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Rolling Targets

It seems to me that it is not possible to decide'the technical
questions raised inCorinna Balfour's note of 22nd November 1977 until
a fairly definite answer has been given to the policy question of what
the authorities' reaction will be to base drift (raised as point 4 in
her note). Once this has been decided, it becomes relatively easy to

decide the technical question.

;4. Base drift

There are three basic reasons why a new base is above (or
"below) the original target figure (or range) - erratic movements in the
target aggregate, a failure by the authorities to take action to meet
) -the target; and developments in the economy not foreseen when the
target was set. The new base embodies differences on all three
which would and should be offset in the target for the next
period? Obviously any difference which had arisen because of erratic
- movements would unwind within the following target period: it shouldv
therefore be completely offset in the new target. Commentators would
also expect a fairly complete offset for differences due to a failure
to take the necessary action in the previous period. - It is only to
the extent that the difference had arisen because of‘unforeseen
developments, eg, a faster real growth of the economy, that 'failure'
to meet the target might be acceptable and then the new target might
"embody a further divergence from the previous rate of growth rather
than try to regain the lost ground. Such a change would, of course,

accounts;

require considerable justification in public.

2. Expression of the target

If this is a correct description of the authorities' reaction
to base drift, it would not be right to express the target in terms of,

bands. Commentators would certainly be suspicious, and rightly so,
if every time we reset the base, the new base was right at the top of
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the prev1ous band, and this was not offset in the target for the next
period. They (and ourselves) would also presumably be unhappy if the
new bases were always at the bottom - with no offset - as then monetary
policy would be, generally, too restrictive. If the new baseslhere

sometimes at the top and sometimes at the bottom of the band, policy

would be no different than if there were no bands at all. Thus the

use of bands seems at best to be neutral, at worst to bring into doubt

the policy which is being applied - a conclusion which is rather

different from that for fixed targets.
This discussion relates to the use of a band at the roll-forward

date. Bands are also discussed in the note in the context of

Here again the answer to the questions posed

_reaction. If there is not automatically

intermediate months.
depends on the authorities'

going to be a reaction from the authorities when the target variable

is outside the band in intermediate months - and, with rolling targets
and the above reaction by the authorities to base drift, an automatlc

response does not seem to be required - then bands for the intermediate

months are irrelevant. All that is important is whether the
authorities arrive at or near the target level at the roll-forward
date. 0f course, if there were doubts about the authorities willingness

to react to base drift, the existence of bands for intermediate months

could provide some reassurance, but only if the authorities were willing

“to react automatically to movements of the target variable outside the

bands. Otherwise they would have the reverse effect.

(If it was decided to allow a target band to apply at the
roll-forward date, commentators would be likely to gross up to annual
es the cumulative growth to date,to see if it were within the target
range, ie, they would be looking at a CONE. However, to the extent

_that the cumulative growth to ‘date contains an erratic element which
the contribution

rat

grossing up would enlarge - whereas in the outturn,
of the current erratic element would be smaller - they would be mislec.
Thus some 1dea of a constant band around each figure = due to erratic

should also be impressed on the commentators. Given the way

movements -
lucky that the first

that commentators have grossed up, it was perhaps
couple of months of 1977/78 were below the target range rather than

if the order of the months May to September were reversed, we’
drastic action at an early

been above the accepted range

above:
would have been forced to initiate fairly

| date as the groséed up figures would have

for each of the first four months. This would be generally true if an

erratically high figure occurred at the beginning of a period.)
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1. Base dates

»

The final questlons relate to how the base is: calculated
There are two effects to be considered - erraticness and revisions
to the seasonals. On the former, the discussion in the note is
relevant only to the first base. If the figures used to calculate
subsequent bases are high because of erratic movements in the target
variable, there should be an offset to the target for the next period.
Thus the target level for the end of the next period does not depend
on whether the starting point is erratically high or low and thug
whether or not subsequent base points contain an erratic eiement’is
largely irrelevant for the achievement of the policy. . There thus
seems no point in subsequent 'bases being averages of several months
Any erratic element contained in the first base point,howe?er,'would
be difficult to remove. This argues for the first base being an
average over quite a long period, eg, 3 months and for a. delay-before
the base point is announced until such time as the figures have become

1

as firm as possible.

The impact of revieions to the seasonal'adjnstments'is rather
different. As Peter Burman argued in his note of 22nd November 1977
the credibility of an announced base would be impaired if it were
revised prior to the announcement of the next target. But if new
seasonals were used for dates after the base period, When the base
was calculated using old: seasonals, the inconsistency would affect the
extent of allowable growth in the target variable. I do not, however,l
agree with Peter Burman that the answer is to use unadjusted figures.
This would have been alright if roll-forward dates were 12 months apart,
as the dlfference between the target growth between the base dates of
unadjusted and adjusted flgures would have been small2 However, if
targets are rolled-forward more’ frequently than once a year, the use
of unadjusted data would add a further complication to the choice of
the next target rate of growth. Rather the answer seems to be that new
seasonals can only be introduced at the time the new base and new target
Then the dlSCUSSlOR of the correct targets can either

are announced.

be .a comparison of previous and current bases with both adjusted using
old seasonals, or both with new seasonals.

(l)There is a further danger in monitoring in terms of moving averages -
in thateqa 3 month moving average is already a month out of date.
A high figure in the latest month may have little effect on the
average, but if it is not an erratic high (and we would probably have
sufficient external evidence to decide this) it may be the first of
a new, higher, trend. To monitor in moving average terms might
mean a month's delay before this was picked up.

2See footnote on next page. v o,
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v As Peter Burman stated in his ndté,‘the annual update of the
seasonal adjustments cannot be completed until mid-April. We could,
however, I would think, produce some seasonals which are'pretty close

. 2 .
to the final ones up to a_month earlier . And those would be sufficient

for the purpose of readjusting (all but the first of the)‘bases. As

“with the erratic element in bases, slight errors in the seasonal

adjustments are not important because, by definition; they must cancel
out within the target period. The introduction of the final seasonal
adjustments could then be left to the next roll-forward date.

The first base is of course different - as it was in the
discussion of the erratic element. Revision of the seasonal adjustment
for the purpose of the first base is caught up'with the problem of the |
seasonal adjustment of the current year's corporation tax. The
announcement of the first base, if the base period were to include

January or February 1978, would have to wait until the corporation

tax data for (most of) the first guarter were available. waeVer, as
by mid-March all of banking January and February and some of banking
March would be known, I would have thought that by then we could be

pretty firm on a seasonally adjusted base which incliuded either or

both of January and Febrqary4. - In addition there must be some

kpossibility of getting the Inland Revenue to speed’up the collection of

their data. For the exerciée'to be made so much harder just because

- of the three to four week delay in the Inland Revenue sendihg us their

analysis of taxes does not seem reasonable.

For the first base period I have argued that an average over.
guite a long period would be correct. As has been explained elsewhere,
January is a problem month because of corporation tax - any shortfall

. or excess in January is reflected in February. December is also a

problem month because it is the'only three week banking month - any
shortfall or excess in December is reflected in January. Thus it
would appear that the only satisfactory months around the turn of the
year are November and February. I would find it difficult to justify
the use of an average of those two as the base and  would be loathe |
to:accept eitherone by itself. It seems then that the base must

2 (from previous page). That there is any difference at all may be a
surprise to some. The difference arises because not all elements of
the seasonals on flows are constrained to add to zero over calendar
yvears and those that are do not add to zero over other 12 month periods.
In addition the seasonals on levels (which would be used to construct
bases) are not just cumulatives of the seasonals on flows but are
partially centred and the centreing varies from year to year.

