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MONETARY TARGETS: ROLLING TARGETS
No 10 have asked for a paper on rolling tasrgets. I therefore attach
an edited version of thepaper which the Chancellor took at his neeting

vesterday. It differs from that in

1, omitting the section on the choice cf wvariable.

As you know the Bank now want to put forward the
proposition for torgets for both ML and £M3. Ve
do not waat to pre-empt them on this, although on
both economic and political/constitutional grounds
T am strongly cpposed te it. Also I would hope
that the choice could be resolved without a

Yo 10 seminar; ‘

ii. onitting the section on the IMF; and

iii. setrengthening the srguments egainst 8 medium term
t, in the light of yesterday's discussion.

5., T glso attach a draft Private Secretsry letter which,if The
Chancellor approves, . M0 Nattishill might send to No 10. I have

~ "1

deliberately pub in a reference to a possible speech by the Chsncellon
an this: we must get awey from the situation in which all the
~vtended references to the rules of the game are made by the CoOvEerner,

in a way over which we have 1ittle effective control.

4 ascunas that ftas Chancellor will have confirmed with the

I TR W, B I . K . .y [ES PR = :
hat he iz conbtent - wWe wnderstand that he is.
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4. I have sent copies of the paper (but not this minute) to

Mr Fforde.

3.,\«.\’5’,

J M BRIDGEMAH
16 November 1977
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DRAFT LETTER TO:

N Wicks Esq
No 10 Downing Street

ROLLING MONETARY TARGETS

Thank you for your letter of 10 November asking for a
paper on rolling targets.

2. I now attach a paper which the Treasury have prepared
in consultation with the Bank. The Chancellor and Governor
have agreed in principle that a change should be made, with
the target for calendar 1978 being announced in the 1978
Budget.

%. The Chancellor considers that it would be desirable to
explain in advance the decision to switch and the reasons

for it, just leaving the actuel snnouncement of the range

for 1978 to the Budget statement. Some of thls could be done
by Press briefing, but the Chancellor con31deﬂs that there
would probably be advantage in his taking some suitable
opportunity in the New Year to set out the Government's views
on the role of monetary targets, to announce the intended
change to rolling targets and to explain the reasons for it.

4, I am sending copies of this letter to Zfﬂessrs Allen,
Plenderleith and .Vile_ /. |



MONETARY TARGETS 1978-79
ROLLING TARGETS

This note is intended to meet the Chancellor's request for one on tne
form and scope of monetary targets. It takes ag its starting point the
assumption that we will have monetary targets in 1978~79, and probably
thereafter. It is concerned with the system for targets, not with the
actual choice of variable (M3 or DCE) nor the number for next year.

The last is a matter for decision as part of the Budget Judgement.

The Present Situation

2. The present form of our monetary targets is the product of the
particular circumstances ruling at the various tines, starting in
July 1976, when we have progressively adopted monetary targets. We
now have

a. & formal DCE limit specified in the Letter of
Intent to the IMF; and

b. a range of £M3 - originally described as the
estimatedequivalent to the DCE limit on certain
assumptions about the balance of paj ments, and
which has never been called a2 target range by
the Chancellor, but de facto has becomc one.

Both relate to 12 banking months corrﬂ»ﬂﬁnalwg approximately to the
financial year (ie from mid-April to mi id=-April; and were sct in the
Budget speech.

%2, This situation has a number of disadvantages:-

i. we do not know at the time of fixing the targets
for the coming year what the base will be;

k)

the growth is measured from The level st one mide

i
e
L]

April make--up day to the leve® a2t the next mid-iprll
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make-up day which means that it can be affected
by freak monthly figures at the begianing and the
end of the year; '

iii. if a divergence occurs towards the end of a
period, it may either be toc late to correct it
in the remainder of the period, or require an
over-sharp reaction in order to bring it back in
time;

iv. moreover there is no ready mechanism for sub-
sequently adjusting the target for the next year
to allow for an over-shoot or under-shoot at the
end of the preceding year;

v. the thrust of monetary policy over time is judged
by comparing one year's target with the next: on
this basis we may face in 1978-79 oxr 1979-80
difficulty in fixing targets which both appear
consistent with a policy %o reduce progressively
the rate of inflation, and allow scope for
sufficient increase in the growth of money and
credit to allow for the expansion of real activity.

4. There would seem to be no reason why, if we are now presuning that
monetary targets will have a role to play in macro-economic policy for
at least some years to come, we should not shift onto a more

permanent system which would overcome some of these disadvantages.

In particular it seems worth considering how far we should adopt the
American system of having targets for more than one monetary aggregate,
and rolling those targets forward.

Rolling Targets

5. The rolling target systen is essentielly directed to avo¢wlrg the
third and fourth problems. Under it the target is apecified ! 587,

fTorward cfiter a

©

a year ahead. The terget is however roll

(97

significantly shorter pericd than the periot for which the target was

~ 2
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gpecified - if the target period is 12 months, the roll forward cculd
be after, say, 3, 4 or 6 months. The new target explicitly takes
account of any over~shoot or under-shoot so far, pernmitting either the
acceptance of a once for all divergence, or its correction, but over

a longer period than that for the original target, as may ve

considered desirable.

6. The rolling target system therefore deals with the end period and
carry-over problems by arranging that the authorities never get to the
end of the period to which their current target applies. To that:
extent, it may be criticised as a soft option: indeed, it would be very
important that it cshould not be introduced at a time, or in a way, which
would enable commentators to say that the only reason for the shift was
to enable the authorities to avoid taking action in respect of an
over-shoot which was occurring - to do so would bring the whole aystem

into disrepute.

