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MONETARY TARGETS AND ECONOMIC POLICY

1e I attech my note on monetary targets commissioned by the
Fforde/Littler Group. Subject to your views, I should like %o
send it across to Charles Goodhart at the Bank so that he can
see it when he gets back from the Money Study Group on Thursday.
The paper, like his, represents Iy personal views., I have made
no attempt to reach a concensus view amecng the economists in ny
area; most of them will be sceing the note for the first tine,
However, I think the conclusions are close enough to HF {hinting
for them not to cause you acute embarrassment in subsequent dig-
cussicns with the Bank.,

2. The paper, with its attachment for which T am indebted %o
Mr Grice - is rather long. I have been at rains not to argue
the issues on the rather narrow ground in the Bark's naper. So

I start with some obviocus points which it seems esseantial to
restate as part of any discussion of the issues. The econcmic
sections are rather condensed. This is partly because the points
are set out at length in the Grice note and thus I was able %o
point up what seemed to me to be the key issues. But it is also
an attempt to;ﬁacg these arguments - important though they are -
in the correct relationship to the other issues discussed eerlier

s

in the note. s

5. I am not proposing to clear the note with Mr Littler before
sending it to the Bank. Ve agreed %hat we would exchsnge papers

(23

as soon &s they were drafted. Goodhart, in this spirit, sent

N



his draft without clearing it with Fforde. I would however
propose to show both my paper and the Bank's paper to Mr Littler
at the same time as it goes to the Bank.

4, The papers taken together seem to constitute a good basis

for further discussion, which needs to take place both within

the Treasury and the Bank, and jointly with them. We might in
particular find it useful to have some discussion smong Treasury
economists more widely than in the finencial sector. INr Atkinson
kindly said that he would chair a short discussion at one of his
weekly economic under secretaries meetings - it is clearly relevant
to another study the economists have in hand. I am accordingly
sending copies of both my note and the Goodhart note to those
concerned. I do not however want these papers too widely dispersed
in the Treasury at this early stage, and certainly not before they
have been discussed in the Fforde/Littler Group. Perhaps therefore
the copies could be considered personal for the time being.

P E MIDDLETON
26 September 1978
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Monetary Targets and Economic Policy

I thought you might like something to greet you on your return

from the Money Study Group, so I attach my draft paper on monetary
targets and economic policy. It is the companion piece to the
paper which you sent on 14 September for the MCR programme. Like
your paper, it is a draft. It represents my personal views — some
of which I am far from certain about. Senicr officials and many
colleagues whom I shall wish to consult have not yet had a chance
to comment,

I might perhaps add a word about my approach. I have started with
some rather simple issues which it seems necessary to restate before
getting into the economics. The economic sections themselves are

a little compressed, so I hope you will forgive the rather long
accompanying paper, There is nothing in this which will be new to
you, but I think it helps demonstrate how I am currently interpreting
academic and other outside work in the monetary field.

I am also hoping to let you have a redraft of the note on the monetary
implications of EMS before the end of the weex.

P E MIDDLETON

Encs 3
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(without attachments)

MCR: MONETLARY TARGETS AWD RCONOMIC POLICY

1. Charles Goodhart and I have now exchanged papers on monetary
targets and their policy implications. Both papers represent

our perscnal views., I have not attempted to reach a concensus
view among; the economists or the administrators in the financial
sector, nor have I discussed the paper yet with other senior
economists in the Treasury., I have however let Mr Atkinson,

IFr Byatt and the ecoacmic uvndersecretaries have copies on a
personal basis; Mr Atkinson has said he would like to have a short

discussion of some of the economic issues.

Mo

. I would not pretend my ideas are very firm. You will however
see that I have attempted to put targets in a brozder context than

in the Zook paper. Some of the opening remarks might seem obvious,
but they swve essential to an understanding of the econcnmics,
particularly the effect of targets on expectations.

B Mr Fforde has made some comments on th
1 also attach (with Mr Goodhart's soreement

very koen adwvecete of a chsnge to M1,

4, Beltween them

.
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MONETARY TARGETS AND ECONOMIC POLICY N L}:J A beagin b e AT
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T This paper considers the reasons for the adeption of ‘/

monetary targets and their contribution to the formulation

and operation of macro-economic policy.

Backeround

FL&MOM%M

25 Targets for the growth{of monetary sggregates are a

relatively recen henomenun,

They have become widespread only
since the mid 1970s. Now six of the seven largest OECD countries
have targets; the table below summarises the present position.
But some countries - generally the smaller more open economies - 5
are extremely sceptical about the value of targets. Ana thexé;égl
successful of all OECD economies - Japan - does not relabte its

econonic policies to published monetary guidelines of any description.