3’%oth these statements are on the assumption that the rules for payment

of corporation tax are not changed eg back towards what they were
pre-1976. .



' include December and January. = Of the PdSSibilitiesnI pfefef an
average with an odd number of jitems in it because (with equal

weights) it is centred approximately dn a particulér make-up date which
then makes it easier to use single months for subsequent baész*.“““tﬂs
My preference for the first base‘is therefore the average of Deéember;
January and February - a base centred on January. This seems the

best choice now; however by the time the base has to be announced

we will know the outturn for all theseé months. At thét séage it

might well be possible to decide that lan individual month - either
January or February - was in fact better than the average I am now

‘proposing.

Economic Intelligence Department,
l1st December 1977.
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* MR.GOODHART

Some quick comments on your note "Which M for Emphasis

Wholesale/retail deposits

A breakdown between wholesale and retail deposits is, I
agree, badly needed and it is on our long-term list of requirements
from the banks. The best way of identifying wholesale deposits
would probably be by size, but deposits are not at present classified
in this way and there would be a number of questions to be decided

(e.g. what the 1limit should be, how to deal with accounts that

fluctuate above and below the 1limit); banks that are fully computerised

could no doubt cope, given time to program (though this means diverting
resources from other tasks) but it would be a much harder job for those

still relying on clerical resources. And to be of use for a monetary

aggregate, a cross-classification by sector is required in order to

eliminate inter-bank and overseas deposits. To lay on something like

this for a monetary target in 1978 is out of the question.

The other approach is to separate those accounts which ,
relate to deposits taken in at market rates from normal branch accounts.

For the clearers this is probably a reasonably clear-cut’ distinction,
but for other banks, having perhaps onlygone office, this'may not be so.
I am hoping very shortly to get some monthly figures from the London
clearers (parents) for their seven-day deposits. Initially the figureS'”
will be for our own (and HMT's) use, and the banks will'probably resist
making them available for publication (which would be necessary if used
for a target), There are not, however, so far as T am aware, any
cOmparable figures available for the Scottish or Northern Ireland banks.
And those for the London clearers do not distinguish between inter-bank,

overseas, and other UK accounts (though they are no doubt predominantly
private sector).

Thus while for the longer term we should certainly investigate;;
further the best way of identifying wholesale deposits, for the
immediate future we should shortly be able to get an approximation for
the London clearers by taking their non-interest-bearing sight deposits
and “heir seven-day time deposits. For other banks, the position is
mcre difficult: the division of sight deposits into interest and
:non-interest-bearing is less helpful, as many banks pay interest on
current accounts, and we have no breakdown of time deposits.



Which M'forbEmphasis.

i : This paper starts by reVlerng brlefly the hlstorlcal

behav1our of the main monetary aggregates. This is first done
descrlptlvely, then a report 1s given of our recent econometric

research in this area. The re is then a.discussion of the advantages and

disadvantages that each monetary aggregate would have if used as an
intermediate target for monetary policy, and the paper ends with some

recommendations.

Thebnistorical Record

Figure 1 records the annual growth rate of the maln .
components of the money stock since 1963, divided 1nto notes and coin,
current accounts, seven-day time deposits, and other 1nterest bearlng
deposits including CDs and other wholesale-type time deposits. _ This
chart shows that the components moved in dissimilar ways. In particular
thelfluctuations in wholesale-type deposits were much the mos t eXtreme.
Although such deposits had formed only a small proportion of the total
money stock in the early years of this period, from 1971 onwards the
movements in the broad money stock (M3) have been dominated by the sharp
fluctuations in this component.

To provide an indication of the main reasons for such S é
different behaviour, the next charts, Figures 2-5, show the movement - ]
over this same period of the ratio of each component of the money stock.'!
tofnominal incomes (GDP) - the inverse of its 'velocity' - plotted with
the movement of interest rates, represented by the three month LA rate.'
The ratio of notes and coins to nominal incomes declines at a fairly
steady rate over this period, and shows hardly any response to
variations in interest rates, Figure 2. The ratio of sight deposits -

(both non-interest bearing, currently 78% of the total, and interest-
bearing) to nominal incomes shows some indication of an inverse
relationship with the level of interest rates, Figure 3. The ratio of
seven-day time deposits to incomes, based on the annual observations of
seven- day time deposits held with London Clearing Banks,( )1s plotted
both against the LA rate by 1tse1f Figure 4A and the LA rate - own rate
dlfferentlal Figure 4B. Nelther chart shows a very close relationship. -
In the first few years of this period there is perhaps a slight sign of
some inverse relationship between holdings of such deposit accounts and
.1nterest rates on competing assets, but from 1969-73 any such

rclatlonshlp is domlnated by a sharp downward movement in relative

(1) Separate data from all banks on such deposits ceased to be regularly
collected by the Bank in 1971, In their evidence to the Wilson
Committee the LCBs however gave figures for these deposits as at
mid-November (banking November make-up date) for cach subsequent
year. From 1962-1970 the LCB deposit accounts werc approximatel-y
8)% of the tutal he1d w11h_n]1 deposit banks, and the data are
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111 The Purpose of Monetary,Targets

In order to select which of the various aggregates might best
serve as intermediate monetary. target(s), it is desirable to ask flrst
what might be the purposes of hav1ng such targets. For example there
is a large 1iterature on monetary targetry in the US which treats them as
providing early warning of untoward current developments in nominal
incomes. This early warning then allows policy, not necessarily monetar:
policy, to be addressed to offsetting the unforescen dlvergence (from its’

chosen path) in nominal incomes.

If that was the raison d'etre of monetary targets, then the ,
best monetary early warning of current economic developments would probakx”
be provided by variations in currency outstanding, notes and coin. of
all the aggregates this has had the closest relationship with movements i
domestic expenditures. Moreover, if the purpose of the target was to be
an-early warning device of current developments, then the fact that the
monetary authorities cannot control the outsténding volume  of notes and
coins would not be relevant. The movements of currency outstanding woul

be a signal that something might be going wrong elsewhere, not important
of itself.

Maurice Scott, at the academics' meeting, half in jest did
suggest a currency target, but the reasons that the authorities have
adopted monetary targets are not the above. In the first place the need
for any monetary early warning of current developments is doubtful
Dlrect observations of industrial production, retail trade, overseas
visible trade, housing starts, retail prices, etc., are sufficiently
prompt that even data on currency outstanding have little lead time over
more direct information. Moreover given the short-term fluctuations
in the relationship between currency (a fortiori with other monetary
aggregates) and nominal incomes, the extent of addltlonal information on
current economic developments provided by short- term movements in any
monetary aggregate is strictly limited. A monetary target is not an
1nformatlon device, although much of the academic literature on targets

(Poole, B. Frledman) treats it as just that.

Instead I take the purpose of a monetary target to be to act
as a form of long-run stabiliser, a fail-safe mechanism to prevent tﬁe
econemy going far off the rails in the future. Short-run movements in
the aggregates - far from serv1ng as an early warning of current
developments in the economy are on this view treated as of little
significance,’ but long-run trends relative to the desired path are
regarded as llkely to have significance for the future development of the
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aggregéte(s) édopted as the’tafgét and‘the'ie&el'bf'nominal incomes ghould

remain reasonably stable over time.