7. American experience would suggest that in practice it is not quite
as soft an option as it night at first sight appears. Commentatcrs
still compare what has happened over the last 12 months with what the
Fed was saying 12 months ago it wanted to happen.

8. The rolling target gysten is almost certainly both strengthened

and made more flexible if there is algo specified a desired mediun term
trend for the rate of growth of the monetary aggregate concerned. The
existence of the medium term target would enzble the authorities to
explain targets for a year by reference to that trend and To the
particular circumstances of the year, including any preceding target
over-shot and under~shot; the numerical agssessment of the authorities'
stance is not confined therefore to the figures for the particular year.
Thig approach could well help with the fifth problem, since it might
enable the targets covering, say, & period of upturn in the econouy to
be increased eppropriately without causing concern that the suthorities
were relaxing their stance, end sc providing for a higher rate of

inflation.

W
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9. On the other hand, given the present uncertain outlcok for
1nflat10n, it may in practice be virtually impossible to fix a
medium term target, even nearer the time of the Budget. If the role
of monetary policy is to continue to be seen as supporting counter-
inflation policy, rather than giving it the outright monetarist role
of determining the future level of inflation, the monetary targets
for 1979-80 and 1980-8lcannot be invariant to what happens in wage
settlements between now and the beginning of those years.

Timing

10. The timing and form of any rolling forward would have to be geared
to the United Kingdom situation. Decisions here about future monetary
targets have so far been linked to fiscal and other macro-economic
decisions as part of overall assessments of the economy. It would seem
essential that they should remain so. On the one hand the Government's
fiscal stance is a major determinant of monetary conditions, and on

the other hand monetary conditions, and the authorities? monetary
actions, can either reinforce or nullify fiscal action, so that the two
can only sensibly be considered together. Moreover, the constitutional
relationship between the Chancellor and Governor, in contrast to the
corresponding relationship in some other countries, makes such Jjoint
decision making both feasible and appropriate.

11. On this basis, one time for decision and announcement of the rolled
forward targets would clearly be the Budget each year. The other date
or dates in the year would need to be ones at which fiscal action could
be taken, if thought necessary, although it would not necessarily be so.
This could be achieved with a roll forward pattern of either:-

a., Budget, July and November; or
b. Budget and October/November.

On balance there would seem to be advantaege in only committing the
authorities to two rolls forward each year - b. would fit in
reasonably well with the cycle of economic forecasts and assessments,

(including the "Bray" publication.)

-l -
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1i2. + would be possible to get over the first two of the difficulties
1isted in paregraph 3 if the monetary targets related to, broadly,

the calendar year rather than the financial year and related to the
growth between 3 month averages, a year apart. On this basis the

target announced in the 1978 Budget would be for the calendar year 1978,
peasured by the growth between the % months average centred on the
make~up day January 1978 and that centred on January 1979. (The

former would be published on 16 March 1978, so it would be a "known
base" at any likely date for the Budget.) The first roll forward would
be to the year from the 3 months centred on July 1978 to that centred

on July 1979.

Conclusions

13. There appears to be a strong case for introducing a system of
rolling targets - the first for calendar 1978 to be . announced in the
Budget, and to be rolled forward to mid~July 1978 - mid-July 1979 next
sutumn. While there would be advantage in coupling this system with an
cbjective for the growth of, say, &£13 in the medium term, it is
unrealistic to expect inflationary prospects to be sufficiently‘clear
to make the choice of such an objective possible. But this switch must
be seen and presented as a sensible means of operating a continuing
system of monetary targets: it would only bring disrepute on the
system to attempt to use it to get over an excess in the next few
months - the attempt would be vain anywaye.

14. Once there is agreement in principle, it will be necessary to
consider further the precise mechanics, and also whether any
preliminary announcement should be made of the change of systen, leaving
to the Budget Jjust the specification of the numbers.
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MR PAGE

ROLLING TARGETS

mrﬂl..;:' fw"‘!
We spoke earlier today. You asked whether I had any background papersthich you
could use to inform yourself against questions from journalists. We have no suitable
papers available, but I have prepared the attached note which I hope covers the ground

|
that you have in mind.

The note is only background briefing for yourself, and IL«S):ULM' Y& ceun averd olucwu'm‘
}L.,li:m(lkuﬁ’» Clwimanges with e journalists., If you are asked about Treasury

thinking on rolling targets you should say no more than:
1. We are thinking about how best to éxpress monetary policy objectives in 1978

‘2. Before coming to a decision the Chancellor will want the benefit of the

' IMB's views.

3 We do not expect to announce an early," decision.

M)J«mluw
M L WILLIAMS
16 November 1977



MONETARY TARGETS S

The present situation

Our present target (a formal DCE limit, and a "range“— not a target - for
£M3) W relate to the 12 banking months corresponding to the financial year (ie from
mid-April to mid-April). They were set in the budget speech.' There are a number

of disadvantages with a fixed target of this form:

1. We do not know at the time of fixing the targets for the coming year what

the base will be.

2. The baselfigure can be affected by a freak monthly figure at the end of
the previous year. This could mean that the annualised growth rate based on
each month's figures throughout the year could be misleading. In addition

a freak monthly figure at the end of thtZ?éar could make the apparent annual

rate of growth misleading.

3. The fluctuation in the figures from month tc month mean that there is
every likelihood that in the earlier part of the year we will mPpaar (when the
'growth rates are annualloed) to be outside our target range.

4,. If a divergence from a target range occurs towards the end of the year,
it may be too late to correct it in the remainder of the period, or require

an oversharp reaction' in order to bring it back.