Table A: Monetary Targets

Countrv Agerecate
Ttaly Total credit
exvansion
Germany Central bank
money stock
Switzerland M1
Spain M3
United States i 17
: 12
M3
Canada M1
United Xingdom M3
Domestic credit
expansion
France M2,

Netherlands M2
Net naticnal
incornie
Japsn Nene
T The one common feature about these targets is that they sra
publisned in advance., This apart:
2. Targets are directed towards different mometary aggregales,
b. They are expressed in different ways and anply to
periods.



4.

9mmnmuuc+/b&de>

Co Some relate #6 Central Bank objectives and policies,

the administratio
. T cohirve tr
d. Their i

macro-econonic policy variré@ greatly.

others to as a whole.

the various instruments of

The other common feature about targets is that none of the

major countries adopting targets has managed to meet the stated

objectives with any precision or regularity. In one notable case,

the United States, the target for the narrow aggregate M1 has been

moved unequivocally in the opposite direction to the growth of the

aggregate to which it was related.

Table B: Projected and Actual Rates of Monetary Growth
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54 The impulse to publish monetary objectives of one sort
or another seem to have been a response to two world developnments:

a. The floating exchange rate system after the final
collapse of Bretton VWoods in 1973.

b. The widespread increase in inflationiﬁnq:?ver the same
period.

Floating meant that there was no longer a fixed standard of

reference against which people could judge the direction of macro-
economic policy. Demand management policies became suspect in

this period, and seemed if anything to contribute to inflation
without being able to maintain either output or employment. Monetary
targets thus filled a vacuum. First they supplied a simple test

by which the public could appraise some or all of the authorities'
macro policies. Second they emphasised the counter-inflation

element of those policies,

Conveving Policy Intentions

6. It might be said that the public are asking for the impossible
in looking for simple benchmarks against which to judge the
direction of policy. But though those concerned with policy making
inevitably complain about the lack of sophistication in the outside
world in ascsessing the consecuences of government actions, it is
unrealistic to imagine that this can very easily be changed.
Complicated sets of indicators will not convince those who want to
know about policy. If the authorities do not provide simple guides,
others will. It is better to offer one's cwn simple rule than to
allow an inappropriate one to be invented.

7e Moreover it can be argued that even relatively sophisticated
sections of the population have 2 need for such yardsticks.
Operators in domestic and foreign markets, negctiators in th

labour market, and others need a common framework of reference on
which to form expectations about the future. It is to meet this
need that published targets have beccme fashionadle. They may not
be aimed at the same audience in all countries, but the Xey reason
for their publication must be to convey a simple statement of policy
intentions.

8. It follows that the more aspects of poliay which can be
embraced in the published target, the more effective it is likely



to be in influencing expectations. The information which it

has been most necessary to convey has been related to the
intention of the authorities to combat inflation and, in the

case of more open economies, to rectify external imbalances.

It is widely accepted that restrictions on the growth of the
money stock are a necessary component of a programme against
inflation. A monetary target has therefore meant that someone -
maybe only the Central Bank - was putting the reduction of
inflation in the forefront of its objectives. It is also fairly
well accepted that monetary instruments, interest rates and credit
rationing are on their own insufficient to bring inflation back
to acceptable levels. An appropriate pay and fiscal strategy is
of equal if not greater importance. A targel in which all three
elements play a part is clearly likely to carry more conviction
than an objective embracing only one. This conviction carries
through to both the degree of emphasis on counter-inflation suggzested
by the target and the ability to take convincing measures to deal
with deviations from it.

95 In some countries such as Germany and the Unﬁ~g 3 th

constitutional position makes it difficult to % _HVD 2 BT

1 w,q:aiﬂvs ag
lwwﬂ,f’jktarrﬂts In these countries the monetary tarve;

is simply a staienent
avout Centrzl Bank objectives and policy - ie a signal about the

circumstances in which interest rates nay change. The governnment

may agree or cisagree with the objective of the Bank or it msy not

be known whether it agrees or not. If the government agrees ﬁa
fiscal and other policies should tend in the same direction 4% ¥?v~
is no reason why they should reflect final objectives in the same
degree, Ancd if the government disagrees there may bs a clear
conflict of policies and generzal uncertainty. The main objective

of the target is lost and the target becomes a means of testing

the resolution of the Central Bank in competition with the government.

