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MONETARY TARGETS 1978-79

The Chancellor would be grateful for comments on the
attached paper by the Bank. I should be grateful if these
could reach this office by 1 p.m. today.

.

F.K. JONES
17th November, 1977
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This note concentrates on one issue only, which is the choica i

of the monetary aggregates to be used as a target next yeazr, leaving ©o :
+

one side other yelated issues, such as rolling

'The present effective mcnetary target for 1977/78 is set in
terms of EM3. The choice of this aggregate ac the target has soveral
advantages, foOr example in its close links with the main counterparts
of monetary growth, PSBR, bank lending, etc. T+ does, however, have
some serious disadvantages. These disadvantages arise largely because
gM3 includes & large volume of wholesale-type deposits, which funds can
and 4o, éhift extensively between the banking system and other
substitute assets in response to interest dgifferentials. 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 1is generally prepared to bid up for funds in crdexr
to meet that demand. The result of this ig 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 othey main menetary aggregates) . particularly by means of

standard monetary measures.

Another monetary aggregate, 11, exists whose chafacteristics
in this respect are superior. Tts relationship with inccmes and
interest rates is closer, and, being largely non~-interest-bearing, its
growth can be more easily controlled by the authorities' interest rate
adjustments. vet the use of Ml by jtself as a target would also have
weaknesses, mainly in those aspects where M3 has strengths. The
growth of Ml is not directly statistically 1inked 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. Morzover centrc3l
of M1, though seemingly moxe reliable, can only be achieved by vaiying
interest rates, whereas the growth of gM3 can be influenced, though
less surely, by & wider range of measures, e.g. fiscal as well as

monetary.

1

satisfactory indicator of monetar develcocpments Oor a target for polic
E 5 S .
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Neither EM3, nor Ml, in jsolation provides either a ful
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At this point we also rule out any alternative aggregate, (somevhat

summarily s rhough longer arguments can be provided): DCE is only
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«ppropriate for a country in severe balance of payments deficit; the
statistical base for uzing either some intermediate (between Ml andq

£M3) aggregate (M2) or a wider liquidity aggregate (M5) is insufficien
and, besides, these aggregates tend to partake of the weaker
characteristics of both M1 and £M3,

The Case for a Dual Target

Instead, this paper pProposes the case for having a dual

-

target comprising targets jointly for both M1 and M3, Since these tsic

aggregates provide a differing but, in each case, valid indicaticn 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

L

commentators had, however, paid more attention to the growth of Ml that

charge would have been seen to be unfounded. Looking more specifical
at our policy stance, more attention to M1, 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 both

1973 and 197s. It follows, equally, that if there had been a target
fcr M1 in being this vyeaxr, the decline in short —-texrm 1ntc_e~i‘rate$
could not, without infringing the target, have been quite as steep as
it has been. Looking ahead it is likely to Le necessary as the
recovery strengthens to prevent over-rapid monetary growth by raising
interest rates. FPor the reasons already noted, M3 may not sliow down,
at least for a long time, so it could be valuable to be able to point
to a more marked response in MlL. In general, with a more balanceqd
perspective, focussing on Ml as well as on M3, the authorities should
be able to judge their policy response better, and rerhaps earlier.
In particular, the elasticity of response of M1 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 o
targets. We appreciate these argurents, but they can be uszed in

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

S

ERE




, - 3 o /%@
- -,

" <3 &

economnic relationships, (one of the reasons 0¥ h aving monetary tavget

-

at all), there is some advantage in having targets which, being

a4

slightly blurred in outline, requiye interpretation. Put anctheyr way
it is restrictive to be forced virtually to react to any short xun
divergence from the single target aggregate, when appreciation of a
wider range of information might allow a moxre neasured response.
Whereas some may fear that a change to a dual target could make volicy

more restrictive, in order to hit both targets, others (some outside

%

ex,

commentators) will fear the reverse, that it could make policy easiex
because it will allow the authorities to emphasise whichever aggregate
is doing.'bettex'. In our view whether a switch to a dual target
would be more restrictive or casier depends on how it is run,
interpreted and managed. " There is no necessity for it to be
inherently casier 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 dgreater emphasis on the control of short-term
jnterest rates for the purpose of achieving the target. This is, of
course, the main instrument used in the USA, Conada and Germany Ior
the achievement of monetary targets. It has, noweveyr, already been
noted that, because of the relative interest elasticity of M1, this
could involve less, rather than more, volatile movements iﬁ these
interest rates. Moreovef, unlike the Bmexicans, 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.