In practice the relationship between all the aggregates and
nominal incomes has been gquite stable. The least stable relationship has
been between M3 and nominal incomes, WithAthe sharp changes in velocity,
declining from 1971-3 and rebounding 1974-6 being unforeseen in advance
and only partially explicable in retrospect. Such eXplanation aévcan be
attempted is largely in terms of the structural change brought about by |
the in¢reased usage of wholesale-type deposits after 1971. Structurél
changes are always possible within the financial system.  The effect of
such changes on the relationships may, perhaps, be less when a broaa
range of liquid assets is covered (M5) and structural changes may,
perhaps, impinge less on transactions balances, espéciallyAif non-interest

bearing(l), than on shifting choices among interest-bearing liquid assets.

If the monetary targets adopted are to be achieﬁed, policy has
to bevadjusted to that end. The implications for policy differ, however,
depending on the particular aggregate chosen as the target. Thﬁs,»as
already noted, a tarqget for notes and coins would have no particular
implications fo¥738if£§ at all, except that other unstated’steps'should
presumably be taiken to restore nominal incomes to the desired path.

A target for Ml implies that short-term money market rates must be varied
to the end of maintaining the chosen parth of Ml, and cannot be used for
any other purpose. However a target for Ml has no direct implications
for fiscal policy or exchange rate policy, except in so far as the
variations in interest rates necessary tb contrel Ml have an indirect
effect on policy options elsewhere, (for example if interest rates have

to remain high to control M1, this will affect the extent of international
capital flows and thus the options for exchange rate policy; again
concern about rising interest rates may curtail expansionary fiscal
action). Nevertheless the relationship between monetary policy actions

and other arms of policy is furthest apart when M1l is the target,

The relationship between monetary policy and the other arms of
policy is, perhaps, closest when EM3 is the target. In the first place
the movements in £M3 are directly linked to counterpart movements in the
PSBR, external flows, bank lending and debt sales - and, with the demand-
fof-mbney relationship being perhaps least reliable for M3 among all the

(1) If inflation continues and possibly even worsens, there could be ks
growing pressurc for allowing/encouraging interest pqmenu;oncﬂeanng/
current account balances. while it can be strongly argued that
this would improve micro-level efficiency in banking, the effect of
this chonge on macro-level control and targetry would need to be
considered very carefully.
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The adoption of a target fof‘MZQ(M3 less'wholeSale-type'
deposits(l)) or for a wider monetary aggregate (M5) could be seen as
offering a Compromise between a target Qf Ml type or of M3 type; An M2
target would aim to exclude those deposits which banks bid for by raisir
Cb rates and market rates‘whEn under pressure, and a wider (M5) target
would include more liquid assets with traditionally sticky rate structur
thereby reducing the effect on the aggregate of banks' competitive
béhaviour. ~ In both cases (MS and M2)'the aggregate should be casier ﬁo

control by normal market operations (i.e. by varying interest rates) tha
YM3, but even so less easy than M1, because in both cases movements in th
- aggregate would depend on variations in (a set of) own rates that the
authorities do not directly control, AThefe would also be room for _
various distortions. The dividing line between retail and wholesale-ty,
deposits within banks would undoubtedly be quite arbitrary, and, if
placed under pressure by an M2 target, banks would take coshetic action
to shift deposits out of one category into another. If an M5 target
were adopted, decisions on interest rate changes for National Savings or
building societies would become influenced by the desire to obtain a -
'good' M5 figure.

Moreover, while the attraction of M3 rests in part on its
linkages with the rest of the e¢conomy and of Ml on its relatively good
econometric relationship, neither M2 nor M5 have either attribute. In
order to get from M2 back to the counterparts,.PSBR, external fldws, étc;
it is necessary to estimate the excluded wholesale deposits, i.e. .
M2 = DCE + External Flows - Wholesale Deposits - Non-Deposit Liabilities.
It Qould be somewﬁgkcgggﬁgruégggé§§%agﬁbffﬁﬁggggmafgkagﬁ¥ counterparts
with M5, but it would require the designation of a rather awkward liquid'
assets' sector, e.g. sales of debt to non-liquid-asset pPrivate sector

and liquid-asset-sector lending to rest of UK private sector. Moreover

the boundary of this sector would be appallingly arbitrary, and always
open to debate and attack (e.g. some building society liabilities to the

phblic are liquid, some are not).

There are no stétistics currently available to allow one to
estimate a demand-for-retail deposits equation. Nevertheless the work
done on M2 relationships up till 1971, and the partial information on LBS
seven-day-deposits since then, suggest that such a relationship prcbably
exists. Pecause of the statistical limitations of the wider liquidity
séries, no common date, no seasonal adjustment as yet, arbitrary
boundary,etc.,litth:cxnmamxric:work has yet been carriegd odt dn such an
aggregate.
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As is clear from the above, the.statisficai.basis necessary
for the_adoption of a target does not currently ex%st in the case of M2,
and is most unsatisfactory for that purpose in the case of M5, To
alter the statistical basis into a form suitable for targetry, by
obtaining a (somewhat arbitrary) split between retail and wholesale-type
'deposits (M2), or by requiring all non-bahk issuers of liquid assets to
report promptly on banking make-up dates would be most onerous. and take
time to set up even if everybody was willing. Moreover it would
subsequently take quite a long further time to interpret the resulting
figures, as happens when any new series is introducead.

It would however in any case help considerably with our
interpretation of monetary developments if we could distinguish the
movements of retail and wholesale-type deposits, though returning to the |
banks for more information so soon after the introduction of weekly
figures would be most unhappy. Nevertheless 1if it was thought that we
must stick to a single aggregate for the monetary target, for example on
grohnds of simplicity and greater strength of purpose, there could be
arguments for choosing M2, as‘a form of compromise candidate, rather than:

either M1l or M3, though this pould not be done in time to set a target
for M2 in 1978. A note by RHA commenting further on the statistical
aspects of this subject is appended.

Recommendation

~ A review of the characteristics of. each monetary aggregate
reveals that none of them isvpgrfectlyvsuited to perform as the monetary
target. All have potentially serious shortcomings in that role. Indeed
these shortcomings are sufficiently serious to suggest that sole reliance
on any onfé aggegate could within the foreseeable future put the concept
of attachment to monetary targets at greater risk. This risk could be
reducéd if weight was placed on more than one aggregate. In this
respect the characteristics of Ml provide a quite nice balance of
strengths and weaknesses compared with £M3.

The recommendation here is that in future the monetary targets
should be expressed in terms of both Ml and £M3, though in the first
instance it might be right to suggest that rather more weight be given tc
the development of £M3. But the monitoring of Ml would be more difficult
than that of M3. It is more subject to erratic fluctuation. The lack
of links with counterparts makes it more difficult to guess»progre;s
during the course of a month, while weekly figures will not help much initially
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NOTES, COMMENTS, AND REPILIES

CD Behavior and the Use of Broader Monctary

Aggregales |
A Nole by Roger N. Wdu(l‘_' '

Recently there has been an increased interest in broader mcasures of monetary
aggregates dcfined to include other financial assets in addition 1o those alrcady
encompassed in the familiar measures, M, and M,.! The monetary apgregates cur-
rently in usc at the Fed are defined in terms of their components as follows:?