H la—'rSlJ;-fv\. -/hué" .
whed.~ There is nothing in

economic theory which suggestc a monet
th

10. Ecoronic theory eeﬁa to mg to have been a second order con-
: . quﬂ

gideraftion as fa

ary objective should be
published, O?bh developments in monetary theory undoubtedly
contributed to g creased emphasis to the supply of money

in macro policy, especielly insefar as it is concerned with inflatior

There 1s no unanimity about mcnetary theory, aven among those who
] .

" Aar 0N, i 7
il [ T : T Y T
FTV cnruianna 2 g Hk | .
M R & ] 1 -l , N oo j . (, [o
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profess to believe in it; and there are a great number of

eminent economists who do not believe in it at all. It is(’

not easy to find a Central Bank governor who would cleim to be

a monetarist in any respectable academic sense, and it is quite
impossible to find a finance minister with such beliefs:'_Treasury
and Bank officials reflect the whole spectrum of views. Yet

even those who are most sceptical about monetary theory can see

a role for targets in the sense set out above.

11. If we approach targets from this standpoint, it is rather
absurd to expect them to do anything very precise.

12, PFirst, it is almost impossible for a government to pursue

any one objective to the complete exclusion of all others, If
things do not turn out as expected when the target is set - say
developments in pay are very different, the choice between final
objectives may have to be rethought and some alteration in monetary
and fiscal policies promulgated. This flexibility has been brought
about in practice by a variety of devices - base drift, rolling
targets or simply failing to meet the targets stated.

1%. Second, no matter how good economic relationships seem to be,
there ig no method of economic menagement which will suarantee
specific effects on inflation and activity., It is obviously
desirable that the policies and policy responses implied by the
target should be in a direction which the authorities have cause
to believe, and can cause others to believe, is in a direction
which furthers the general objective of controlling inflation.
Stebility of relationships between the aggrezgates to which policy

is directed, a theory about how they are formed and evidence

about their robustness are important. But it is futile to imagine

ot
Bt

%

that there will be any concensus within or wout government

p.

wi
about precise relationships. And it would therefore be misguide
to be over influenced in the choice of tzrget variable by either
particular relationships or by the ease with which it is thought
a particular variable might respond to particular instruments.
I see the role of targets as of much wider importance, convey
the assurance of a comprehensive responce in broadly the right

i
direction which would be accepted by a wide spectrum includin
5

4
ot
"

iy
those who do not plzce much value on purely monetary relationshir

L
Ll

w 5



I do not think that it is any criticism of targets that the
record in sticking to them throughout the world is not out-
standingly good. And we must avoid starting a reconsideration
of our own targets from the assumption that the way forward is
to look for narrower, more easily met targets which are more
comfortable to live with for the authorities. The reverse is
more likely to be the case.

Monetary Tarrets in the United Kingdom

14. T now turn to the development of monetary targetry in the
United Kingdom in the light of the general considerations set
out above, :

The Constitutional Position

15. In many countries the choice of aggregate has been related

to instruments which the Central Bank has - according to the
constitution - at its disposal. Such reasoning about instruments
leads the Bundesbank to set its target in the form of Central Tank
money. M1 targets are particularly relevant in the case of a Central
Bank in a fully independent nosition with authority over interest
rates. They serve as a guide to action by the Bank and enable it

to explain its policies. This is perhaps the main reason why

emphasis is placed on M1 in the USA.

e

16. As was 3gesueﬂ earlier, looked at from 1 the DCLnJ of view
ik

of econcnic po
results, to say the least. as teen under continuous attack

for its narrowness and seemtas—Yack of relationship to the policy

of the government in the USA. This culminated recently in the
resident attacking it in a speech as though it were an unpredictable
enemy sent to destroy him. On the other hand the Fed Chairman

has been urging counter-inflationary fiscal and other policies on

the President, even though he cannot point to a very clear relation-
ship to his monetary targets.

LR e

17, There is no reason why we should run the risk of such confusion
in the UK. A1l the key macro policy instruments are the responsi-
bility of the Chancellor of the Exchecuer and the government.

Though we may dislike the direction of policy cn which Ministers

—I...

>, instruments have to be corbined to meed their desired

o



arxre
18. Thﬁfe m@%_JAA&ﬁ%elreasonsG¢uch are examined 1aLer)why

we;?ﬁﬁafﬁ“wﬂqh to have a target reflecting interest rates alone.
But there is certainly no presumption that this is desirable.