‘po conclude, we believe that the case for adopting a dual
target, comprising Ml as well as M3, is strongd. How it would
actually work in practice depends in large part on its actual
interpretation, which is, perhaps,.one of its advantages. £ the
proposal wéé 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 the:
énano overlooked technical difficulties. We doubt whether there

would be any major difficulties in this last respect.

pank of England,
i6th November 1977.
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Principal Private Secretary cc Sir Douglas Wass
Mr Littler
Mr Bridgeman

MONETARY TARGETS IN 1978-79

May I add an additional comment to Mr Bridgeman's minute. I was
rather amazed to read the references in the Bank's paper to 1973.
Throughout this year the Bank drew the market's attention to M1 as
a more reliable indicator than M3 without any noticeable impact on
the trend of comment which not surprisingly latched on to the fastest
growing indicator M3. Emphasising M1 certainly cannot be said to
have restrained the increase in interest rates. The rise in MLR
from 73% to 9% and again to 113% in July was prompted primarily by
the external situation together with rising interest rates abroad.
Had we published targets for M1 and M3 it is difficult to believe
that the result would have been much different.

To quote:

a. The Governor of the Bank of England at the Mansion House
in October 1972:

"To put our own experience in perspective, M1, the narrower
definition of the money stock, which I regard as less subject
to bias, has been rising in the last six months at about

the same rate as in France and Western Germany."

b. The Deputy Governor in a talk intriguingly callled "Does
the Money Supply Matter"™ in April 1973:

"Ml potentially more useful?

Now it will no doubt have struck you that some, at least,

of the distorting elements which I have described particularly
affect deposit accounts (including therein sterling certifi—
cates of deposit), as distinct from current accounts. And
this suggests that M1 which, you will remember, is confined

to current accounts, might be a better indicator than M3."

Ce. The Governor at the Mansion House in October 1973:

"Many commentators appear to pass Jjudgment on monetary policy
almost exclusively by reference to the behaviour of the
broader definition of money supply which we call M3. This

is placing more weight on a single yardstick than it is
capable either in principle or in practice of bearing.

«ses There are other indicators, and they do not all tell !



the same story. The narrow definition of the money
supply, M1, which is the main focus of attention in
the United States for example, has grown much less fast."

In 1973 M1 grew by 5%, DCE by 32% and M3 by 27%.

&n

P E MIDDLETON
17 November 1977
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eppreximtely to the Livanciss year (i.e. from mid-April to mid-April)
For %he current year, the DUE limit was published in the Letter of
Intent vo the INF in recembsr, and the eguivalent £M3 range was stated

it the Budget.

3. The arrangement of fixing the target annually for the year just
beginning or beginning in ftwo or three months!' time has a number of
disadvantagesi-

(1) we do not know at the time of fixing the targeis for the
coming year what the base will bej
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(11) the growth is measured from the level at cne mid-April
make~up day to the level at the next mid—-April make-up
~ day which means that 1% can be affected by freak
monthly figures at the beginning and the end of the year;

(iii) if a divergence occurs towards the end of a period, it may
either be too late to correct it in the remsinder of the
period, or reguire an over-sharp reaction in order %o
bring it back in time;

(1v) moreover there is no ready mechanism for subseguently
adjusting the target for the next year to allow for an
over-shoot or under-shoot at the end of the preceding yeas

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

L. Momtary turgets, however expressed, are likely to have a role
to play in macro-economic policy for at least some years to coue,

and it would be helpful to develop a system which would overcome oome
of these disadvantages. The American aystem of roliing targets forwar
has considerable attractions in principle, although in some detaiis
it would be more sensible to translate the system into terms more
appropriate to the UK.

Rolling Targets

5. The rolling target system is essentially directed to avoiding
the third and fourth problems listed in paragraph 3 above. Under 1t
the target is speéified for a period running into the future, bui ic
rolled forward for a new period at a point significantly before the
original period has ended. Thue, if the normal target period is

12 months, the roll forward could be after, say, 3, 4 or 6 wmonths,
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6. The rolling target systzi therefore denls with the end period
and carry-over probtizms by arranging +that the auvthoritics never get
to the end of the period to which thsir current target applies. To
that extent, it may be criticised 2 soft option: indeed, it

would be very impertant that it shouid not be Int troduced at a time,

or in a way, which would enadble ccmmeniators to say that the only
reason for the shift was to enable the authorities 1o avoid

taking action in respect of aun over-shoot which was occurring - to
do so would being the whole system intc disrepute.

T. American experience would suzgest that in practice it is not
quite as soft an option as it night at first sight appear.

hat has happened over the last 12 months
with what the Fed was saying 12 months ago 1t wanted to happen. ‘
Nevertheless,. care in the Vtining and rresentation of a change im the

arrangements will be imporiaw

Timing and Other Festures

8. The tining snd form of any rolling forward would have to be
geared to the United Kingdom situation. Decisicns here about future
mope tary targels have so far been linked to fiscal and other macro—
economic decisions a2 part of overall ascessmenits of the eCconomy.

