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rates affect real activity is admittedly weak, there is
no route in the Treasury model by which monetary
disequilibrium might affect the real economy.

B All this is true, but it is only a disguised version of
one of Mr Goodhart's favourite Jjibes, namely that the
Treasury are unbelievers on the importance of

monetary policy. The truth is that the Treasury model gives
us scant reason for adopting a monetary target for any
other purpose than that of influencing expectations; and
this is not really an adequate theoretical framework for
discriminating between more or less broad and narrow
monetary aggregates as the appropriate focus for

monetary policy.

Ge we asked lr Goodhart to summarise again the case for the
Bank's preferred M1/M5 approach. He repeated the story we
had already hesrd: because of the perverse initial effects
of interest rate changes, and the effect of expectations

in tending to magnify any deviation from the target path,

it is not possible to control £M3 in the short run. INoreover
the corset is having to bear an increasing weight, and

will shortly break down. The Bank accept that we should pay
attention to movements in a broader aggregate which

can be influenced directly by fiscal policy and credit
rationing; but such an aggregate should be looked at only

on the basis of a medium term (say 6-12 months) trend. For
the time being, the first priority was to find an aggregate
which could actually be controlled in the shorter run, since
the markets insisted on having a target on which to focus
month by month. Only M1 met this requirement; and if markets
saw an M1 target actually achieved by manipulation of nominal
interest rates, their confidence in monetary policy would be
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much enhanced. Meanwhile, provided Ml kept om track it would
not be necessary to worry in the short run about the effects
of a strike of gilts investors in inflating &3 or 5.
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" We accepted that it might well be possible to control

M1 as described (although I remain to be convinced that - as
Mr Goodhart argues - the movements in nominal interest rates
this would require would be likely to be smaller than those
now required to control &13), but questioned whether it made
much sense to regard control of M1l as an end in itself. The
Bank offered two replies: first since the Treasury model

does not regard interest rates as having much effect on
incomes or output, the Treasury need not worry about the

Bank using them to control lMl. Second, and more
interestingly, Mr Goodhart said that the Bank saw interest
rate movements guided by Ml as generally to De relied upon

to push the economy in the "right'"direction. In other words,
M1 is to be regarded as the key indicator of trends in economic
activity; a faster than planned increase in Ml implies a
faster than planned increase in real disposable incomes,

which calls for some countervailing action by the authorities. -
(It is odd that Mr Goodhart in his own mper about monetary
targets specifically rejected this indicator role for monetary
targets; as he said themn, there are other statistics equally
quickly available - egfor retail sales, inports, employment,
earnings - which give a clearer pilcture of movements in real
demand and activity in the economy.) Mr Goodhart said that






even if we did not have the current difficulties over pay,
he would advocate an increase now in short-term interest

rates to restrain M1, despite the recent very slow growth of
mB.

Se On the possible use of M5, we said that we recognised
the force of the Bank's case for moving away from &1%; but some of
the perverse effects of interest rates and the vicious circle
of expectations apply equally to the broader aggregate, and
in the case of M5 there is no scope for action to meet the
target by "optical" adjustments. This suggested that,
despite the Bank's strictures concerning the corset, we
cannot expect to do completely without any sort of
quantitative control of banks' (and perhaps also building
societies') balance sheets. Mr Goodhart said that he
recognised this, and that he envisaged replacing the corset
with an incremental control over lending (but he was worried
by the risk that an M5 target would precipitate a collision
between the requirements of monetary and housing policies).

9. The conversation certainly helped to elucidate the Bank's
intentions and to remove misunderstandings. But it still
left all sorts of problems inherent in the Bank's approach:

(i) it remains difficult to see how the transition from
£M3 to M1 as the operational target would be
explained to the markets, and how they would be
brought no longer to attach significance to month
by month &M% movements (we could hardly suppress
publication of the &3 statistics);

(ii)  the more successful the Bank were in establishing
the primacy of M1, the more problematical would be
the role of the wider aggregate. It is far from
clear how one,wouldagudge when a random fluctuation

as unimportant y
to be regarded As long as Ml was moving acceptably
became an adverse trend calling for fiscal (or

other) action;






(idd)

(iv)

(v)

the more commentators' attention was focussed on
M1, the greater the risk that Governments would

try to follow fiscal policies which tended to
unbalance the economy. Meanwhile opponents of
fiscal and monetary restraint could be expected

to object to increases in interest rates designed
to achieve Ml targets unless other monetary
statistics, and other statistics relating to demand,
imports, employment etc, unambiguously required
deflationary moves by the authorities;

to the extent that a broader aggregate remained

an important objective, the difficulties now

experie%ced wiii £ME %ould continue to be felt,
all

i oTr near
since they all /apply also to M5;

a situation in which the main emphasis of monetary

_ﬂ@ﬂipulating interest
rates to control M1 might/be one in which fiscal

management rested on th%PB%%F
and monetary policy became increasingly divorced

from one another, and the Bank and the Government
became increasingly suspicious of each other.