Mg = currency :

M, =Moot demand dc,posils: o

My=M? time and savings deposits other than laige CDs at commercial banks
My=My * savings and loan Jhares + deposits a2t mutual savings banks + credit

union shares
Mo =M, +large ncgotiable CDs
Mg=My* laige ncgotiable CDs.

Jt will be argued here that whether of not an apgregate is defined to include large
negotiuble CDs appears 10 be a major determinant of the manner in which an aggre-
gate may be uselvl to 2 policy maker of an apgregate watcher. 1t appears that shifts
toward increascd monctary tightness typically lead to an increase in the rate of ch
growth that is reflected in a noticeably different behavior pattern for M, and Ms,
which include CDs, compared to that of A, , Mo, and Mj, which do not.

e his paper wis mutivated while the author was a visiting scholar un a two-yeat appointment
(Anpust 1973-Aupust 1975) as a Scwniof Fconomist at the Board of Governors of the Federal
Ruserve Sysiem. David Landsey, Jack Kalchbrennel, James Pierce, and Richard Portet providcd
many helptul discussions. Hhe views expressed here are in no way to Le interpreted as represent-
ing those of the Federal Reserve Systent.

Helptul comments we.e also provided on an eartier daft of this paper by Arthur Benavie and
Richard Froyen ol the University of North Caroling, and by participants of a scminar at the
University of Pennsylvamu. :

1 Perhiaps of most sipmiticance and interest is the statement by Arthur Burns, Chairman, Board
of Gavernors of the | cderal Ruserve System, pefore the Comimittce on Banking, lousing and
Urhan Affaus. U.S. Senaie, May L 1975, lcpnmcd nl2, cspecially pp- 21R5-88].

21)5ta on the aprregales My Ma and M are pn:scnlcd along with those oD My andMaona
repula weekly busis in [-cderal Reserve statistical release 116, . ‘

3 ecause of this app;ncm..p«cdicmhilily of CO behavior in response to increased monetary
tightness, i may be sn;:nnicun( \\'ln-|ru-|wrcci\'cd would-be increase in monetary tightness is not
accompanicd by the pn:dh:\cd 1 behaviot.

Roger N. Waud is professor of economics, University of North Carolina, Chapel
Hill. ’ '
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A84 MONEY, CcREDIT, AND BANKING-

Evidence from Monthly Data. 1972—1975.1

of pm'licu\ar intercst for ¢ xamination in this regard is the cvidence prov'\dcd by
recent expeiience since 1972- During this \ime the cconomy Das nad its deepest
recession since the thirtics, expcﬂcnccd an unusual amount of inflation by United
Srates standards, and been subjected 10 a sudden energy cnsis as well a8 some un-
settling and abyupt Jevelopments in food markets such as that for wheat. The con-
fluence of these events has led 10 several ghifts in the genem\ movement of -the
fedcral {unds 1ate, 3 ratc considered by many fFed watchers 1o be the pellweathes
of monetary policy during this period. Against thc'background of these shifts we
consider {he behavior of the monthly data for the monctary apprcgates and their
constituent components- ' :
Throughout this period the Fed used the (edcral funds rate asits operating instru-
ment. The actual federal funds rate along with \he monthly {olerance 1anges {for the
rate set bY the Federal Open Market Conunitice (FOMC) at its monthly mecting
are shown in Figure 13 occasionally these 1anges wete changed betwecen meetings s
shown. .
Four distinct shifts in ynonetary policy & be identificd over the period of time
covered bY Figure 1. We datc {hese shifts by the changes i the lolerance bands that
we take 10 pe indicative of shifts in monetary policy dircction; for e xample, if one
or both ends of the tolerance range are mmoved in 2 direction opposilc to-that in’
which they have prcvious\y been moved from month 10 month, this typicu\\y would .
pe treated a8 ? ghift in monetary policy 5 The first such shift is that toward 2 tighter
policy 28 m:mi(cstcd py the rapid increase in (he funds 131€ bepinning in Januaty
1973 and continuing ‘hrough Scp\cmb_cr 1973. This largely cflected an increascd
concern about the accelcrating rate of inflation. gecond is the shift roward a more
expansive monetaty posture with the advent of the encrgy crisis, 3 phase Jasting
fiom October 1973 into March 1974 as (cfected by the downwm'd movement of
{he funds rate over this period. Then in April 1974 the third shift occurred, quite
abruptly, back roward @ much vightef policy stance, which lasted from April

through Augpust 1974, a8 reflected N the rapid isC in the funds rate. Dunng this

e

phase ther¢ wias considcrub\e glarm OVe! double-digit inflation. Finally, the {ourth
shify was back toward monetary €ase peginning 1N geptembet 1974, as rcflected in
the prccip'nnus drop in the funds rate which continucd un'm\cnuptcd into June
1975.% This phast, of couse, con'cspom\s with the Fed’s atlempts (o deal with 3
decpening Lecession.

AjLis obwious from (he chart that the Fed almost always succeeds in kecping the funds 13até

ye.
s mipht Le arpocd that @ change in the direction of the {olerance range for the Fed funds
gatc s ub ambiyuons e ation of policy maker intentions Jor cxample, ont olLservey might
apd shutm \he tolerance fange marks @ definite devision 10 fight inflation LY
slowing the prowih of the :\;v.;n-y,-.n\cs." Anothel olhservet might chaactenise the sune shiftas
half—l-cznlcd -.wcummm\:mnn o the eatity 1t inflation was pulling up the funds rate.”
could disuimmulc Dotween the WO by whothet money g,m\\'l\\ dowed. Phe st whserver
would be wiong W A, Even Wi didn't powever, the extent that the fred funds rate is
mov et v jnto the hiphes tolerante anpe. monetary policy is cfjectt
have beed the case fund the upn'wd movencit! not oceurred. 1t is in his sense that we speak of
shifts in monc Ly policy in the cnsuing discussion-

6 Uintil ehrnary 1975, 1 seems viear that the fed wWas :\ccumm-.\du\'\m:~ yather than causing

a
y

the fall in the Federal funds 121¢, since money r,mwl\\ mc:\smcd by M Maq, Ma, and Ms

L Lad ~—— -"——--—z-,.r‘- - I.,-n—-a--‘-. PO --?"‘v-’—l‘

gy ¥ 4 --..'v'.'-'-g-" e —— T « - ————rTYN e g T - '-r_,.r\,p-.«




© e A s R s i e -

e b S an LYo [P PO VLY YU Y - Al il e bl P Lo

J"i—

NOTES, COMMENTS, AND REPLIES : 485

-y YOLE RANCE RANGE CHANGED
27 WiITHIN INTERMEETING PERIOD.