Se If we appear to be missing the target, the market's exféctation of the
authorities' likely reaction could remove any chance there is of hitting the
target. In particular, if we appeared to be over-shooting the target, the

expectation of increases in interest rateswould affect our ability to sell

gilts.

6. There is no ready mechanism for subsequently adjusting the target for the

next year to allow for an over-shoot or under-shoot at the end of the proceeding

year.

7 The thrust of monetary policy over time is judged by comparing one year's
target with the next. 'There can therefore be difficulty in setting a new target
which will appeaﬁzgonsistent with a policy of progressively reducing the rate
of inflation, while allowing sufficient increase in money supply & grewth for

Qan -
ta. expansion of real activity. For example, over the last 18 months or so the

.
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income-volocity of £M3 has been high by historical standards. This sugpesis
that monetary policy has been exerting a downward pressure on activity over

this period, and there could be a danger that a recovery in activity would bhe
Bn" Low WA "«;Wa\a—" m} fo o la‘?,;" m',n.-q_
G122 ?

choked-off as a result.

A rolling target

» &wﬁls;dl.
The rolling target system is essentially directed to avoiding the fourth ead-fifth’ A
problem. A target could/sgecified for, say, a year ahead, but rolled forward after
a significantly shorter period. The new target would explicitly take account of
any over- or under- shoot, permitting either the acceptance of a once-for-all diver-
gence or its correction, but if necessary over a longer period than for the oripinnl
target. The rolling target means that the authorities never get to the end of the
period to which their current target applies. To that extent, it may be criticised
as a soft option. It would therefore be important that it should be introduced at
a time that would not enable commentators to say that the only reason for the shift
was to allow the authorities to avoid taking action in respect of an over-shont thnot
was occurring. American experience, however, suggests that it is not quite smch n
soft option as it might appear. Commentators still compare what has happened over

the last 12 months with what the d;ulhms saying 12 months ago that it wanted to

happen (see below).

The first three problems mentioned above could be overcome by two other devices:

Te A moving average base period: for example, a target range meamurnﬁ\frnm
ot 1€

the average of a three month period to the average of the period 12 xes®s hencn

would have considerable advantage in smoothing fluctuationse. It would aveid

a freak month being used as the base period.

2. An earlier base period: if the range was measured from a base perind naft
some recent point in the past to a point 12 months from that time, we would

have the advantage that of knowing whether our performance to date was comfor!
ably within the chosen range, ov wshat p&«'ﬁ emve B 200 g cleed FN'- X33
hskotla ﬂlluw-us boton watld pmolnct lan dalelkor L tle Gunsnnp s, cf o] -

The American experience

The recent articles in the UK press have tended to assume that "rolling targets"

also means the adoption of the two devices described above. This is because they

are taking the US as an example.
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The US has operated published monetary targets since 1974. Targets are announced
for M1, M2 and M3 each quarter, although little importance is attached to the M3
figures. They are based on the average figures of the proceeding quarter and cover
!Vr quarters. Thus the targets fixed earlier this month were for Q3 1977 to Q3% 1278,

+ It has been the intention of thelfib! that successive targets should at worse be
equal to the proceeding one and should in general be reduced. This has been possible
to achieve in the past, but the US monetary sggregates (especially M1) are presently
growing above their target ranges and it is unclear how the possible conflict between
the objectives for money supply growth (insofar as it acts on inflation) and interers=t
rates (insofar as they act on real activity) will be resolved.

Germany also publishes monetary targets, but these are not rolled forward. Instead

it has expressed a target in terms of a growth for the money supply average _over

the year and compared with the previous year. It therefeore uses the two suhsidinrr?a

devices mentioned above. The problem with the German system is that an above trend
rate of growth in the sggregates at the end of the base period means that the figuye~

for the early months of the target year will appear, wvhen moving averages are compniod,
to be indicating a rapid monetary growth. Mere wrt. Soma Smolicabiotn oot ti.,

ﬁu’k-m @ s daauad«a«'&p(, vl Haew 5‘1“2“ .

N fLo %um...m e Awnww th“, L!J[K He MlLBntuu\ b s e
wirls e SACn ’an],&,vw\ pamnliotusd alszt. Thot tMtﬂ»Lg e 20 e f
e rastulin. ff Gelureal o aSkbwl dﬁf%&{wmm Canek thos
prepn WW\» 4 psluﬂ | S R p..bc..c Rt )\LL ‘,ou.@«u
b wlAdae. an o;dd..t'un. MM Q‘w{} 6»-.‘»-“%}0‘«1!‘ S tg Cryeman . f
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This note cdhcentrates on one issue only, which is the éhbi €
of the monetary aggregates to be used as a target next year, leaving/tc

one side other related issues, such as rolling targets.

The present effective monetary target for 1977/78 is set in
terms of EM3. The choice of this aggregate as the target has several
advantages, for example in its close links with the main counterparts
of monetary growth, PSBR, bank lending, etc. It does, however, have
some serious disadvantages. These disadvantages arise largely because
£M3 includes a large volume of wholesale-type deposits, which funds ca:
and do, shift extensively between the banking system and other
substitute assets in response to interest differentials. These
interest differentials depend largely on the response of the banking
system to the conjuncture. During periods of strong demand for credi-
the banking system is generally prepared to bid up for funds in order
to meet that demand. The result of this is that the movements of M3
have not only been difficult to predict, but also, more importantly, i-
is, perhaps, more difficult to control the rate of growth of M3 (than
any of the other main monetary aggregates), particularly by means of

standard monetary measures.