T4+ would scem essential that they should remsin so. On the one hand th
Government's fiscal stance is a major determinant of monetary
conditions, and on the other hand menetary conditions, and the
authorities' monetary sctiions, can either reinforce or nalllfy

fiscal action, SO $nat the two can only sensibly be considered
together. lioreover, the co onstitutionsl relationship between the
Chancellor and Governcr, in contrast to the corresponding relationship
in some other counﬁries,‘makes guch joint decision making both feasibl
and appropriate ' '
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9. The naturzl period for any single target in a sequence of
rolling targetes would bhe 12 months. One time for decliesion and
announcement of the targets would clearly be the Budget each year in
the spring. The other date or dategs in the year would nced to be cne?
at which fiscal action could be taken, if thought necessary, and
ot least reviewed. This could be achieved with a roll-forward
pattern of elither :-

Budget - July - November; or

Budget - October/November.

On balance there would seem to be advantage in only committing the
authorities to two roll-forward anncuncements each year, and the
choice of Budget and October/Novenber would fit in very well with the
cycle of public economic forecasis and assessients.

10. The suggestions covered so far do not help with the first and
second disadvantages listed in paragraph 3 above. Two additicnal
devices could be invoked for this purpose, and both would fit well
with the tiwme-table envisaged. First, the starting-point and the
finishing-point of the 12-month periocd could with advantage be
expressed as the average of 3 months arcund the middle month and its
anniversary 12 months later. Secondly, the starting-point could be
set in the imuediate past, rather than the imnmediate future. Putting
this in specific terms, for the 4ime-table envisaged:-

(a) The target announced in the 1978 Budget would be for the
calendar year 1978, measured by the growth between
the 3-month average centred on the banking make-up day
January 1978 and that ceuntred on January 1979 (the former
is published on the third Thursday in March, so it would
be a "known base" at any likely spring Budget date).

(b) The first roll-forward would then be announced in October/
Novemtef and would apply to the year from the 3 months
average cenired on July 1578 to the similar average
centred on July 1979.
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& Medium-Term Context

1. The rolling target system is almoet certainly both strengithened
snd made more Tlexible if tnere is 2lso specified a desired medium—
term trend for the rate of growth of the monelary aggregate concerned.
The existence of thne medium-term target would epable the authorities

to explsin targetis for a year by reference to that trend and to the
particular circumstances of the year, including any preceding target
cver-shot and under-shot; the numerical assessment of The guthorities?®
stance 3is not confined therefore to the figures for the particular year.
This approach could well help with the fifth problem, since it night
enable the targets covering, say, a period of upturn in the econocmy to
be increased appropriately without causing concern that +he authorities
were relaxing their stance, and so providing for a higher rate of
inflation. '

12. On the other hand, given the present uncertain outlook for
inflation, it may in practice be virtually impossible %o fix a
medium~-term target, even nearer the time of the Budget. I the role
of monetary'policy is to continue to be seen as supporting counter-
jnflation policy, rather than giving it the outrigat monetarist role
of determining the future jevel of inflation, the monelary targets
for 1979-80 and 1980-81 cannot be invariant 40 what happens in wage
aettlenents between now and the beginning of those years.

Conclusions
13. The introduction of a system of rolling targets would ease a

number of awkward problems which arise on the present arrangeuwents and
does not appear to have relative disadvantages, provided that the
transition is handled in such a way as to avoid criticism about the
Goverument's immedlate intentions. As far as can be foreseen, a
gatisfactory opportunity for making the transition should arise early
pext year, on the basis that the present target of April 1977 to April
1978 would be replaced at the time of the Budget by a mnew target
representing calendar 1978 and measured as indicated above, to be
replaced in its turn some 6 months later.

4. 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 system,

leaving to the Budget just the specification of the numbers.
HMTREASURY

4
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cc Sir Douglas Wass
Mr Littler
Mr Bridgeman

Principal Private Secretary

MONETARY TARGETS IN 1978-79

May I add an additional comment to Mr Bridgeman's minute. I was
rather amazed to read the references in the Bank's paper to 1973.
Throughout this year the Bank drew the market's attention to M1 as
a more reliable indicator than M3 without any noticeable impact on
the trend of comment which not surprisingly latched on to the fastest
growing indicator M3. Emphasising M1 certainly cannot be said to
have restrained the increase in interest rates. The rise in MLR
from 734% to 9% and again to 113% in July was prompted primarily by
the external situation together with rising interest rates abroad.
Had we published targets for M1 and M3 it is difficult to believe
that the result would have been much different.

To quote:

a. The Governor of the Bank of England at the Mansion House
in October 1972:

"o put our own experience in perspective, M1, the narrower
definition of the money stock, which I regard as less subject
to bias, has been rising in the last six months at about

the same rate as in France and Western Germany."

b. The Deputy Governor in a talk intriguingly callled "Does
the Money Supply Matter™ in April 1973:

"M1 potentially more useful?

Now it will no doubt have struck you that some, at least,

of the distorting elements which I have described particularl;
affect deposit accounts (including therein sterling certifi-
cates of deposit), as distinct from current accounts. And
this suggests that M1 which, you will remember, is confined
to current accounts, might be a better indicator than M3."