PERCENT

|- | ]
o:(_l._l g saaaada. Laasl .;_L_L_ LJ_L.L_LJ_,;_.\_J.L___;_L_A_LA_‘I'
JFMAMJ JA SONDJ FMAMJJASONDJ"MAMJJASONDJFMAMJ
1972 1973 1974 1975

FIG. 1. Actual I'edcral I'unds Rate and Tolerance Range Adopted by FOMC

Now consider what happens to the growth rates of the aggregates A/, through My,
shown in Table 1, after each of these policy shifts. We focus first on those shifts
that rcpresent moves 10 a tighter monetary policy. Consider the months imme-
diatcly after the shift toa tighter policy in carly 1973. What is most striking here is
the distinct difference between the behavior of My, M, and A, in contrast to that
of M, and M. From December 1972 to January 1973 the growth rates of all five
aggrezates fall. From January to February the growth rates of M, , My, and My con-
tinuc to fall, and by contrast those for Mg and Mg now risc very necarly back to
their December levels. From February through April the growth rates of M,.Mq,
and M, are all Jower than they were in January whereas those for M4 and Mg are
all higher. This phenomenon: % somewhat more pronounced in the case of M, than
for that of M. During the eight-month phase of increased nonetary tightness from

February through September the monthly growth of M, is higher in six out of eight’

months ielative to what it had been in January, and for Mg it was higher in five oul
of eight months relative to January. By contiast, the same comparison for M, , M,
and M, reveals that their monthly growth rates were Jower in six of the eight
months relative to what they had been in January. More generally, whether one
chooses to date the shift to increased monctary tightness as beginning in NDecember
1972 or January 1973, there is a distinct contrast between the behavior of the
growth rates of M, and Mg on the one hand the growth rates of M,, My, and M,
on the other. : ‘
When we cxamine the shift to the period of monctary tightness beginning in
April 1974 and extending through August 1974, much the saine pattern emerges.
From Table 1 we sce that from March to April 1974 the growth rates of M, ,M,,

averaged less from Septemnber 1974 through January 1975 than in the preceding S months.
However, for present puiposcs, the distinction between “accommodating’ and “causing’ is not
relevant. The fact is that ihe reduction in the fands 1ate could not have happened unless the

Fed “willed™ it of was “willing"" to let it happen.
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486 : MONLY, CREDIT, AND BANKING

TABLE 1

Sclected Monctary Mceasures
. (percent annual rates of growth)

M, M,

x
x

Date

2201
7202
7203
7204
7205
" 7206
7207
7208
7209
7210
7211
7212

7301
7302
7303
7304
7305
7306
7307
7308
7309

7310
7311
7312
7401
7402
7403

7404
7405
74106
7407
7408

7409
7410
7411
7412
7501
7502
7503
7504

b
-

MO RLDO Bubw= N a= Aronuabna N uwoarrhaw=—
—

—
BB e — DD

——
NOWOWD

——
Wil PVWLUEWDNBRD?DD

— —
S ON W ) o D

—— e 4
POEY U IRY Q-1
—
N ! COWEN
OBV =oAL

—
L0 NNV O =D O0000 . We

—
N hAD WwORE DD N ook howwORRDM Lok

— . - e Dot it
WO W= NWWWN

B AN A e s B e
—— s bt ot bt Gt et St G bt bt et s

,___u_________
Cno YEmONNWW= AW

—

-

—
P o= OO KD

——
mm——bcuoukobbabhbhb&bbbh

——

Lerinloneo dLDNN LaN LWaR awoomion
—

— ' '——-
_’.\ '\D:ON \O‘\’:L - DWW ALN KOO~
— —
—— — - —
DO = ALD D000 OO [ar IO RV )
- —
B 08 \O

—

B AV WORWO O— DA

-
-
POPE SOmA W

-

-
hhilom irmms BRlaNire i VX BLWLL
—

—_—ACO LIV WARAOWS D
MAND PO Lhivaxn &=V

—

and A3 declinc, but the growth rates of M, and M increase. From April through
August, the entire period of shift 10 monetary restraint, the growth rates for Aly are
all lower than its growth rate was in March. lFor both M, and Ay the same com-
parison reveals their growth rates (o be lower in four out of five of these months—
April, May, July, and August. By contrast, the growth rates for M4 are higher in
four out of five months during this period than they were in March. The same is
1rncofﬁlsfurlhcfnslUwcc|n0nlhsofthmliv04nonﬂxpcnod. '

In order to gain insight into why Mg and Mg behave so differently from M, , My,
and M, during periods of monetary tightness, it is necessary 10 cxamine the be-
havior of the components that make up these aggregates. The definitions of the
agpregates in teims of those components were given at the beginning of this paper.
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M contains all of the components contained in A, through Al,. It differs from
M, only in that it contains the nonbank thrift component (equal savings and loan
shares plus deposits at mutual savings banks) and M, does not. M, does contain this
componcut, yct we have seen that My behaves more like Ay and My, and Ay be-
haves more like M. The component coninon 10 both A, and Alg, but not con-
tained in Al (or of course Ay or M), is CDs. An examination of Table 2, which
contains the monthly annual rates of growth of eachi-of the components for the
same period of time as Table 1, confirms our suspicion that the behavior of CDs
underlies the difference between the behavior of Ay, My, and M, as contrasted
with that of M, and My following policy shifts toward tighter inoney. The laige
increase in the rate of growth of CDs after January 1973 is dramatic in February,

TABLE 2

Components of Sclected Monctary Measures
(percent annual rates of growth)

Date Currency Demand  Time and Savings Nonbank Thrift Credit Union Shares CDs

7201 6.8 2.0 19.7 15.1 1 7.2
7202 6.8 12.5 14.9 15.3 19.5 249
7203 5.0 13.0 118 15.6 19.1 -17.4
7204 4.5 8.3 9.2 14.5 12.6 28.3
7205 6.7 3.2 13.0 14.3 12.4 38.0
7206 4.4 5.7 14.8 15.9 18.5 30.2
7207 6.6 12.7 10.8 17.0 18.2 225
7208 6.6 1.5 14.5 18.1 11.9 22.5
7209 8.7 10.0 11.5 17.4 23.6 40.9
7210 10.8 7.4 11.4 159 17.4 33.5
7211 10.8 4.9 10.9 14.0 17.1 47.4
7212 12.8 15.3 10.8 13.5 18.9 51.3
7301 63 5.4 13.3 12.9 18.7 35.5
7302 6.3 3.6 9.2 10.4 18.4 111.5
7303 8.3 -1.8 10.0 8.7 16.2 121.5
7304 148 4.2 9.4 8.6 16.0 72.8
7305 6.1 15.5 10.7 9.4 15.8 39.5
7306 8.) 15.3 9.8 10.8 20.8 20.1
7307 4.0 3s 6.3 7.3 10.2 316
7308 6.1 -2.3 13.4 2.7 5.1 518
7309 8.0 -4.1 10.4 3.8 10.1 14.7
7310 6.0 3.5 15.4 6.4 5.0 -25.4
7311 9.9 13.4 11.0 7.9 10.0 -29.7
7312 11.8 8.6 12.1 9.4 14.8 13.3
7401 7.8 -5.7 15.8 7.8 9.8 48.9
7402 13.5 86 12.2 6.3 9.7 32.5
7403 11.5 . 8.6 10.1 9.6 19.2 -39
7404 11.4 s.1 9.3 5.8 14.2 104.1
7405 1.5 2.8 6.0 1.5 9.3 74.7
7406 5.6 11.8 11.8 4.3 18.5 428
7407 3.7 i1 7.9 4.7 9.1 339
7408 13.0 -3.3 - 8.6 1.8 0.0 2.4
7409 7.3 -1.1 4.5 2.9 9.1 14.3
7410 10.9 2.2 11.9 4.3 9.0 19.8
7411 16.2 5.6 7.7 7.1 13.4 -9.7
7412 8.9 1.7 4.0 9.2 13.2 67.4
7501 s.3 -13.9 15.3 2.9 - 17.5 31.9
7502 10.6 39 12.8 11.5 17.2 -1.8
7503 12.2 10.6 12.5 17.6 21.2 -30.0
7504 1.7 $.0 10.6 18.1 20.8 -18.7
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March, and April when contrasted with the behavior of the other components.
Compared to January, the rates of growth of the other components (except for
currency) are all lower during this three-month period. Throughout this entire
period of monetary tightness, compared to January, the growth rates [or currency
were cqual to or less than the January rate in four of the next eight months, those
for demnand deposits were less in six of the next eight months, those for time and
savings deposits were less in seven of the next eight months, those for nonbank
thrift weie less in all cight months, and those for credit union shares were less in
seven of the next eight months. By contrast, the growth rates of CDs were greater
in six of the next eight months relative to January’s growth rate. '