Final and Intermediate Objectives

18. Guidelines for monetary growth are intermediate objectives

of policy. They might be seen as contributing to various final
objectives - full employment, price stability etc. They also
exist alongside other intermediate objectives with which they are
intimately related - exchange rate policy and pay policy are
examples. It is too much to expect the government to have an
absolutely clear cut set of priorities for any length of time
between either its final objectives or its intermediate objectives.
But it is desirable that the targets must convey information about
the mix of its objectives currently being pursued. And this is
broadly speaking what we have done so far.

19. Monebary targets were introduced in the UK at a time when
the crucisl aim of policy was to restecre external balance, though

continuing to bring inflation down was a vital element in this.
L credit objective is the most powerful indicator of such poliicies,
and following the agreement with the IMF our first publicshed

objective was in fact a ceiling for DCE.

20. As the external position improved, and reducing inflation

remained a major objective of policy, it was possible and apnropriate

to give greater emphasis to one of the indicators of money sunply -
thus £M? graduvally assumed the key position.

2 TH

e me sorv of considerations will arise in relation %o
a more fixed exchange rate in an EMS, but these are explored =zt

length in a separate paper., According to how much emphasis we
wish to give to UX exchange rate objectives and cepending on the

il W

arrangements within the EMS bloc, different monetary cbjectives

.

night be appropriate.

5

22. During the whole of this period, the monetary and credit

5

vy
objectives have been related to fiscal and pay policy. Had i{hese

=
iF
L

been different or quite independent, the nature o he target and
the severity of its impact would have reflected the different

policy mix,



23, This short experience does therefore serve to illustrate
the undesirebility of attempting to lay down in a definitive
sense fer—ell—time that any particular aggregate is superior
to others; the ultimate choice depends on priorities within
primary and intermediate objectives and these are bound to

change from time to time.

j- Formulatloﬁ-of Policy and the Use of Policy Instruments

o4, be sald that £M5 and DCE had been satisfactory

4 )
a. They wereﬁﬂj@ related to the’other elements of policy
on which they 1mp1nge when the targets were formulated.

b. Other instruments could not be adjusted if money supply
gets out of line with the target, in a direction calculated
to bring monetary growth back towards it.

25. Both the &£M3 target and the DCE ceilings have performed
g quite well in relation to these two tests. The process of policy
,;;jhkakmﬂfafmatisn is never perfect. Given the complexity of final and
\ intermediate objectives it is unrealistic to expect an inter-
mediate objective for any monetary aggregate to be the sole or
always the dominant consideration in the formation of policy.
Moreover our internal arraﬂgeww(ts for, re%ftifg monetary and non
monetary considerations a9eaalsa_lﬁaséggén4ﬁerfeet‘ But this
should not be allowed to obscure the great strides which have
been made over the past few years in bringing all these conflicting
considerations together and giving moqetary considerations an
{{ important role in overall policy formF%lon.

26. Basing discussions on £M3 has played an important role in
achieving this. Though we are very unsure about precise relation-
ships, both fiscal and intervention intentions have been limited
by - among other things their possible effects on £M3. And both
have been closely tied in with pay policy. These relationships
are plain to see as the published forecasts and the monetary
guidelines are available simultaneously.

27. Policy conflicts are bound to arise during the year. But
£M? targets have been given additional credibility because it
has been seen that we have been prepared to use all our policy

-t 8w
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endeavour tU @pproach—the—target. In 1977 when the attempt

to maintain a stable exchange rate was in conflict with the

monetary objective, the exchange rate was allowed to float

upwards. In the 1978 budget when the fiscal stance seemed
inéompatible with the monetary target at what appeared to be
feasible rates of interest, the government changed fiscal policy

in the most difficult political circumstances. Though fiscal

policy cannot be changed as regularly as purely monetary instruments,
it can be changed sufficiently often to be considered a possible

also been willing to use the SSD scheme with itg pregressive

reaction to major deviations from the published target. We have
element of rationing. N

28. The &M3 target therefore has very good credentials in
assuring markets that appropriate policy changesfgza take place
if we move out of line. It also scores werywell-in providisges
a basis through which those interested in monetary issues can
have a significant influence on the formation of other relevant
policies.

29. Would other aggregates do this as well? Narrow aggregates
such as M1 almost certainly would not. There is no very satis-
factory way of relating this aggregate to other aspects of
macro-economic policy. It is true that fiscal policy can put
great strains on monetary policy. But the danger in moving to

an M1 target is that it will be seized on by some as an opportunity
to get rid of what they see as the shackles imposed by monetary
considerations on other policies. This is surely the greater
danger. It carries the risk that underlying conditions may be
such that the chances of actually being able to influence economic
conditions significantly within conceivable changes in interest
rates - less still meet an ambitious monetary target - would be
notably lessened. The objective is not just to set the target
which can be easiest met. It is to have a real impact on prices
and expectations about prices.