Ce The Governor at the Mansion House in October 1973%:

"Many commentators appear to pass judgment on monetary policy
almost exclusively by reference to the behaviour of the
brosder definition of money supply which we call M3. This

is placing more weight on a single yardstick than it is
capable either in principle or in practice of bearing.

ve.e There are other indicators, and they do not all tell

-1 -



the same story. The narrow definition of the money
supply, M1, which is the main focus of attention in
the United States for example, has grown much less fast."

In 1973 M1 grew by 5%, DCE by 32% and M3 by 27%.

n
P E MIDDLETON
17 November 1977
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MONETARY TARGETS: ROLLING TARGETS

I attach a submission by Mr. Bridgeman, with

(’_,, // /-?

e 7

By >

[ -

e (v-x_/'j

-

-, ~
VPNV
; -~

I

; Ve ¢.\‘

N 51
PS/Chancellor of the Dﬁ%ﬁ&
PS/Minister of State
Sir Douglas Wass
Mr. Airey
Mr. Atkinson
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Mr. Couzens

Mr. Isaac TREASURY
23FEB 1979
H.F.C.S.

which I agree. 1

have however made some further editing and reshaping changes to
the paper for No.10, which I attach in this revised version (being
sent separately to those who received copies of Mr. Bridgeman's

submission direct).

I recommend that the paper should now be sent to No.1C under
cover of the draft letter attached to lr. Bridgeman's minute.

aed
;i//(J.G.L TTLER)

17 November, 1977

20- 17711



MR L{;ngg cc Mr Barratt
Mr Hancock

Mrs Hedley-Miller
Copies attached for: Mr Middleton

Principal Private Secretary gﬁ gixogns
PS/Chancellor of the Duchy 8g
Sir Douglas Wass
Mr Airey

Mr Atkinson

Mr Couzens (OR)

MONETARY TARGETS: 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 know the Bank now want to put forward the
proposition for targets for both Ml snd £113. Ve
do not want to pre-empt them on this, although on
both economic and political/constitutional grounds
I am strongly opposed to it. Also I would hope
that the choice could be resolved without a
No 10 seminar;

ii. omitting the section on the IMF; and

iii. strengthening the arguments against a medium term
target, in the light of yesterday's discussion.

2. I also attach a draft Private Secretary letter. which,if the
Chancellor approves, Mr Battishill might send to No 10. I have
deliberately put in a reference to a possible speech by the Chancellor
on this: we must get away from the situation in which all the
extended references to the rules of the game are made by the Governor,
in a way over which we have little effective control.

%, The draft assumes that the Chancellor will have confirmed with the
Governor that he is content - we understand that he is.

-1 -
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4, I have sent copies of the paper (but not this minute) to

Mr Fforde.

“\«;\A.@-

e

J M BRIDGEMAN
16 November 1977



Bt vt Q'v/w»
L S D e
:Y\(d " N J

DRAFT LETTER TO: : “II.II

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.

3. The Chancellor considers that it would be desirable to
explain in advance the decision to switch and the reasons
for it, Jjust leaving the actual announcement of the range
for 1978 to the Budget statement. Some of this could be done
by Press briefing, but the Chancellor een;téers 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.
Do, (Grpmtinrry
4. I am sending copies of this letter to é?ﬁgg;;: Allé%“”qa*ei
Bt L crr=

Plenderlelth{_a;i) Z_VlleZ( Cotpein %.) ,

M

([\Mw. P;A/rr_\smuu\)



ROLLING TARGETS FOR MONETARY AGGREGATES

This note discusses the idea of rolling targets for monetary
aggregates, in waich the FPrime Minister recently expressed interest.
It concludes that rolling targets would be an improvement on our
present arrangements, recommends making the change early next year
and suggests what the main fegtures of the system should be. The
arguments and proposals would apply equally, whether the chosen
aggregate were DCE or 113 or other similar variable or combination of
variables. This note does not deal, however, either with the choice
of variable or with the numbers which night be appropriate for 1978,
which under the system suggested below would be a matter for decision

as part of the Budget judgment.

The Present Situation
2. The present form of our monetary targets is the product of the

particular circumstances ruling at the various times, starting in
July 1976, when we have progressively adopted monetary targets. Ve

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 estimated
equivalent to the DCE 1limit on certain assumptions about
the balance of payments, and waich has never been called
a target range by the Chancellor, but de facto has become on

Both relate to the period of 12 banking months corresponding
approximately to the financial year (i.e. from mid-April to mid-April).
For the current year, the DCE 1limit was published in the Letter of
Intent to the IMF in December, and the equivalent £M3 range was stated

in the Budget.

3. The arrangement of fixing the target annually for the year just
beginning or beginning in two or three months' time 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;

},_J



(ii) the growth is measured from the level at one mid-April
make-up day to thne 1ével 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:

(iii) 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 reguire an over-sharp reaction in order to

bring it back in time;

(iv) moreover 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 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
scope for sufficient increase in the growth of money and
credit to allow for the expansion of real activity.