Another monetary aggregate, M1, exists whose characteristics
in this respect are superior. Its relationship with incomes and
interest rates is closer, and, being largely non-interest-bearing, its
growth can be more easily controlled by the authorities' interest rate
adjustments. Yet the use of Ml by itself as a target would also have
weaknesses, mainly in those aspects where M3 has strengths. The
growth of Ml is not directly statistically linked to the main
counterparts of credit expansion, and indeed its relationship to
incomes, interest rates, etc., is estimated through an econometric
relationship - and these relationships can and do change ('break down'
over time, as has happened to some extent in the US. Moreover contro
of M1, though seemingly more reliable, can only be achieved by varying
interest rates, whereas the growth of £M3 can be influenced, though
less surely, by a wider range of measures, e.g. fiscal as well as

monetary.

Neither £M3, nor Ml, in isolation provides either a fully
satisfactory indicator of monetary developments or a target for policy
At this point we also rule out any alternative aggregate, (somewhat

summarily, though longer arguments can be provided): DCE is only
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appropriate for a country in severe balance of payments deficit; the
statistical base for using either some intermediate (between Ml and
£M3) aggregate (M2) or a wider liquidity aggregate (M5) is insufficient
and, besides, these aggregates tend to partake of the weaker
characteristics of both Ml and £M3.

The Case for a Dual Target

Instead, this paper proposes the case for having a dual
target comprising targets jointly for both Ml and M3. Since these two
aggregates provide a differing but, in each case, valid indication of
current monetary developments, it should follow that attention to both
would provide a more balanced picture. Recent events confirm this.

In the spring and early summer, some monetarist critics were
criticising the authorities for excessive monetary deflation. If
commentators had, however, paid more attention to the growth of Ml that
charge would have been seen to be unfounded. Looking more specificall
at our policy stance, more attention to Ml, which turns earlier and
more responsively to interest rates, would prcbably have made
unncessary the full extent of the upward move in interest rates in botl
1973 and 1976. It follows, equally, that if there had been a target
for Ml in being this year, the decline in short-term interest rates
could not, without infringing the target, have been quite as steep as
it has been. Looking ahead it is likely to be necessary as the
recovery strengthens to prevent over-rapid monetary growth by raising
interest rates. For the reasons already noted, M3 may not slow down,
at least for a long time, so it could be valuable to be able to point
to a more marked response in Ml. In general, with a more balanced
perspective, focussing on Ml as well as on M3, the authorities should
be able to judge their policy response better, and perhaps earlier.

In particular, the elasticity of response of Ml to interest

variations should serve to dampen the extreme volatility of interest

rates observed in recent years while maintaining consistency with

monetary targets.

Despite the advantages of providing a better balance for
policy, there is some natural reluctance to shift from a single target
to a dual or multiple target. A single target is more clear-cut and
concrete: the greater the number of targets the more likely at least
one is to go wrong - and thus invite criticism - and the more
instruments of policy have to be employed in the achievement of these
targets. We appreciate these arguments, but they can be used in

reverse in support of dual targets. Given the uncertainties of all
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economic relationships, (one of the reasons for having monetary targets
at all), there is some advantage in having targets which, being
slightly blurred in outline, require interpretation. Put another way,
it is restrictive to be forced virtually to react to any short run
divergence from the single target aggregate, when appreciation of a
wider range of information might allow a more measured response.
Whereas some may fear that a change to a dual target could make policy
more restrictive, in order to hit both targets, others (some outside
commentators) will fear the reverse, that it could make policy easier,
because it will allow the authorities to emphasise whichever aggregate
is doing 'better'. In our view whether a switch to a dual target
would be more restrictive or easier depends on how it is run,
interpreted and managed. There is no necessity for it to be
inherently easier or tighter, but it does give the authorities some

wider area of choice.

As already noted, the adoption of Ml as a target, jointly
with EM3, would place greater emphasis on the control of short-term
interest rates for the purpose of achieving the target. This is, of
course, the main instrument used in the USA, Canada and Germany for
the achievement of monetary targets. It has, however, already been
noted that, because of the relative interest elasticity of M1, this
could involve less, rather than more, volatile movements in these
interest rates. Moreover, unlike the Americans, with a dual target
we would not have to rely entirely on movements in money market rates
to achieve the targets, but would continue to be able to operate with

a fuller range of responses, including debt management operations.

To conclude, we believe that the case for adopting a dual
target, comprising Ml as well as M3, is strong. How it would
actually work in practice depends in large part on its actual
interpretation, which is, perhaps, one of its advantages. If the
proposal was acceptable, en principe, some further work would need to
be done on the presentation of the balance between the two targets
(e.g. equal weight, primus inter pares, etc.), and to ensure that thezx
are no overlooked technical difficulties. We doubt whether there

would be any major difficulties in this last respect.

Bank of England,
16th November 1977.



MR LITTLER cc Mr Barratt
Mr Hancook
Virs Hedley=-Miller
Copies attached fex: Mr Middleton
- - Qo m Mr Dixon
Prlqplpal Private Secretary Mr Wigzins
PS/Chancellor of the Duchy TREASURY
53 rlas Ws
vl Ali)i.‘;% as Hoss - 9 JUN1978
Mr Atkinson ' H.F.C.S.

Mr Couzens (OR)

MONETARY TARGRETS: ROLLING TARGETS

No 10 have asked for a paper on rolling targets. I therefore attach
an edited version of thepaper which the Chancellor took at his meeting
yesterday. It differs from that in

i. omitting the section on the choice of variable.
As you ¥mew the Bank now want to put forward the
proposition for targets for both ML and £13. We
do not went to pre-empt them on this, although on
both economic and political/constitutional grounds
I am strongly cpposed to it. Also I would hope
that the choice could be resclved without a
No 10 seminar; ’

M.

omitting the section on the IMF; and

4
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iij. strengthening the arguments against a medinm texrm

a

terget, in the light of yesterday's dlscussion.

