gystem.

Technical aspects of the choice of the monetary
variable.



ANNEX 1

If the Chancellor and Governor accept the recommendations
in paragraph 5 the system would work broaily as follows:=

1. In the Budget speech the Chancellor would announce

the shift to the rolling target system, that he intended
that the trend of the growth of money supply during 1978
would be in the range x% to y% per annum, and that that
target would be rolled forward & months in the autumm.

He would explain why he had decided on x% to y%, with the
mid-point the same as, OT higher, or lower as the case
might be, than the desired rate of growth of money GDP in
the period.

2, The details of the bhase period etc would be explained in
more detsiled briefing and expositions.

%, The reference to trend in the Budget speech would be
taken up and emphasized in other speeches. and briefing -

it would be made clear that the authoritics would have
regard to what appeared to be happening to. the trend during
the year, as well as to the cumulative position to date.

4, During the following months corrective action would be
taken if it appeared that the trend had shifted outside that
range; or factors were developing that would almost certainly
make it do so, and it was thought that there were not other
factors already at work which would bring the growth trend
back to the desired course. The presumption would be that
unless deviationswere Very radical - which would almost
certainly mean other things in~the economy were also going
wrong - the corrective action at this stage would be the use
of one or more monetary instruments. '

5. In the autumn - not earlier than mid-September when the
mid-August money supply figures were available (so the outcome
of the first o months on the "3 month moving average" basis

was known, but usually a month or so later when Parliament

had reassembled and the Bray forecast based on the autumn NIF
was published =the Chancellor would roll the target forward

to one applying to the trend frommd-1978 to mid-1979, explain-
ing the new figures in reiation both to what had happened, and
his reassessment cf the =conomy- (He might or might not also

decide to take fiscal action. )