L. Mowtary targets, however expressed, are likely to have a role
to play in macro-economic policy for at least some years to come,

and it would be helpful to develop a system which would overcome some
of these disadvantages. The American system of rolling targets forward
has considerable attractions in principle, although in some details

it would be more sensible to translate the system into terms more

appropriate to the UK.

Rolling Targets
5. The rolling target system is essentially directed to avoiding

the third and fourth problems listed in paragraph 3 above. Under it
the target is specified for a period running intc the future, but is
rolled forward for a new period at a point significantly before the
original period has ended. Thus, 1f the normal target period is

12 months, the roll forward could be after, say, 3, 4 or 6 months.



. The new target explicitly takes account of any over-shoot or under-
shoot so far, permitting either the acceptance of 3 once-~for-all
divergence, or its correction, but with a longer period allowed for
correction than would be available in the remasinder of the original

target period.

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 should 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 being the whole system into disrgpute.

T. American experience would suggest that in practice it is not
quite as soft an option as it might at first sight appear.
Cdmmentators still conpare what has happened over the last 12 months
with what the Fed was saying 12 months ago it wanted to happen.
Nevertheless, care in the timing and presentatlon of a change in the
arrangements will be important.

Timing and Other Features

8. 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 relationsnip
in some other countries, makes such Joint decision making both feasible

and appropriate.
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.9. The natural period for any single target in a sequence of .
rolling targets would be 12 months. One time for decision and
announcement of the targets would clearly be the Budget each year in
the spring. The other date or dates in the year would need to be ones
at which fiscal action could be taken, if thought necessary, and
at least reviewed. This could be achieved with a roll-forward

pattern of either :-

Budget -~ July - November; or

Budget — October/November.

On balance there would seem to be advantage in only committing the
authorities to two roll-forward announcements each year, and the
choice of Budget and October/November would fit in very well with the
cycle of public economic forecasts and assessments.

.
10. The suggestions covered so far do not help with the first and
second disadvantages listed in paragraph 3 above. Two additional
devices could be invoked for this purpose, and both would fit well
with the time-table envisaged. First, the starting-point and the
finishing-point of the 12-month period could with advantage Dbe
expressed as the average of 3 months around the middle month and its
anniversary 12 months later. Secondly, the starting-point could be
set in the immediate past, rather than the immediate future. Putting
this in specific terms, for the time-table envisaged:-

(a) The target announced in the 1978 Budget would be for the
calendar year 1978, measured by the growth between
the 3-month average centred on the banking make-up day
January 1978 and that centred on January 1979 (the former
is published on the third Thursday in March, so it would
be a "known base" at any likely spring Budget date).

(b) The first roll-forward would then be announced in October/
November and would apply to the year from the 3 months
average centred on July 1978 to the similar average
centred on July 1979.



.A Mediun—-Term Context

11. 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 target would enable the authorities
to explain targets for =z 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, say, a period of upturn in the economy to
be increased appropriately without causing concern that the authorities
were relaxing their stance, and so providing for a higher rate of

inflation.

12. On the other hand, given the present uncertain outlook for
inflation, 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 poliecy 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 1380-81 cannot be invariant to what happens in wage
settlements between now and the beginning of those years.

Conclusions

13. The introduction of a system of rolling targets would ease g
number of awkward problems which arise on the present arrangements agnd
does not appear to have relative disadvantages, provided that the
transition is handled in such a way as to avoid criticism about the
Government's immediate intentions. As far as can be foreseen, a
satisfactory opportunity for making the transition should arise early
next year, on the basis that the present target of April 1977 to April
1978 would be replaced at the time of the Budget by a new target
representing calendar 1378 and measured as indicated above, to be

replaced in its turn some 6 months later.

1. Once there is agreement in principle, it will be necessary to
consider further the precise mechanics, and also whether any
preliminary announcement should be mzde of the change of systemn,

leaving to the Budget just the specification of the numbers.,

HM TREASURY
17 Novenmber 1977
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CHOICE OF TARGET VARIABLE FOR 1978-79

Your note (not copied generally) asked for comments by lpm today on
the paper just 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 just 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;

-1 -



ii. we agree that no one indicator is a sufficient
description of the monetary situation, but we
would attach as much, if not mbre, importance
to DCE and M5 than to M1;

iii. on a monthly basis Ml can be more erratic than
£M3; ’

iv. 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 M3: 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 a 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.zzmoreover while there
are reasonably good grounds for presuming that a policy response to
a divergence from a £M3 target will help economic management generally,
there are no such grounds in respect of a response to an Ml one - we
doubt whether Ml of itself much affects 1ncomes,]71nce there is a -
ch01ce ‘of instruments for dealing with 1t.z

-2 -
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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 Ml 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,/ggfg 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 Mi. But it seems important that these
should be on its use as a lead indicator, and that the Chancellor shoul
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

\‘JM.B

J M BRIDGEMAN
17 November 1977

an Ml target.
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NOTE OTF A MEETING HELD AT NO.11 DOWNING STREET AT 2.30 pm ON
THURSDAY \7th NOVEMBER, 1977