When we examine the shift to monetary tightness during the period April through
August 1974, again much the same pattern of behavior is cxhibited by the growth
rates of the components. From Tablec 2 we sce that relative (o its growth rate in
March 1974, the giowth rate of CDs leaps upward dramatically whercas, by con-
trast, that of each of the other componcnts falls. Relative to March, the growth rate

. of CDs is higher in all five months of this period; by contrast, nonbank thrift de-

posits and credit union shares were lower in all five months. Relative to March, the
growth rates of currency, demand deposits, and time and savings deposits were
lower in four of the five months. . .

In sum, our cxamination of the data reveals that when the Fed allows the funds
rate to 1isc, the growth rate of CDs increases abruptly and the growth rates of the

“other components typically decrease. The significance of this in terms of the aggre-

gates is that the growth rates of A, ,M,, and A3, none of which include the CD
componint, typically dccicasc, whereas the growth rates of My and Af, both of.
which include CDs, incicase as we have scen in Table 1.7 The cconomics of such be-
havior v ould appear to be as follows. When the Fed tightens up on credit, banks get
around the added constraint on the rate of expansion of their asset portfolios by

raising the rates they will pay on CDs and thereby incieasing their issuance of CDs.

This is because it is less costly for banks in the short run to issue CDs than to con-
tract credit and total deposits. Hence the rates of expansion of M, and M do not
initially reflect the tightening of monctary policy that we observe in Ay, Afy, and M.

Consider now the behavior of the aggrepates in thosc periods when monectary
policy has shifted towards greater casc—the period fiom October 1973 through
March 1974, and the period beginning in September 1974 and continuing into
1975. Unlike the periods of greater monctary tightness just examined, during
periods of shift to greater monctary casc we do not obscrve in Table 1 any notable
differences among the behavior paticins of the growth rates of the five aggrepates,
All scem 1o show fairly similar patterns of expansion in the early months in both of
these periods. However, when we examine the behavior of the growth rates of the
components in Tuble 2 during these two periods we again observe a rather notice-

M yom Table 2 the prowth 1ate of CDs subsequent to the first monclary tiphtening uppears to
peak in Much 19730 the sate of prowth in Apiil 1973 s sull higher thanany of the CD prowth
rates in 1972, the petiod prios 1o the tiphiening. During the sccond nghtening phase, the peak
in the CH prowth iate occurs in April 1974 whercas the rate of mowth in May is stll hipher
than in any month during the previous casicr phasc from Octobes 1973 through Mach 1974,
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able difference in CD behavior as compared to that of the othér components. The
shift toward the easicr moncy period, October 1973 through March 1974, precipi-
tated a diop in the crowth rate of CDs from 14.7 percent in Scp\mf\bcr 1973 o
-25.4 percent and -29.7 percent in the next two months, the first tvo months of
the casy moncy period. Nowhere near this kind of volatility is obscived in the other :
components, NOT weie any of them growing at ncgutive rates. lowever, with the
shift to the next easy money period, beginning in September 1974, CD behavior is
just the opposite, tising from a 2.4 percent growth rate in August 1974 to rates of
14.3 and 198 percent in September and October. By comparison, the other
components behave in much the same fashion as they did in the previous period of
casicr money. Throughout both of these periods CD behavior is extremely volatile ) !
by comparison with the other componcents. tlowever, the anomalous behavior of :
CDs does not seem tu overwhelm that of the other components cnough to cause the
f behavior of M4 and M to appear all that different from the other threc aggregates .

i - in Table 1.

. Implications for Monerary Policy

Our cxamination of monthly data for the aggregates suggests that, during periods. . F
when monctary policy shifts towards greater tightness, there is a distinet difference
between the behavior of the growth rales of M, , My, and M3, on the one hand, and
thoze of Ay and Mg on the other. M, Alq, and Afy appear to reflect the increased
tightness in a much mote pronounced mannet than cither Mg or M. To the degree y
that an aggregate’s belaior ds an indicator of the future course of econoniic
activity,® the aggregatos M, through Mj woulil appear to be carhier indicators than

BRecent jepression analyses {1, 3] indicate that all agpiegates such as M, trough Mg, or 3
chanzes in them, bear 3 pusitive relationship to changes in GNP. Using quarterly data, as was
also the case in {1} zud 13}, such an analysis was carried out in the course of this study (the 1e- .
sults witl be furnished to the interested seader on request). Although the relationship between
ch:.n;tés in the agerepates and changes n nominal GNP appear to be strongly significant, which-
ever one of Afy thiouzh Mg was used, it was not possible to discern any statistically significant
difference between the regressions. The analyses in [1] and 13} found very similar results in
this repard, althouyh cach of these studies uscd somewhat differently defined agerepates from
those exsinined here. Tiere are at least three interrieleted wasons why such regressions do not
tell sl oa the assue of whether there is a difference betwueen the apgregates, First of all, the
regrassions sre estimates of the “on average” behavior of the data-a characteristic of any
tepressiin analysis. Second, beeause the GNP data are quarterly, the monthly behavior of the
agricpat s is averaged cut when they are measured quartetly 10 make them temporally com- g
parable with the GNP data m ogder to run the regressions. Third, the ed's FOMC meetings are -
monthly and the behavion of the inoathly data for the monelary appfepates is what they focus
on when formulating policy.

1t should be puinted out that we du not view these repression analyscs us necessarily saying
anything about a C.ausal relationship between monetary apsrepates and GNI' such as that sug- . 4
pested by the propors ats of the St Louis-type cquation. I'lic proposition of causality is not :
necessary 1o the question cxamined here. So long s policymakers look at monetary aggregates
as 1mdicstors or predictors of the eliects of their pulicy actions on cconomic activity, HED
sulhiciwent to examine the question of whether there is any significant difierence mnong the
apracpates intenns of the depree to which they are conrelated with cunent and subsequent

it naa e

movemLnts in ceonomiv activity. 1n this sense it is not so much @ question of why the sun 1iscs, .
but rather which of lwe gaosters crows in a fashion that best predicts the sunrise. We interpret .
the regressions discusscd haae from the latter point of vicw. .
y.
4
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M, ot M. The evidence examincd here supgests that failure to distinguish between
these agprepates could obviously lead to a less than optimal policy strategy- Supposé
the licd were to shift to a tighter monetary policy and that it was focusing on A, or
Mg to gauge its effcctivencss. To the extent that the growth rates of these aggregates

* fall less than those of My, Mq, o1 Myin response {0 increased tightness, the Fed

might well be Jed to follow a much tighter policy than is consistent with the level of
economic activity it desires 1o bring about. '
For periods when the Fed shifted toward greater casc, the monthly data for the
aggrepates do not reveal a notable difference in behavior among them. Jlowever,
both the volatility and the unpredictability of the growth rate of CDs during these
periods suggest it may be unwise to look at aggregatcs, such as M, and Mg, that con-
tain this componcnt. Although this pehavior did not appear to show up that signifi-

cantly in My and Mg during the periods we examined, it could very well make a

significant difference in some future period of shift toward casicr money.