2. I also attach s draft Private Secretary letter which,if the
Chancellor spproves, Mr Battishill might send to No 10, I have

deliverately put in a reference vo a nossitle speech by the Chancellor
away from the situation in which all the

3

cn this: we must get

N k: P o > - A - R -~ ~ et g g
Lo the rules of the game are made by the Goveraor,
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extended reference
C

in a way over which we have 1ittle effecitive control,.

3, Tne dralt assumeg that the Chencellor will have confirmed with the

<t

Governor that he is content - e understand that ha iag.
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4, I have sent copies of the paper (but notAthis minute) to

Mr Fforde.

J\\E

J M BRIDGIMAN
16 November 1977



DRAFT LETTER TO:

N Wicks Eeq
No 10 Downing Street

ROLLING MONETARY TARGETS

Thank you for your letter of 10 November asking for a
paper on rolling targets.

o. I now attach a paper which the Treasury have prepared
in consultaticn with the Bank. The Chancellor snd Governor
have agreed in principle that a change should be made, with
the target for calendar 1978 being announced in the 1978
Budget.

3. ' The Chancellor considers that it wouid be cdesirable to
explain in advance the decision to switeh ané the reasons

for it, just leaving the actuel announcement of the range

for 1978 to the Budget statement. Soxeioflﬁhis could be done
by Press briefing, but the Chancellor considers that there
would probably be advantage in his taking some cuitable
opportunity in the New Year to set ous the Government's views
on the role of monetary targets, to snncunce the intendsd
change to rolling targets and o explain the reesons for it.

4. T am sending copies of this letter 1o /"Hw='*" Allen,
Plenderleith and Vile_7.




MONETARY TARGETS 1978-79
ROLLING TARGETS

This note is intended to meet the Chancellor's request for one on the
form and scope of menetary targets. It takes as its starting point the
assumption that we will have monetary targets in 1978-79, and probably
thereafter. It is concerned with the systen for targets, not with the
actual choice of variable (M3 or DCE) nor the number for next year.

The last is a matter for decision as part of the Budget Judgement.

The Present Situation

2. The present form of our monetary targets is the product of the
particular circunstances ruling at the various times, starting in
July 1976, when we have progressively adopted monetary targets. We

now have

a. a formal DCE limit specified in the Letter of
Intent to the IMF; and

b. a range of £M3 - originally described as the
estimatedequivalent to the DCE iimit on certain
assumnptions about the balance of psyments, and
which has never been called a target range by
the Chancellor, but de facto has become one.

Both relate to 12 banking months corresponding epproximately to the
financial year (ie from mid-April to mid-April) and were set in the

Budget speech.
%, This situation has a number of disadvantages:-

i. we do not know at the time of fixing the targets
for the coming year what the base will be;

ii. +the growth is measured from the level at one mid-
April make-up day to the level at the next nid-April
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make-up day which means that it can be affected
by freak monthly figures at the beginning and the
end of the year; : '

jii. if a divergence occurs towards the end of a
period, it may either be too late to correct it
in the remainder of the period, or require an
over-sharp reaction in order to bring it back in
tinme;

iv. mnoreover there is no ready mechanism for sub-
sequently adjusting the target for the next year
to allow for an over-shoot or under-shoot at the
end of the preceding year;

v. the thrust of monetary policy over time is judged
by comparing one year's target with the next: on
this basis we may face in 1978-79 or 1979-80
difficulty in fixing targets which both appear
consistent with a policy to reduce progressively
the rate of inflation, and allow scepe for
sufficient increase in the growth of money and
credit to allow for the expansion of real activity.

4. There would seem to be no reason why, if we are now presuming that
monetary targets will have a role to play in macro--econcmic policy for
at least some years to come, we should not shift onto a more

permanent system which would overcome some of these disadvantages.

In particular it seems worth considering how far we should adopt the
American system of having targets for more than one monetary aggregate.
and rolling those targets forward.

Rolling Targets

5, The rolling target systen is essentially directed to avoiding the
third and fourth problems. Under it the target is specified for, say,
a year ahead. The target is however rolled forward after a

significantly shorter period than the period for which the target was

-2 -
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specified - if the target period is 12 months, the roll forward could
be after, say, 3, 4 or 6 months. The new terget explicitly takes
account of any over-shoot or under-shoot so far, permitting either the
acceptance of a once for all divergence, or its correction, but over

a longer period than that for the original target, as may be

considered desirable.

6. The rolling target system therefore deals with the end pefiod and
carry-over problems by arranging that the authorities never get to the
end of the period to which their current target applies. To that
extent, it may be criticised as a soft option: indeed, it wculd be verj
jmportant that it should not be introduced at a time, or in a way, whicl
would enable commentators to say that the only reason for the shift was
to enable the authorities to avoid taking action in respect of an
over-shoot which was occurring - to do so would bring the whole systen

into disrepute.

7., American experience would suggest that in practice it is not quite
as soft an option as it might at first sight appear. Commentators
still compare what has happened over the last 12 months with what the
Fed was saying 12 months'ago it wanted to happen.

8. The rolling target system is almost certainly both strengthened
‘and made more flexible if there is also specified a desired medium term
trend for the rate of growth of the monetary aggregate concerned. The
existence of the medium term targe?t would enable the authorities to
explain targets for a year by reference to that trend and to the
particular circumstances of the year, including any preceding target
over-shot and under-shot; the numerical assessment of the authorities'
stance is not confined therefore to the figures for the particular year
This approach could well help with the fifth problem, since it might
enable the targets covering, s&y, & period of upturm in the economy to
be increased appropriately without causing concern that the authorities
were relaxing thgir stance, and so providing for a higher rate of

infiation.