Present
Chancellor of the Exchequer Governor of the Bank of
Chancellor of the Duchy ol England
Lancaster L
Mr. Fforde

Sir Douglas Wass
Mr Littler
Mr Scott

MONEFTARY POLICY AND TARGETS

In the debate in the llouse of Commons on 10th November the
Chancellor, referring to the growth of sterling M3, stated that
it was the trend which was important and that high figures for a
few months did not matter provided the authorities were maintaining
control so that the growth of sterling M3 subsequently came back
into line with the desired trend. There was general agreement with
this approach. Against that background three issues remained to be

considered:
(a) the desirability of moving to some form of rolling target;'
(b) the choice of target or targets; and
. (¢) the prospect of short run monetary problems.

"Rolling Targets

2. It was agreed that to shift from fixed annual monetary targets to
some form of rolling target was a desirdble aim of policy. As to
frequericy, there were advantages in rolling ferward at about six menthly
rather than shorter intervals. A half-yearly timetable would fit in

best with existing arrangements: the budget @nd autumn forecasts were




naturall change points; and more frequent changes would be less
resilient to transient market pressures. The US experience of
frequent changes was not altogether a happy one. There was,
therefore) a general disposition in favour of a system of annual
targets rolled forward at six monthly intervals . As an
alternative the Chancellor of the Duchy strongly advocated

serious consideration to year on year targets monitored on a

regular monthly basis.

Choice of targets

-3. IMF The Fund Mission were expected to concentrate again
on DCE, despite its reduced suitability in conditions of

balance of payments surplus. It was unlikely they would wish

to suggest an M3 target, though the Manéging Director himself

was thought to be more sympathetic to it. No-one other than

the IMF attached much importance to DCE in current circumstances.
Their view need not constrain the choice of appropriate monetary

targets for domestic policy.

4, Merits Of the various monetary aregregates it was agreed that
sterling M3 was the most satisfactory single monetary indicator
to steer by. The question was whether addition of a second
‘indicator would on balance prove helpful or not. In favour of
adopting'dual targets the Governor argued that this would give
zdded flexibility, reducing pressure on the authorities to react
A8 soon as g sole indicator moved slightly off target. A
complementary target for M1, more susceptible to control through
interest rate changes, would also correct for certain weaknesses
in M3. Whilst the probable moVvement of M1 and M3 seemed broadly
compatible next year, adopting . dual targets would enable '
the authorities to point to the total development of the monetary

situation, not just to a single imperfect indicator.

R /Against this,
“



Against this, the Chancellor of the Duchy argued that dual targets

were a "Morton's fork". H¢ round M1 the least convinecing of the

monetary aggregates., The Chancellor agreed. In his view, a

second target would double the risk of being off course and
invite critics to focus attention on Whichever indicator

happened to be performing worse at the time - as in 1973 when

a moderate growth in M1 failed to deflect criticism of a rapid

expansion in M3, to which the Conservative Government had

eventually to respond. If two indicators converged then

arguably one of them was unnecessary; if they diverged, then

having dual targets could become increasingly embarrassing.

Nor, in Sir Douplas Wass' view, was Ml

indicator of total liquidity given the
near liquid funds not contained within
of several monetary indicators,even if

would in practice be quite unrealistic

necessarily a very good

size of interest-bearing

Adt. A weighted-average

theoretically possible,

as a practical target.

Finally there was no expectation that the THF would wish to

see a move to dual targets.

5. Summing up this part of the discussion, the Chancellor said

that having reached agreement on the desirability of moving to a

rolling target next year, the choice of particular target or

targets could be left for further consideration. There should be

further discussion between the Bank and Treasury officials about

the respective merits of the alternatives suggested, so that he

could reach a considered decision in good time. Once decisions

had been taken, there would be advantage in preparing the markets

and the media for changes in our monetary targeting.




Short-term outlook

6. The recent financial forecast suggested, leaving the next DBudget
aside, an 11.8 per cent growth in §M3 in 1978/79, significantly below
the likely corresponding change in 1977/78, on the assumption that
short interest rates will rise by 3 - 3} percentapge points in the

coming weeks and long rates by 1 to 11 points. Leaving aside the

no way in which the Bank would be able to achieve the required gilt
sales in Q1 1978 consistent with a 121 per cent rate on 20 year
Government stock. The difficulty was to ensure consistency between

policy on interest rates and the Chancellor's general fiscal stance.

7. Tn discussion, it was generally felt that market reaction
would be muted to publication of the banking October money supply
figures that afternoon. The increase of 1§ per cent brought total
growth since mid-April to nearly 7V per ccnt, or 14% per cent at an
annual rate, outside the ¢ to 13 per cent preferrecd range.  In the
Bank's view, however, the M3> totul _ had been largely discounted
by the market: 1t reflected to some extent previous high inflows
on which action had been taken by de-capping the exchange rate.

