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1.10 MONETARY AGGRIGATES

Domestic Financial Statistics A3

S AND INTEREST RATES

1979 1480 1480
Tem :
03 04 o1 02 Fuh. Mar, Apr May June
Muonetary and credit cpates
{annual rates of change. scasonaliy .i]u».u'd i poieent)!
Member bank reserves
| S0 12.7 4.4 2:0 = fLR 44 4.3 -9 - 1.0
2 Reguited ... .. g 47 1.7 54 20 (%} 46 Ty 1.3 - 1K
3 Nonborrowed 6.9 7.1 ib 8.1 ~32.3 -293 15.5 411 17.1
4 Monctary base? 93 97 1.6 54 7.5 6.9 k3 73 6.1
(‘nmq:n of money and liguid assen?
i-1A TR 45 4 -39 b4 -19 - 17.7 B il
9.6 S0 hid -4 Ly -3 - 14.1 -1.& 149
0.7 7.1 7.2 54 s S4¥ -2.0r 0.8 T3
108 9.1 TR 57 118 4.4 1w 8.4 128
12:2 8.5 LS n.a 1.5 1.9 St 8.9 n.a
Tunc and savirgs depaosits
Commercial banks
9.1 12.4 s4 98 14.6 8.5 15.0 6.6 =16
4 - 16.5 -193 =226 =~ 215 =356 —43.3 -1.5 329
2.5 321 el | 339 359 425 544 14.1 -31
Large-denominatian vmet . " . . £ 19.7 11.3 10.1 M0 1.6 16.2 8.5 -MR
14 THAD INSETGAONET .o csarerivsssissmenohiiine aiaveiaa s 14 6.7 27 4.9 1.6 4. 3.0 7.9 9.2
1% Total loans and sccurities at commeraal banks® . 134 87 9.4 -5 18.7 2.6 —4:3 —6.1 -28
1979 1980 1980
Q3 o4 Q1 [02] Mar. Apr. May June July
Intesest tates (levels, percent per annum)
Short-irrm rares
16 Fecoral furds 10.94 13.58 1507 12.67 17.19 17.61 10,95 917 9.02
17 Federal Reserve discount™® 1021 11.92 1:5% 12.45 13400 13.00 1294 1148 0 K7
18 Troasury bulis (3-monih m: arket vield)! i 9.67 11.84 1335 9.62 1570 13.20 8.58 7.07 & (it
19 C amer-al papei emonth)UEE o 1064 13.35 14.54 1118 16.81 15.78 9.49 827 841
Lung-term rates
Bonds
. S T T T R G 9.0 10,18 11.78 10.5R 12.49 11.42 10.44 9.89 10,32
21 mate aud b mur mentit | 628 7.20 8.23 T.95 9.17 863 7.59 T.63 K13
22 Aaa utihiy (nev s * oot 11.21 13.22 11.78 14,01 1290 11.53 1. S0 11 s
23 Coavennonal mioripaces 11.13 1238 1432 12.70 16.05 15.55 1320 12.45 1245

1. Uniess otherwise noicg, taics 0f change are caloulated from averace amounts
outstanding in preceding manth or gquarter. Growth rates for memper b ank reserves
are adiusted for disconiinuities in series that result from chanpes wm Repulanons
Dane M.

2. Iacludes total reserves (member bank reserve balunces in the current week

lus viult cash held iwo weehs earlierj currency outside the ULS. T reasury. Federal
i’(l‘!-rl ve Banks. and the vaults of commercial banks: and vault cash of nonmember
banks,

3. M-1A: Averanes of dailv ficures for (1) demand deposits an all commercial
banks other thar those dus to domestic banks, the V.S, government. and forcign
bank: and offici.i msttutons less eash items an the process of collecuon and
Fed: ol Reser - floar; ana 2) currency out:de the Treasury Federal Reserve
ban.. . and th- .aults of coumercial banks

M-1B: M-1A plus neeotivole order of withdrawal and sutomated transfer service
accounts al banks and thntt insututions, credit umon share dratt accounts, and
demand deposits at mutual savings banks,

M-2: M—1B plus savings and small-denomination ume deposits at all depository
institutions, overnight repurchase apreements ar commercial banks. overnight
Eutodallars held by US, residemis other than banks ar Caribbean branches of
member banks, and money market mutual fund shares

M-3: M-2 plus large-denomination time deposis at all depository institutions
and term RPs at commercial banks and savings and loan associatuons,

L: M-3 plus other biquid assets such as term Burodollars held by LS. residents
other than banks, bankers acceptances. commercial paper, Treasury bills and other
Liquid Treasury sccurities, and U.S. savings bonds.

4 Savings deposits exclude NOW and ATS accounts at commerc:al banne

% Smali-denomination time derosits are those seucd in amounts of less than
$100 0060,

6. Large-denomination time Joposits are those issued in zmounts of S100.007
or more

7. Savings and loan associations. mutual savings hanks, and credn unions

8. Changes calculated from fipures shown in wable 1.23

9. Averages of daily effectne rates taverage of the rates oa s poven date weighted
by the volume of transactions at those rates)

10, Rate fur the Federal Rewerve Bank of New York.