9. On the other hand, given the present uncertain outlook for
inflation, it may in practice ve virtually impossible to fix a
nedium term target, even nearer the time of the Budget. If the role
of monetary policy is to continue to be seen as supporting counter-
inflation policy, rather than giving it the outright monetarist role
of determining the future level of infle%ion; thie monetary targets
for 1979-80 and 1980-81cannct be inveriant to what happens in wage
settlements between now and the beginning of those years.

Timing

10. The timing and form of any rolling forward would have to be geared
to the United Kingdom situation. Decisnions here about future monetary
targets have so far been linked tc fiscal and other macro~-economic
decisions as part of overall assessuents of the economye. It would see!
essential that they should vremain so. (a the cne hand the Government'
fiscal stance is a major deterninent of monetary conditions, sand on
the other hand monetary conditions, end +he suthorities’ monetary
‘actions, can either reinforce or nullify fiscal action, so that the tw
can only sensibly be considered togethew. lomsover, the ccoastitutiona
relationship between the Chancellor and anvernor, in contrast to the

corresponding relationship in some other counbtries, makes such joint

decision making both feasible and appropriatb

11. On +his basis, one time for decisicn nnd announcement of the rolle
forward targets would clearly be the budzet each year, The other date
or dates in the year would need to be cmes at which fiscal sction coul
be taken, if thought necessafy, althou i+ would not necessarily be

This could be achieved with a roll fow

pattern of either:-

a. Budget, July and November; O

b. Budget and Cetober/Movember.

On balance there would secem to De adventase in only committing the

authoritiss bto two wolls forward gach veor - be would fit in
reasonably well with the cycls of eccroia foracasts end assessments,

(including the "Bray" publicrtion.)

14
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12. It would be possible to get over the first two of the difficulties
1isted in paragraph 3 if the monetary targets related to, broadly,

the calendar year rather than the financial year and related to the
growth between 3 month averages, a year apart. On this basis the

target anncunced in the 1978 Budget would be for the celendar year 1978,
preagured by the growth between the 3 months average centred on the
make-up day January 1978 and that centred on January 1979. (The

former would be published on 16 March 1978, so it would be a "known
base" at any likely date for the Budget.) The first roll forward would
be to the year from the 3 months centred on July 1978 to that centred

~

on July 197%9.

Conclusions

ars to be a strong case for introducing a system of

(e}

4]

13.

T ,

rolling targets - the £ipst for calendar 1978 to be announced in the
Budget, andé to De rollad forward to mid-July 19738 - mid-July 1979 next
eutumne Wnile there would be advantage in coupling this system with 2n

There &FT

™

ocbiective for the growth of, say, £M% in the medium term, it is
unrealistic to expect inflationary prospects to be sufficiently clear
to make the cholce oI such an objective possible. But this switch must
he seen and presented as a sensible means of operating a continuing
systen 0f mon2tary targets: it would only bring disrepute on the

morths - the abLempt would be vain anywaye.

ere is agreement in principle, it will be necessary to
-ther the precise mechanics, znd also whether any
~rnouncement should be made of the change of system, leaving

w0t iust the specification of the numbers.
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MR. BRIDGEMAN cc Sir Douglas Wass| . . 7 -

Mr. Airey

Mr. Isaac

Mr. Middleton
Mr. Wiggins i e
Mr. M.L.Williams I
Mr. Locke

DUAL TARGETS

I attach a copy of the paper wnich Mr. Fforde sent to me last night,

setting out the arguments recently developed in the Bank of England in

favour of dual monetary targets, £M3 and M1.

2.

A Tfew immediate comments on substance:

— I am not at all impressed by the argument for adopting dual

targets in public. The attempt to balance the risk of
failing to meet both targets at once against the advantage of
being seen to succeed with at least one seems to me to be
academic: it overlooks the fact that Government policies are
not judged in such a dispassionate way.

Retaining my preference for £M3 as the single target,

I entirely accept that we ought to monitor also Ml and

all other relevant indications. There could indeed Dbe
occasions on which we would want ourselves to draw public
attention to one or more such indications in explanation
of a divergence from the £M3 target or a reason for
believing that the future evolution of &£M3 would go in the
desired direction (e.g.on the time—-lag between ML and £M3
on which the Bank put some weight, where that may seem

in practice to operate).

I suspect and would like to explore what seems to me to be an
ambivalent attitude in the paper on the relative importance o:
Ml and £M3. On the one hand, there is esnargument that

Ml is more responsive to interest-rate control: this would
be important if we were merely engaged in a charade whose
object was to inspire confidence by demonstrating ability to
control, rather than to get the right answer. On the other
hand, I know that some in the Bank of England are more
interested in Ml than £M3 for other reasons: either because
they think that form of money is what matters most, or
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because they regard it as a more prompt and responsive
measure of what is happening to money and will be

reflected in £13 later. I do not share these views,
although I do think we should remain interested in the
course of Ml as one indication of things that are
happening, and there may be occasions when we shall want to
give weight to this indication.

3. I would aim to agree with the Bank of England: +that we
certainly want to pay close attention to both £M3 and Ml (and other
variables); that for the reason given in my first comment we shall
find a single target much less embarrassing than dual targets;

and that our present understanding points strongly to the selection
of £€M3 as the single target, without by any means ruling out
references to other variables in support of actions we may take from
time to time or divergencies from the single target from time to time.
On the last point, indeed, if we are moving the Chancellor to

speak generally about monetary targets at some early stage in the
new year, as a preface to the introduction of g rolling &£M3 target,
I would think it quite sensible for him to say that there is no
ideal single target, that £M3 is his choice of the best guide,

but that it is in a sense a rroxy for the reality of money supply
which we want to control and that in operating the target other
factors and other measures of money and credit will constantly

have to be borne in mind.