Finally, because the behavior of Cs appears 10 be quite predictable when mone-
tary policy shifts towards tightness, an occasion when a shift to monetary tipl tness
is not accompanied by the predicted CD behavior may welt bea signal that increased
tiphtness is not appropriate, that spending activity is in lact beginning to slacken,
and theefore loun demands at banks are not large cnough to cause banks to issue
more CL)s in an attempt 1o raise funds.
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BANK OF ENGLAND

Threadneedle Street
London
EC2R 8AH

1lst December 1977

TREASURY

- € JULI978
H.F.C.S.

J.M.Bridgeman, Esq.,
HM Treasury,
Treasury Chambers,
Parliament Street,
London,

SW1P 3AG

Dear Michael,

I attach a wadge of papers on subjects of current interest in
the monetary area. The first set of papers provides further material
dealing with the choice of monetary aggregates as targets. This
includes a main paper setting out recent history and emphasising the
large scale variations in wholesale deposits that have occurred in
recent years. This paper then goes on to discuss in the light of
recent events the arguments for and against choosing one aggregate
rather than another as a target. This is supported by an accompanying
statistical note by Bob Atkinson, an academic comment from a recent
American Journal on monetary developments in the US, and three shortish
papers reporting preliminary econometric work on the demand for M3.

We have not got very far with the latter yet, but our preliminary
results suggest clearly that a single demand for money function (for M3)
is very difficult to fit successfully over the whole period, and is not
yet sufficiently re-stabilised since the disturbance of 1971/1973 to
provide a confident basis for forecasting. We have some hopes of tryin«
to develop a larger model in which to explore the possibility of
disequilibrium between the supply and demand of M3, but that remains a
will-of-the-wisp for future work. In contrast to the relatively
unsuccessful attempts to fit demand for money functions for M3, we have
successfully re-estimated what appears to be successful and stable demant
functions for Ml. I will be sending you a long and thorough paper on
this, written by Richard Coghlan, probably early in the course of next
week. The second set of papers, which I am sending you, relates to
certain technical questions concerning rolling targets, I think that
these latter will be self-explanatory.

Happy reading!

Yours sincerely,

[ Awrle

C.A.E.Goodhart



TREASURY
Mr Bridgeman - 6 JULIS78 ce Mr Wiggins
H.F.C.S. Mr Matthews
Mr King

Mr Spencer
Mr Williams

BANK PAPERS ON THE MONETARY AGGREGATES AND MOVING TARGETS

We need to consider how to deal with the wad of papers which

Mr Goodhart sent over last week. Until we receive the vital
material on M1 which we have been awaiting for so long and which
is promised early this week it will not be possible to reach a
properly considered conclusion. But the papers are sO bulky we
ought to start thinking about them and I suggest we might prepare
two pieces of work on the technical merits of the arguments:

e The appraisal of the Bank's assessment of the case for

various measures of the money supply.

b. Some comments on the technical problems which they have
been looking at associated with rolling targetse.

The Bank papers are complicated and will require a good deal of
cooperative effort on our part. I suggest however that we might
proceed as follows:

i. Prepare gquick comments on all the papers - in note form.
Perhaps Mr King could coordinate these in so far as they affect
the M's and Mr Matthews or Mr Bell coordinate the ones relating
to moving targets.

ii. Prepare a more considered note on the technical aspects of
the various indicators. I suggest that lMr King's paper of

A4 October on Indicators of Monetary Stance which I am ashamed
to say we have never discussed, could form the framework for

a considered paper on the subject incorporating our main poimts

on the Bank pavers.

We need the initial comments fairly quickly - we really ought to
think in terms of a meeting early next week in case the ChancelloT™T
wishes to say anything on either subject before Christmas. ©On
balance however this seems & rather likely eventuality than it ai¢d
at one time and it might be best to think in terms of the redraft
of Mr King's paper for consideration by say Friday 16 December.

r~ & S e o
h [ T A
/

Y P E MIDDLETON

" &_December 1977 ot



Isaac
Middleton
Dixon
Wiggins (OR)
Williams

Fforde
Page )
Goodhart ) England

FEF | FRERKE

MONETARY TARGETS ETC

I attach a first draft of the monetary section for the Chancellor's
statement next week, if there is to be such a statement. As I see
it, the main purposes of the draft are to emphasize the Chancellor's
determination to keep control of the monetary supply, to take credit
for the timely action on the exchange rate and interest rates, to
emphasize the importance of using monetary targets sensibly and to
refer to the possibility of switching to rolling targets next year.

2. I also attach a list of the issues which will have to be decided
before the full details of the new system are set out and the specific
target named. It also indicates those issues which probably ought to

be settled before even the limited announcement outlined in the draft

is made. We presumably ought to think in terms of letting the Chancellor
have a paper on the latter group of issues by the weekend.

3. How much or how little is put to the Chancellor on the first group
of issues, namely the choice of aggregate, depends critically on whether
the Bank wish to press further the question of having a target for Ml
as well as M3, whether as a secondary target or as a single one. My
understanding is that the Chancellor has made a provisional decision
that he only wants one target, but it is, at this stage, still open for
the Bank to re-open the issue after discussion with us if they wish to
do so. There are two general papers in existence on this - the very
simple summary of pros and cons included in the longer version of my
paper on rolling targets, and Mr Goodhart's paper on ML which the
Governor put to the Chancellor. We received at the end of last week

a number of technical papers by the Bank which are relevant, but they
all concentrate on the strength and weaknesses of M3: we are still
awaiting the substantive paper on Ml. If the Bank now accept that,



whatever the economic merits, the political arguments against having

two targets are such that a secondary target for Ml is no longer a

live issue, then clearly we can put this to the Chancellor, leaving

for further discussion between ourselves how Ml can best be used as

a lead indicator. If, on the other hand, the Bank still want to pursue
the idea of a secondary target, I am doubtful whether we can get the
technical considerations carried to the stage at which we can put forward
a reasonable paper for discussion between the Chancellor and the Governor
before the statement - the statement would have to avoid being specific
on the choice of target variable (as the present draft is). This does,
of course, make it even more of a non-event.

4, The only other group of issues which ought to be settled at this
stage are the linked ones of the principle of a calendar year and half
year roll forward and announcement in the Budget and roughly o months
later. My impression was the Chancellor has agreed this on the basis
of the earlier submission, and that probably it would be sufficient to
re-submit what he has already had on this. It will also be necessary
to put in a note explaining the problems with the Chancellor of the
Duchy's alternative of always using the last 12 months figures. This
could draw on the work which Mr Locke did for you.

5. I would have thought that the right thing to do on the other issues
would be to prepare a synoptic paper with a series of technical annexes.
The Bank have already produced some technical papers on this. If it is
agreeable to you and Mr Fforde, I would suggest that Mr Middleton and

I should carry this forward with the Chief Cashier and Mr Goodhart to
the stage at which we could put a draft of the synoptic paper forward
for discussion between Mr Fforde and yourself.

6. I am sending copies of this direct to Mr Fforde and the Chief Cashiez
as I think the first step is for you to have a word with Mr Fforde about
how the matter can best be handled between the Bank and ourselves in the

\'}h.\?,

J M BRIDGEMAN
7 December 1977

next day or two.