The Governor thought the market would be more concerned at the

growth in sterling bank lending within the total. (Indications
were that the increase had mainly gone to agriculture, retailing
and in personal borrowing rather than manufacturing which had
penefited from inflows). Anticipation of a continued growth in
bank lending would lead the markets to expcct some movement in
interest rates before long. The prospect now was that M3 would
be above the 9 to 13 per cent range for a run of months, at least
until January 1978.

8. Against this -background, the Chancellor asked what steps he

should take if bank lending kept upvand the market reacted strongly
to the money supply figures in December. Should we act by raising

interest rates or by rcsorting to direct centrols on banks (e.g.

T



applying the corset), or by a combination of both? §i£_poum1as'ﬂggi
said that to the extent that the problem was ﬁcnoraﬁed by increased
bank lending, it would ncog to be tackled by raising MLR, irf
necessary by administering ga change if the market failed to take
interest rates up of its OwWn accord, '

9. The Governor emphasised the urgent need to get gilt sales

moving: we could not afford to allow the market to become becalmed
given monetary prospects to the end of the year., In defending the
e€xchange rate, we had allowed interest rates to rall 2 per cent
below a prudent level, The Chancellor of” the Duchy arpued in

favour or using variable rate stocks in preference to putting up
rates at the long end. It would be extremely difficylt for the
Chancellor to reconcile g restrictive pPolicy on intcrest rates

with the expansionary fiscal action he had Just taken: it was g
contradiction - in terms to stimulate the eéconomy and then immediately
;estrain bank lending when the stimulus began to work,

10. The Chancellor of the Duchy then went on to suggest that the

market would continue to be nervous so long as it thought the
authorities were worried about the money supply. He believed the
market needed to re-assured. We hacd created an unreal anxiety
by tying our monetary targets artifieially to the financial year,
His solution was to move at once to rolling targets,

) concentrating on the moderate growth in money supply over the past
twelve months and pPlaying down the high October angd prospective
November/December figures, So Presented, M3 would remain well

stagnation in gilt sales, Against this, the Governor and

Mr. Fforde both argued that a lack or firmnes;, if seen by

the market as g sign of uncertainty on the part of the authorities,
would be even more damaging to market confidence, particularly once the
bank lending figures were properly digested. It would be fatal

to allow the market simply to drirt downwards. Even if the market

could be convinced, Mp, Lever's approach would merely postpope the




point of decision to February on present forecasts.
Briefing

11. In a brief discussion bcfore the meeting clozed, there
was complete agrcement on the importance of co~ordinating
press briefing in this area. Press reports the previous
day speculating on a rise in intercst rates had badly
affected prospects for the new long tap and were to be

deprecated.

(A.M.W. BATTISHILL)
21st November, 1977

Circulation:

Those présent
Mr. Atkinson
Mr Airey

Mr Bridgeman
Mr Middleton
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ROLLIKG TARGETS TFOR MONETARY AGGREGATES

This note discusses the idea of rolling targets for monetary
aggregates, in which the Prime HMinister recently expressed interest.
It concludes that rolling targeis would be an improvement on our
present arrangements, recoummends making the change early next year
and suggests what the main features of the system should be. The
arguments and proposals would apply equally, whether the chosen
aggregate were DCE or M3 cr other similar variable or combination of
variables. This note does not deal, hovever, either with the chcice
of varisble or with the numbers which might be approprizte for 1978,
which under the system suggested below would be a matter for decision
as part of the Budget Judgment.

The Precent Situaticn

2. The present form of our monetary targets is the product c¢f the
particular circumstances ruling at the varicus times, starting in
July 1976, when we have progressively adopted monetary targets. Ve

now have

(a) a formal DCE limit specified in the Letter of Intent %o the
IiF; and :

(v) & range cof £M3 - originally described as the estimated
equivalent to the DCE limit on certain assumptions about
the balance of payments, and which has never been called
a target range by the Chancellor, but de facto has become o

Both relate to the period of 12 barking months corresponding
approximately to the financial year (L.e. from mid-April to mid-April)
For the current year, the DCE limit was published in the Letter of
Intent to the IIi¥ in December, and the equivalent &£M3 range was clated
in the Budget.

3. The arrangenent of fixing the target annually for the year just
beginning or beginning in two or three months' time has a nunber of
disadvantages:-

(1) we @o not know at the tima of fixing the targets for the
coming year what the base will be;



-

(14) the growth is measured from the level at one mid-April
nake~-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 o¢f the year;

(1ii) if a divergence occurs towards the end of a period, it may
either be oo late to correct it in the remainder of the
period, or require an over-sharp reaction in corder to
bring it back in time;

(iv) moreover there is no ready mechanism for subseguently
adjusting the target for the next year to allow for zn
over-shoot or under-shoot at the end of the preceding yeax

(v) the thrust of monetary policy over time is Jjudged by
comparing one year's target with the next: on this basiz
we may face im 1978-7% or 1979-80 difficulty in fixing
targets which both appear consistent with a policy to
reduce progressively the rate cf inflation, and allow
scope for sufficient increase in the growth of nouney and
credit to allow for the expansion of real activity.