L. As to procedure, I think there would be advantage in pursuing
our discussion with the Bank of England at a meeting between

me and John Fforde, and our supporters, because my private
conversations with him suggest that he will be much more receptive
than some of his technical people to the political kind of argument
which seems tc me to be decisive against published dual targets.
Perhaps when you and others have had the opportunity to study the
paper we could as a preliminary have an in-house talk.

&Zééégé.L TTLER)

17 November, 1977




‘ Monetary Targets, 1978-79

This note concentratés on one issue only, which is the choice
of the monetary aggregates to be used as a target next year, leaving to

one side other related issues, such as rolling targets.

The present effective monetary target for 1977/78 is set in
terms of EM3. The choice of this aggregate as the target has several
advantages, for example in its close links with the main counterparts
of monetary-growth, PSBR, bank lending, etc. It does, however, have
some serious disadvantages. These disadvantages ariseglargely because
£M3 includes a large volume of wholesale-type deposits, which funds can
and do, shift extensively between the banking system and 6ther ‘
substitute assets in response to interest differentials. These
interest differentials depend largely on the response of the banking i
sysﬁem to the conjuncture. During periods of strong demand for credit |
the banking system is generally prepared to bid up for funds in order
to meet that demand. The result of this is that the movements of M3
have not only been difficult to predict, but also, more importantly, it
is, perhaps, more difficult to control the rate of growth of M3 (than
any of the other main monetary aggregates), particularly by means of

standard monetary measures.

Ahother-monetary aggregate, Ml, exists whose characteristics
in this respect are superior. Its relationship with incomes ‘and
interest rates is closer, and, being largely non-interest-bearing, its
growth can be more easily controlled by the authorities' interest rate
" adjustments. Yet the use of Ml by itself as a target would’also have
’weakhesses, mainly in those aspects where M3 has strengths. The
growth of Ml is not directly statistically linked to the main
counterparts of credit expansibn, and indeed its relationship to

USS
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incomes, interest rates, etc., is estimated through an econometric
relationship - and these relationships can and do change ('break down') .’
over time, as has happened to some extent in the US. Moreover control%
of Ml, though seemingly more reliable, can only be achieved by varying -
interest rates, whereas the growth of £M3 can be influenced, though

less surely, by a wider range of measures, e.g. fiscal as well as
‘monetary.

Neither £M3, nor Ml, in isolation provides either a fully

satisfactory indicator of monetary deveclopments or a target for policy.
At this point we also rule out any alternative aggregate, (somewhat
summarily, though longer arguments can be provided): DCE is only

»
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. a proprlate for a country in severe balance of payments deficit; the
tatlstlcal base for using either some intermediate (between Ml and
£M3) aggregate (M2) or a wider liquidity aggregate (M5) is 1nsuff1c1en1
and, besides, these aggregates tend to partake of the weaker
characteristics of both M1 and EM3.

The Case for a Dual Target

Instead, this paper proposes the case for having a dual
target comprising targets jointly for both Ml and M3. Since these tw
aggregates provide a differing but, in each case, valid indication of
current monetary developments, it should follow that attention to both
would provide a more balanced picture. Recent events confirm this.
In the spring and early summer, Some monetarist critics were
criticising the authorities for excessive monetary deflation, If
commentators had, however, paid more attention to the growth of Ml tha
.charge would have been seen to be unfounded. Looking more specifical
at our policy stance, more attention to Ml, which turns earlier and
more responsively to interest rates, would prcbably have made
unncessary the full extent of the upward move in interest rates in bot
1973 and 1976. It follows, equally, that if there had been a target
for Ml in being this year, the decline in short-term interest rates
could not, without infringing the target, have been quite as steep as
it has been. Looking ahead it is likely to be necessary as the
recovery strengthens to prevent over-rapid monetary growth by raising
interest .rates. For the reasons already noted, M3 may not slow down,
at least for a long time, so it could be valuable to be able to point
to a more marked response in Ml. In general, with a more balanced
perspective, focussing on Ml as well as on M3, the authorities should
,be able to judge their policy response better, and perhaps earlier.
In partlcular, the elasticity of response of Ml to interest
variations should serve to dampen the extreme volatility of interest

rates observed in recent years while maintaining consistency with
monetary targets.

’ Despite the advantages of prov1d1ng a better balance for
policy, there is some natural reluctance to shift from a single targe
to a dual or multiple target. A single target is more clear—éut'and
concrete: the greater the number of targets the more likely at least
one is to go wrong = and thus invite criticism - and the more
instruments of policy have to be employed in the achievement of these
targets. We apprec1ate these arguments, but they can be used in

reverse in support of dual targets. Given the uncertainties of all



‘.Lconomié relationships, (one of the reasons for having monetary targets
at all), there is some advantage in having targets which, being
slightly blurred in outline, require interpretation. Put another way, -
jt is restrictive to be forced virtually to react to any short run :
divergence from the single target aggregate, when appreciation of a
wider range of information might allow a mofe measured response.
Whereas some may fear that a change to a dual target could make policy
more restrictive, in order to hit both targets, others (some outside g
commentators) will fear the reverse, that it could make policy easier,
because it will allow the authorities to emphasise whichever aggregate
isvdoing 'better'. In our view whether a switch to a dual target
wouid'be more restrictive or easier depends on how it is run,
interpreted and managed. There is no necessity for it to be
inherently easier or tighter, but it does give the authorities some

wider area of choice.