DRAFT

Control of the Money Supply

/ The repayments of overseas debts which we are now able to
make are but one benefit from the recovery in the United
Kingdom's standing in financial markets which we have been
able to secure over the last 12 months._/ One factor which
has helped this recovery, and which I intend to continue,

is the practice of setting specific monetary targets for the
period ahead. Sensibly applied, the existence of such targets
can both reassure the markets of the Government's determination
to keep control of the monetary aggregates and give some
indication of the likely stance of monetary policy over the
period.

The primary monetary objective this year has been to keep
within the limit for domestic credit expansion of £7.7 billion
which I agreed with the IMF this time last year. In the first
half of the financial year DCE was only a little over

£] billion. While I expect DCE to be higher from now on,
because the exceptionally low level was associated with the
large inflows of foreign money across the exchanges, 1 am
confident that the cumulative figure will not only be well
within the limit of £7.7 billion by the end of the financial
year, but will not even have exceeded it 3 months later.

However, as the balance of payments has swung into surplus
the control of the money supply has become relatively more
important than limiting DCE. As I made clear to the House
on 10 November, I would not 1ike to see the growth of

£M3 for the year as a whole very far outside the preferred
range of 9-13%. So far this year that has been the case:
the figures for banking November published this afternoon
show that up to then the growth has been at an annual

rate only a fraction over 1%%. But trends were clearly
developing by the end of October which were putting at risk
our ability to continue to control the growth of the money
supply: that is why I took timely action both to change our

-1 -
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intervention tactics in the exchange markets and subsequently
to allow the adjustment in short term interest rates which
bought MLR back to 7%, its level at the beginning of
September.

I expect this action to be sufficient to bring the growth of
the money supply back to the desired trend, although as

I indicated to the House, the tax reliefs which I announced

6 weeks ago may lead to one or two high months of rapid growth
of the money supply at the turn of the year.

More generally, it is most important that monetary targets
shouldbe used sensibly, if they are not to defeat their

own purpose. There are many inevitable fluctuations in the
components of the change of money supply from month to month.
But most commentators agree that it is the underlying trend of
the growth of the money supply that affects the rest of the
economy. This means that it would both be unnecessary in
relation to the Government's overall economic policy, and
thoroughly destabilising for the markets,to try to control it
over too short a period, or to attach critical importance to
making sure that it is at a particular level at the end of a
particular, but inevitably arbitrary, calendar period. I want
to avoid the excessive market reactions one way or the other,
with the markets trying to out-guess the reactions of the
authorities, which can arise if the system of monetary targets
is applied too mechanistically or for too short a period.

I intend that the emphasis therefore should be on keeping
growth fairly close to the desired trend, with the authorities
reacting in a timely way when it appears that developments in
respect of one or more of the components of the growth of the
money supply are putting the control of the total at risk.

So far, I hope that the actions which we have taken in
relation to the exchange markets and short term interest rates
has shown that the Government's readiness to react in this
way. For the future, I am looking very seriously at the
possibility of using rolling targets for the money supply from
next year onwards as a better way of presenting monetary
targets. But there are still quite a few technical problems
to be thought through before I finally decide what form of
monetary target I should announce in next year's Budget.



ISSUES ON MONETARY TARGETS

Required:

a. For statement b. for

1. Choice of Aggregate

2. Criteria for Setting Target or Targets

Relative importance of ML, M3,
M5 and DCE as either influencing
economy or being a lead
indicator for important trends.

Relative suitability as a target.

One target or several, and if the
latter whether any precedence.

of principle exposition
of details
and for
specifying
target in
Budget

What criteria to be used - in particular in

relation to

desired and expected rates of
growth of inflation - earnings
and prices.

forecasts of growth of money GDP
and TFE.

flow of funds forecasts, and
assessment of financial position
of various sectors.

market expectations particularly
about trend from year to year.



5.

Qe

e. timing of lags.

f. interaction with external
capital account /exchange rate.

Base Date

a. Principal of calendar year and
half year roll forward.

b. Principle of Budget and October/
November announcement.

c. Rejection of "last 12 months”
alternative.

d. One or three months?
e. Which month or months?

Range or Single Figure

a. Range or single figure.

b. "Cone"or "tramlines".

c. Width of range

Presentation

a. How to get emphasis on trend

rather than month to month figures.

b. How to minimise risk of
destabilising markets.

Required:

For statement b.
of principle

for
exposition
of details
and for
specifying
target in
Budget

-
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TREASURY

MR WIGGINS
S JANYTY | o0 Mp Matthews
H.F.C.s,

ROLLING TARGETS

You showed me a copy of the minute, internal to the Bank, from

Mr Page to Mr Goodhart. I hope that this minute cannot be taken as

a good indication of the Bank's thinking on rolling targets. There a_
four areas that concern me:

1. A point, as opposed to range, a target will inevitably becom
a ceiling. The Bank recognise that the authorities can justify
divergencies from the target as a result of unforeseen developme
It is likely, however, that commentators will take a different
view; the advantage of a range is that it allows us to operate
with some room for manoeuvre. I would also hope to be able to
operate within different ranges according to the time period
assessed. For example, we could specify our target as 9-1%% for
a three month moving average, and 7-15% for the monthly figures.
I accept that there is no chance of a formal target along these
lines, but it might be an idea that could be publicly mentioned
at some stage.

2. At the bottom of his page 2, Page mentions that monitoring
by a cone means that an erratic element in the figures at the
start of the year could, when grossed up, give a very misleading
picture of the trend. We were, as he says, lucky to stay withir
the cone during the early months of this banking year. Erratic
movements at the end of the financial year are less important.
It is to avoid this problem, that we must base the new target

on some period in the past; we will then be away from the apex
of the cone, and know whether movements since the start of the
target year are within the desired range. Page's idea of a
constant band around each figure is sensible, but gives
commentators very little with which to compare each monthly
figure.

3, I am strongly opposed to the suggestion (at the top of

page %) that each base should be a single month, rather than an
average. In theory, Page is correct and we could pick up any
erratic element with a different target for the following perioc
Even assuming a constant underlying trand, however, this would
mean targets that fluctuated up and down with the erratic
elements of particular months. If we manage to reduce the targ:

1




from one period to the next, there would be every expectation

that we would have to increase it in the following period. But
this has presentational and political difficulties. It would be
much more sensible to accommodate any erratic element in the
target base and maintain an unchanged target over the subsequent
target periods. There is another point here. Although a target
will relate to the money supply growth o¥exr two periods, there is
an implicit expectation that any target (perhaps taken in conjunc-
tion with targets for earlier periods) carries an indication of
the likely target in subsequent periods. Thus, our earnings
target has been falling over time,and there is an expectation that
it will continue to do so (other things equal). If the monetary
target fluctuated because of erratic elements in the base period,
then it would bear no relation to the underlying trend.

4, I take the point in Page's footnote on page 3, but there is
surely every advantage in getting the press to monitor in terms of
moving averages. An erratic high may be the first of a new, highe:
trend but the authorities, who have more information than the
press, are in a position to act on this. The footnote seems to
assume that we will become victims of our own propaganda.

I have not sent a copy of this minute to Mr Bridgeman at this stage,
as I assume that Mr Goodhart sent it to you on a personal basis.

M L WILLIAMS
8 December 1977
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