L. Momtary targets, however expressed, are likely to have a role
to play in macro-ecounomic policy for at least some years to coue,

and it would be helpful to develop a system which would overcome sonme
of these disadvantages. The American system of rolling targets forwarc
has considerable attractions in principle, although in some detalls

4% would be more sensible to translate the system into terms more
appropriate to the UK.

Rolling Targets
5 The rolling target system is essentially directed %o avoiding

the third and fourth problems listed in paragraph 3 above. Under 1t
the target is spebifiéd for a period running into the future, but is
rolled forward for a new period at a point significantly before the
original period has ended. Thus, if the normal target period is

12 months, the roll forward could be after, say, 3, L or 6 months.




The new target explicitly takes asccount of any over-shoot or unler-
sheot so far, permitting either the acceptance of a once-for-all

divergence, or its correction, btut with a longer period allowed for
correction than would be available in the remaindexr of the original

target period.

6. The rolling target system therefore deals with the end period
and carvy-over problems by érranging that the authorities never get
to the end of the period to which their current target applies. To
that extent; 1t may be criticised as a soft option: indeed, it
would be very important that it should not be introduced at a time,
or in a way, which would enzble 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 80 would being the whole system into disrepute.

7. Anmerican experience would suggest that in practice it is not
gquite as goft 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.
Nevertheless, care in the timing and presentation of & change in the
arrangements will be important. ‘

Timing and Other Features

8. The timing and form of any rolling forward would have to be
geared to the United Kingdom situation. Decisions nere about Ifuture
monetary targets have so Tar been linked to fiscal and other macro-
economic decisions as part of overall assessments of the econcmy.

It would seem essential that they should remain so. On the one hand th
Government's fiscal stance i8 & 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 coantries, makes such joint decision making both feasaibl

and appropriate.



g, The natural peried for any single target in a sequence of
rolling tergets would be 12 months. One time for decision and
anncuncerient of the targets would clearly be the Budget each year in
the spring. The other date or dates in the year would need to be ones
at which fiscal action could be taken, if thought necessary, and

et least reviewed. This could be achieved with a roll-forward

pattern of either :-

Budget - July ~ November; or

Budget -~ October/November.

On balance there would seem to be advantage in only committing the
authorities to two roll-forward announcements each year, and the
choice of Budget and October/November would fit in very well with the
cycle of public economic forecasts and assessments.

10. The suggestions covered so far do not help with the first and
second disadvantages listed in paragraph 3 above. Two additional
devices could be invoked for this purpose, and both would fit well
with the time-tabie envisaged. TFirst, the s%arting-point end the
finishing-point of the 12-month pericd could with advantage be
expressed as the average of 3 months sround the middle month and its
anniversary 12 months later. Secondly, the gtarting-point could be
set in the lmmediate past, rather than the immediate Ffuture. Putting
this in cpecific terms, for the time-table envisaged:-

(a) The target announced in the 1978 Budget would be for the
calendar year 1978, measured by the growth batween
the 3-month average centred on the banking make-up day
~ January 1978 and that centred on January 1979 (the former
is published on the third Thursday in Maxrch, so it would
be a "known base" at any likely spring Budget date).

(b) The first roll-forward would then be announced in October/
Novemhef and would apply to the year from the 3 months
average centred on July 1978 tc the similar average
centreé on July 1979.



.A Medjium-Term Context_

11. The rolling target system 1= almest certainly both strengthened
and nade more flexible if there is also specified =2 desired medium-
term trend for the rate of 5rowth of the mounetary aggregate concerned.
The existence of tne medium-terin target would enable the authorities

fo explain targets for a yeaf 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, say, a period of upturn in the econonmy to
be incireased appropriately without causing concern that the authorities
were relaxing their stance, and so providing for a higher rate of
inflation. '

12. On the other hand, given the present uncertain outlook for
inflation, 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 ccunter-
inflation policy, rather than giving it the ocutright meonetarist role
of determining the future level of inflation, the ﬁonetary fargets
for 1973-80 and 1980-81 cannot be invariant to what happens in wsage
settlenents between now and the beginning of those years.

Conclusions

13. The introduction of a system of rolling targets would ease a
number of awkward problems which arise on the present arrangeuments and
does rot appear to have relative disadvantages, provided that the
transition is handled in such a way as to avoid criticism about the
Governnment's immediate intentions. As far as can be foreseen, a
satisfactory opportunity for making the transition should arise early
next year, on the basis that the present target of April 1977 to April
1978 would be replaced at the time of the Budget by a new target
representing calendar 1978 and measured as indicated above, to be
replaced in its turn some 6 months later.

4. 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 systemn,

leaving to the Budget Jjust the specification of the numbers.

HMTREASURY.
17 Novembbkr 1977