11. Quoted on a bank-discount basi

12, Beginming Nov. 1977, unweighied average of ofiering rates quoted by at
least five dealers. Previously. most representabive rate quoted by these dealers
Before Nov. 1979 dats shown are for %0- to 1149-day matunin

13, Marker yiclos adjusted 1o » 2lvcar maturiy by the US. Treasury,

14. Bond Buver senics for 20 issues of mixed guatity

15, Weighted averages of now publichy offercd bonds rated Aus, Aa. and A by
Moods's Tnvestors Service and adjusted 10 an Aaa basis. Federal Reserve com-
pilations.

16, Average rates on pew commatments for conventional first mortgages on new
homes in rtmur\ markets. unweighied and rounded to nearsst 5 basts points, from
Dept. of Housing and Urban Deselopment.

Source ! Federal Reserve Bulletin, August 1980.
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DU LDARY PCLICY IN SWITZERLAND

i The Swiss were early converts to nonetary targets. The
advent of floating exchange rates provided the opportunity for
setting independent monetary objectives as part of a policy of
ensuring price stability. Monetary targets were first set in 1975.
These were expressed in terms of the annual average rate of growth
of M. 1In 1975 and 1976, a target for the growth in monetary base
was published alongside the M1 target but it was dropped in 1977
and 1978. TFor the first % years, the outturn was quite close to
the target, though there was a small overshoot in 1976 as a result
of a shift from time deposits to sight deposits associated with
lower interest rates on savings.

2s In 1978, however, the Swiss franc casme under intense pressure
despite very low interest rates and the introduction of a number

of inflow controls. In effective terms the exchange rate appreciated
by 20% between December 1977 and September 1978. In October 1978,
the Swiss National Bank (SNB) announced a major change of policy.

No further appreciation against the DM would be pernilted and the
SNB would intervene to achieve a rate of at least SF80 per IM100.
(Germany accounts for about 1/5th of Swiss exports). This decision,
which was related to the SNB's participation in +the central bank
arrangements to stabilise the dollar, implied the avandonment cof
the monetary target. During 1978 M1 rose by 22%, December to
December, or 16% on average for the yeaf:'against a target of 5%.

B No monetary target was set for 1979. During the course of

the year monetary conditions gradually returned to "normal", and
the exchange rate fell back from its peak. The excess of liquidity
was gradually reabsorbed. M1 feil'back from SF66 billion at the

end of 1978 to SF62 billion by the middle of 1979 and it remained at
. that level for the rest of the year. By the end of the year, the
SNB was able to unwind a number of measures aimed at discouraging
capital inflows and in December the nepative interest rate on
foreign bank deposits was abolished.

4. At the end of 1979, the SNB decided once more to announce a
monetary target. This was set at 4% for the period November to

November 1980 and it was expressed in terms of the growth in the
monetary base rather than M. By'midxl980,-the monetary base had

- 4 .



shown no increase over a year carlier and [17 had fallen about
8% below the level of a year earlier.

o In response to the questionnaire sent by the Treasury and
Civil Service Committee, the SNB reaffirmed its belief in the
use of monetary targets but it was prepared to be pragmatic.
Its memorandum stated:

"On the whole, we believe that the benefits exceed the costs
of a money stock target. However, as far as the Swiss
approach is concerned, we do not apply monetary targets in

a rigid manner. Normally, we attempt to stick to the target
as closely as we can, but are also prepared to depart from
the target if major unforeseen events should ozcur. Even
though our approach to targeting the money stock is not
rigid, we do not consider it to be ineffective. An unforeseen
event really must have a major detrimental impact on the
Swiss econqmy if the money stock target is to be abandoned
temporarily".

6. Prior to 1€78, when the monetary target was expressed in terms
of M1, there was thought to have been a fairly stable money
multiplier ie the ratio between the monetary base and M1.
Developments in 1978 and 1979 have called that into question.

The SNB now believes that the demand for money is subject to shifts
induced by exchange rate expectations. At times when the Swiss
franc is expected to appreciate, investors alter the currency
composition of their portfelios pushing up the demand for Swiss
money and other Swiss franc assets.

Y With a target 'set in terms of M1 there was a danger of the

authorities responding inappropriately if the money stock began

to expand rapidly. The central bank would not know whether this
was because monetary policy was too lax or because exchange rate
expectations had changed. If it were wrongly interpreted as the
former, the authorities would contract the monetary base and add
to the deflationary pressures caused by the strong exchange rate.

8. To counter these problems, the SNB decided to set its target
for 1980 only in terms of monetary bave. In an interview last

May, when the latest statistics for M1 were showing a fall of 12%
on a year earlier, Dr Leutwiler, the SNB President, stated that the



[
decision to fix the tarpget in termws o monelary base has been

the correct one. If the target had b:ren set for M1, it would
have allowed the monetary base to exp:nd too fast, further
weakening the Swiss franc, ie the con.erse of para 7.