‘As already noted, the adoption of Ml as a target, jointly
With £M3, would place greater emphasis on the control of short-term
interest rates for the purpose of achieving the target. This is, of
course, the main instrument used in the USA, Canada and Germany for
the achievement of monetary targets. It has, however, already been
noted that, because of the relative interest elasticity of M1, this
could involve less, rather than more, volatile movements in these
interest rates. Moreover, unlike the Americans, with a dual target
we would not have to rely entirely on movements in money market rates
to achieve the targets, but would continue to be able to operate with
a fuller range of responses, including debt management operations.

To conclude, we believe that the case for adopting a dual
target, éomprising Ml ‘as well as M3, is strong. How it would
actually work in practice depends in large part on its actual
interpretation, which is, perhaps, one of its advantages. If the

" proposal was acceptable, en principe, some further work would need to
-be done oﬁ the presentation of the balance between the two targets

(e.g. equal weight, primus inter pares, etc.), and to ensure that there
are no overlooked technical difficulties. We doubt whether there -

would be any major difficulties in this last respect.

Bank of England,
l6th November 1977.

*
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PRINCIPAL PRIVATE SECRETARY cc PS/Chancellor of the Duchy
PS/Minister of State
Sir Douglas Wass
Mr Airey
Mr Atkinson ,
Mr Couzens W idHw —
Mr Isaac
Mr Middleton

CHOICE OF TARGET VARIABLE FOR 1978-79

Your note (not copied generally) asked for comments by lpm today on
the paper Jjust sent over by the Bank advocating a dual target approach -
with M1 and £M3 as the variables = rather than just &M3.

2. This choice is not Jjust a technical matter - it is one of
considerable economic/political importance, affecting the relative
priority given to monetary targets over other aspectsof economic
policy, and the degree of autonomy given to the Bank in monetary
policy. I must recommend very\strongly that the Chancellor should
reject the proposal unequivocally. (I think that Sir Douglas Wass,
Mr Littler and Mr Middleton would agree.)

3. The main technical pros and cons of the respective indicators
were set out in the middle section of the full noteon rolling targets =
extract attached for ease of reference. It may be useful to go into
these with the Bank at official level. We had in fact been expecting
a discussion with the Bank on their econometric work on Ml, which we
have not yet seen, before this was discussed with the Chancellor. It
was for this reason that we reserved their position on the choice of
targets in the paper on rolling targets etc which I put to the
Chancellor last week-end, and omitted it entirely from the version to
go to No 10. However, the question of how good the econometric work
is relevant to my mind not to the question of whether Ml should be a
target, but how far it should be regarded as a useful lead indicator.

4, As the Chancellor will see we are sceptical about several of the
Bank's points:=

i. we doubt whether Ml is very relevant in the sense
that changes in it lead to changes in incomes,
rather than vice-~versa;

-] -



ii. we agree that no one indicator is a sufficient
description of the monetary situation, but we
would attach as much, if not more, importance
to DCE and M5 than to Ml;

iii. on a monthly basis ML can be more erratic than
£113; |

ive it may have a role to play as a "lead indicator"
but we need to be convinced on the basis of their
econometric work - at first sight ML can move in
a very different way from MM3:eg in 1972/73 and
1973/74 it grew by 10% and 3% while M3 grew by
27% and 25%.

5. But the two key points are:-

i, would having two targets lead to more sensible
decisions? and

ii. would having two targets help presentationally?

6. On the first we are/%%gvinced by what the Bank say - to the

extent that Ml can give advance warning, that is an argument for

it being used as a lead indicator rather than as a target. On the
other hand, the implication of having & target which can only be
influenced by short-term interest rates would mean that short-term
interest rate policy would have to be subordinated to that target

alone — the Chancellor would find himself faced with the choice of
accepting the Bank's advice on short term interest rates regardless

of the implications for other policies - industrial and housing policy,
the exchange rate and even the M3 target - or of breaking the target.
The £M3 target is not so automatic a constraint.[ZMoreover while there
are reasonably good grounds for presuming that a policy response to

a divergence from a &£13 target will help economic management generally,
there are no such grounds in respect of a responsé to an Ml one - we
doubt whether ML of itself much affects iggomes,JEince there is a
choice of instruments for dealing with it. { -
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7. It is clear from what we have heard that one of the main
attractions to the Governor of having Ml as a target in that it
will give the Bank a much stronger say in interest rate policy.

8. On the second issue, our judgement is that it makes it worse

to have two targets rather than one. Governments are blamed more for
not achieving targets than they are praised for achieving them. We
doubt whether it will help if M3 is off target, to point to IMl being
on target. (The Heath government tried that unsuccessfully =-

Mr Middleton is putting up some more material on that.) The
inevitable costs and risks of having a target are justifiable where
there are gains to confidence in the Government's policy which justify
those risks and costs. Having one monetary target brings significant
gains. Having two will bring little, if any,/gafh in terms of
confidence, but substantially increased costs.

Conclusion

9. We think that the proposal to have dual targets for Ml and £M3

is of doubtful economic validity and is presentationally
disadvantageous. But most important of all, it would pre-empt the

use of short-term interest rates for the management of Ml, distorting
economic management in a disastrous way. Tactically the Chancellor

may want to let the Governor down lightly by suggesting further
technical talks on the role of Ml. But it seemsimportant that these
should be on its use as a lead indicator, and that the Chancellor should
leave the Governor no hope that he would abdicate short-term interest
rate policy to the Bank in the way that would be involved in adopting

an M1l target.
“}M.@.

J M BRIDGEMAN
17 November 1977