)mﬁ

A J WIGGINS
19 October 1978
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ROLLING FORWARD THE £M3 TARGET

Mr Goodhart telephoned yesterday, at Mr Fforde's reocuest, about
the timetable for submissions on rolling targets. The forecasts
will be available on 25 October and we can then start formulating
our views. I suggested to Mr Goodhart that the best course might
be to arrange a discussion between Mr Fforde and Mr Littler early
in the following week - perhaps on 31 October. This will allow
time for us to sort out our own thoughts before meeting the Bank,
to see if they are approaching the question in the same way. We
can also decide how to coordinate submissions etec.

If you agree, perhaps Mr Williams could arrange a meeting.
.{;-‘
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P E MIDDLETON
20 October 1978
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Mongtory Targoelts and Macro~Economic Policy
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Introduction

1. This paper discusses the rationale for having monet.arv
targets. The reasons for adopting such targets at all give some
guidance about which aggregate(s) should be chosen for that nurpose and

how such targets should be operated.

Doe Monetary targets are intermediate objectives in the scnze
that their achievement is not a final okjective of policv - in the
sense tnait full employment, price stabiliﬁy are such final objectives -
but rather a means to that end. Since the relationship hetween the
achievement of the intermediate (monetary) target and the achievement
of the final objectives is itself variable and not capable of close
prediction, what is the reason for varving the instruments of volicv to
achieve an intermediate target in the first place rather than aiming

-

directly to achieve the optimal desired mix of final ohjectives?

3 /
Poole to thi

To digress for a paragranh, the answer initiallv given by

s question, and still widelv held by American academics,

is that satisfactory data on the progress of the economv were slovar anc
nore subjcct to error than the monetary data. Accordinglyv, a
divergence of the monetary series from its planned path was a useful
early indication that money income was currently diverging from its
nlanned path: action to restore monetarv growth to target would
similarly restore incomes to their planned path. In the UK, however,
the erratic nature of the monetary series, the prompt availabilitv of

a range of direct informaticon on prices and the real Qconoﬁy, and the

lack of short-term robustness in the relationshin hetween monetarv grow
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indicator variahle. Thouolh, even s0, at times observation of monetarv
develonpments, especiallvy M1, mav Be a factor in influencing some peonle’

judgment aliout what is 'reallv' haepening in the econonmv,/

ray

2 The case for intermediate monetarv tarcets raests not on
short-terin difficulties of observina how the cconomv is currentlyv devel-

oping but rather on the mediwn-termn uncertainties abhout how it should

4

be steered over the mcecdiwa and lonuer ternm. Moneltarv taracets have

value inaoiar A5 thp medivn bnd longor-toers relationships babucan
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5 An alternative approach to achieving a desired mix between
real growth and inflation has Lecen to aim for some anpronriate pressurc
of demand, usuallv proxied by a target unemplovaent rate, for example,
Modigliani's Non~Iﬁflationary Rate of Unemployment (NIRU). It is
evident, however, that the-relationship between sunplv cavacitv in the
UK and the level of unemplovment has been variable, so that ik ds
difficult ever to be confident what the nromer level to sim for might
be. Given this uncertaintv, combined with a proper dislike of
unemployment itself, and a normal lag between expansionary pressures
affecting output and then causing faster inflation(l}, there is somethi
~of an inbuilt tendency for the adoption of this alternative approach

to result in accelerating inflation. The effect of that on exnectatic
causes Further trouble, and naturally leads to a search for some
further, more effective discipline against inflation to provide both

an umbrella and a constraint for other policy measures. That

discipline can be provided bv a monetary target.

6. ' Insofar as monetary targets act as a discioline, they will

involve the ‘authorities in having to adjust their policy instruments

to achieve these intermediate tarcets. Such adjustments, especially
of a deflationary kind, will often be unponular. If the discipline
is to be accepted, it must be seen to ke necessary. That necessitv

derives ultimatelv from the medium-term relationship between monetary
growth and the growth of money income. Tnsofar as that relationship
appears to be unstable; the underlying intellectual justification of

accepting the discipline is eroded.