9. The SNB memorandum to the TCSC described the short run

volatility of the money stock and the:monetary base as "considerable",
but this is not thought to weaken the impact of targets if public
confidence that they will ultimately be met is retained. It warned
that an attempt to eliminate the short run volatility of the

ménetary aggregates would be liable to increase interest rate and
eichange rate volatility.

10. Irrespective of the agoregate for which the target has been
set, monetary base has always been the instrument of control. There
are several reasons for this stemming from features of the Swiss
financial system. Swiss banks are normally willing to hold
significant balances with the central bank even in the absence of
monetary cash requirements. This reflects the fact thalt there is
not a well developed domestic money market in Switzerland and

that banks have thus no alternative source to the central bank for
privacy liquidity. The absence of a money market, which makes it
difficvlt te conduct open-market operations in short term domestic
securities, rules out a strategy of monetary control bosed on
short term interest rates as an instrument cf poiicy.

A

i. The conduct of monetary policy has been aided by the small
size of the public sector. In 1977 tax revenué was equivalent to
31.5% of GDP, compared with the OECD average of 36.2%, and the
average for OECD Europe of 38%. The public sector deficits have
also been small by international standards. Over the last 3 years
the general government borrowing requirément has averaged around
1%.

12.- It is dangerous to genéralise from Swiss experience as it is

‘an economy sul gencris. Certainly, the eiperience of 1978 seems to
have had little permanent effect on inflation which acclerated from

1% in 1978 to about 5% by December 1979. This was still the best:
performance in the OECD area. By June 1980 inflation had dropped
to %%. ' L

13. By contrast,_it§ growth performance has been the worst in the

~ OECD area. Viptually alone amqng industria1 countries, the level of

-3-



GNP in 1980 will still be below (2%) the 1¢73 level. This
has, however, been consistent with the maintenance of an
unemployment rate of less than 4%. The burden has fallen on
foreign workers. Between 1974 and 1977 the total labour force

contracted by 270,000 (10%) of which 210,000 was accounted for
by foreign workers.

IG% Division
HM Treasury
26 September 1980
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ANNEX 3%

SWISS MONETARY POLICY

g This Annex examines the relationship between the monetary

base and the monetary aggregates, principally M1 which the

Swiss authorities used between 1975 and 1978 to express the
monetary target. Chart 1 compares the percentage changes over

four quarters for monetary base and M1. There appears to be

quite a close relationship between the two, though this is not
surprising since the base represents just over half of M1. Chart 2
shows the relationship for M2.

s Divergences between the growth rates of the base and M1

are reflected in changes in the multiplier. Chart % shows the
multiplier, defined as an elasticity, (the ratio of the absolute -
changes shows exactly the same profile). Over the 20 years

to 1972, the multiplier was moderately stable, averaging
about 1.0 (1.8 if measured as the ratio of the absolute changes).
During this period there was one major aberration in 1959-60,

and a less pronounced disturbance in 1962. Apart from these two
periods, the multiplier fluctuated within a range of 0.1 to 3.6,
90% of the readings lying in the range 0.3 to 2.9. It is also
noticeable that there is no trend in the multiplier.

Do Since 1972, there have been 3 major disturbances to the
multiplier relationship, those in 1972-73 and 1978-79.being
attributable to currency disturbances, in particular weskness of
the US dollar against the DM. Imn 1975 there was a change in
relative interest ratesin Switzerland which caused a shift
between M1 and M2. The M1 and M2 multipliers moved in.opposite
directidns as opposed to many together in the periods of currency
uPheaval; ' '

4. However the fact that, with hindsight, it has been possible
to identify. discrete events which have caused the deviations
from the norm may be little comfort if it is not possible to
predict either the timing of these events or the extent to which
they will distort the picture. With the experience of 3 major
deviations since 1972 it is difficult to rely on the stability .
of the multi@lief._ '



D Chart 4 shows the development of velocity, calculated on an
annual basis. The velocity of the monetary base and M1 have
shown wide variations, apparently around s rising trend. The
velocity of M2 has moved cyclically with no trend.

6. Chart 5 shows the development of interest rates over the
past 10 years. In the first half the period there were no public
targets though control of the monetary aggregates was still
exercised via the base. There appears to be little difference

in the behaviour of interest rates since targets were adapted.
Call money has exhibited great volatility, but three month rates
have followed a smoother cyclical pattern, with peaks of around
6% being reached in 1974 and 1980, after the two o0il shocks.
There was a8 minor and short lived peak in 1977.

Ve Chart 6 shows the development of prices and M1. Though
the surges in M1 in 1972-73% and 1978-79 were followed, with
differing lags, by periods of accelerating prices, it is
possible that the relationship is coincidental, with a third
factor - higher oil prices - being the explanatory wvariable.
It is noticeable that the periods of accelerating monetary
growth in 1968-69 and 1975-76 were not followed by peaks in
the inflation rate..

IG3 Division
8 October 1980
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