50, These objections do not apply in the same measure to £M5.
Here the problem is the unknown nature of the aggregate and the
A TEUUEE,

difficulty of getting eé%hff_pe%iqyﬂnakeﬁswo;; he market to take
it seriously. _ ;
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Conveying, Information

31, To be suitable for conveying information a target must
be based on a concept which:

a. Is readily accepted as relevant,

b Gives the most widespread assurance about the direction
of policy.

C Has a reasonable theoretical basis and can be controlled
by the use of policy instruments.

32. The present aggregates to which policy is directed, DCE and

£M3, score well in terms ﬁf the first two considerations,CMaJ
well in derms of dhe Hor
3%, &£M3 1is well known.' Statements about monetary policy are taken

to be statements about £M3. Though there have been occasional
suggestions that another monetary aggregate would be more appropriate,
policies directed towards controlling £M3 have satisfied market

and other opinion as appropriate. On occasiogns whenfge have attempted
to give more emphasis to another aggregate ( e Bank's attempts

to direct attention to\ M1 in 1973), markets have remained unimpressed
and continued to monitor £M3. So entrenched is that aggregate that

it would be difficult or impossible to direct policy to another
aggregate to replace £M3. For a considerable time at least any

other aggregates would be additional.

34, DCE is perhaps less well known, but is easy to relate to £M3

and following tgﬁdlgi standby is generally thought to be appropriate
vE
if policy is 3yl directed to particular external objectives.

25. £M3 is a useful single indicazﬂiagf the general stance of
government policy because it has aceceuwn¥tinsg links with all the key
areas of policy. There is a link with fiscal policy through the
PSBR; with the authorities' open market operations; with bank
lending to the private sector; and with external flows and exchange
rate policy. These links are not of course as straightforward as
the accounting relationships tend to lead one to think., But they
are closer and better understood than those with any other aggrepgate.

56. Looked at from this standpoint other monetary aggregates suffer
from serious disadvantages:

a. £M1, the narrow aggregate, would be mainly about interest
rates. It would offer no assurance about fiscal policy and
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have no very clear relationship to pay policy. It might
indeed lead people to believe we thought that monetary
policy could be pursued independently of fiscal policy which
the authorities were free to pursue unrestrained.

We should probably be driven towards some independent measure
of fiscal policy. It is exceedingly unlikely that we should
vrgasow<Law»ﬂ'regard the PSBR as the relevant indicator - its main importance
9;; \ Qankes is as a monetary indicator of fiscal policy; its relevance
? ‘eb..L?SSR lies in its relationship to money understood in the sense of
dfk v £M3, The PSBR has no very clear relationship to £M1. We may
Akmﬂ) bk as a result of a £M1 target arrive at a better indicator of
ﬂu>ﬁ¢?%$@'%ﬂgfiscal policy, but it is unlikely to help contribute to the
) VS 7 impression of coordinated policies - especially as the PSBR
‘sa;iuﬁﬁk”“d” like £M3 is likely to remain important in the eyes of markets

¢
5\ regardless of what we do.

b. £M5 is moving into the unknown. We do not even have a
series though one could no doubt be constructed. It could
involve changes in the system eg of controlling the building
societies and the NSB which may have unpredictable effects.

It seems to be more likely to constrain than to free the use
of some policy instruments (eg interest rates if the link with
building societies becomes explicit) than direct them more
rationally. It is unlikely to carry conviction for some time
and we could not be very confident in using it.

37, It might be asked why not have more than one indicator. The
answer is that this is more likely to confuse than to help clarify
the direction of policy. Government policies are not viewed in

an academic way. Doubling the number of targets doubles the potential
criticism if one fails to meet either or both. And in particular
very strong arguments would be needed before moving to two untried
aggregates and abandoning the one which we and everyone else has

got to know.

723, These arguments are reinforced by the prospect of entering into
new European Currency Arréngements at the end of the year. We
should be hesitant about making other fundamental changes at the
same time - we do not want too many unknowns. We shall wish to be

able to assure the markets in relation to what they think they
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know and understand.

39, EMS also means that we should be very careful in moving
towards aggregates which depend for their efficacy essentially
on interest rate adjustments. Under the new arrangements we

may need to use interest rates primarily to convince the markets
that day to day decisions are primarily directed towards exchange
rate stabilitye.

40, The main doubts about £M3 are concerned with its theoretical
basis and our ability to control it. These issues are considered
below.
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