7. The medium~term is no more than a summation of short terms

A policy sten is alwavs laken in a short run context (as well as in

a longer run context); /is it right to do X this month or wait for
more. information until next month?/7.  Thus, even the short run

instability of the relationshin between money and money incomes will
cause problems, because the authorities may want to defer deflationaryv
measurres on the grounds that the 'cxcessive' moncetary growth is the
resuit of temporarv distortions - eg. in the gilt market - while
outside commentators may interpret the short run change as the
beginning of a longer run trend. apart from reinforcing the argument

for hasing the monctary target on an aggregate with a-stable

(l) The lacgs botween demand managceront actions and the resultant
onbecoma in terms of outpub, emplovaont and inflation are also
liable to preoduce wolicv-generatod cveles in act ivity:



relationship with money incomes, this consideration raises questions
both of the achievcanent of credibility and of operational strategy

and tactics which are discussed further beélow.

8. AXthough thé argument that a monetéry target provides a
discipline on macro-eccnomic policy is straightforward, the type of
discipline involved, the question of which instruments and policies
are constrained by the need to achieve a monetary target, does depend
on the form of the monetary target, which aggregate is chosen. In
succeeding sections the relationship between monetary targets and

interest rate, fiscal and exchange rate policies are explored.

Interest Rate Policy

s The link between the achievement of quantitative monetary

targets and the instruments of volicy is closest in the case of interest

rates. The authorities can adjust (some) interest rates; interest
rates are the monetary instrument. Interest rates both enter into the

demand for money function and form a main transmission route whereby

monetary changes affect the economy.

L@, This link. is particularly close when the monetary target is
IMl, rather than a broader monetary aggregate. The adjustment of M1 to
"its target path is brought about by an appropriate variation in the
general level of interest rates - given the level of nominal incormes.

In those countries where an M1l target is used, e.g. USA and Canada, this
is seen as a_ discipline to bring about offsetting changes in the general
ievel of interest rates, as nominal incomes and therefore Ml diverge from
their planned trends. This discipline forcing the authorities to make
sufficient changes to inte;est rates to control M1l is seen as desirable
because political constraints restraining upwards movements in interest
rates, and Central Bank concern with stability in financial markets, had
tended previously to dampen contra-cyclical interest rate movements +o
the extent that monetary growth and credit creation had varied pro-
cyclically. [Tn so far as there is quite a large interest elasticity
of demand for M1, B.I'riedman has shown, in his 1977 Brookings Pawver,
that keeping Ml to a desired path will still result in a smaller than
obtimal deagrec of interest rate variation, because to the extent the
desired growth in M1 is met by substitution betveen asscts it remains
possible for actual nowminal incomes to diverge from desired nominal

/

incomes

-



11. Thus an ML toarget was ﬁﬁnn as nroviding an overt justificatﬂ
for an appropriate deyrece of otra—cyclical adjustment in interest rato:
In practice such a target never did amount, and probably never could
have amounted, to a rule for that purposce.  The lags involved before
M)l adjusted to interest rate changes meant that any attempt to bring

Ml back very rapidly; i.e. within a month or two, to its desired path
would require excessive, indeed perhaps impossible, interest rate
variations. So the horizon over which adjustuwent was to be achieved,
and the speed of adjustment, remained a matter of judgment. Moreover
doubts abouvt the reliability of the M1/Y relationship and the occasiona
influence of other considerations, such as external factors or conditio
within the financial system, sometimes influenced the authorities'
response: meanvhile the adoption of rolling targets in the US gave the
authorities somewhat more leeway to relate the general level of interes
rates to factors other than absolute commitment to the achievement of a
M1l target. The room for judgment, particularly in the speed and exten
of response, remained gquite large, though the rate of growth of M1l was
the single most important consideration, particularly in the direction

(as contrasted with.the extent) of change.

2. - Although M1 adjusts to chandges in interest rates with a lag,
that adjustment process seems fairly robust in most circumstances.

This depends, however, on the demand deposits in M1 having a zero, or
low fixed, yvield, so that éhanges in the general level of interest rate
change the relativities between own and competing alternative yields.
In the cace of broader monetary aggregates, £M3 or ML for instance,
which contain a large proportion of liabilities bearing interest rates
set at market rates, changes in the general level of interest rates '
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cannoct be relied upon even to shift

direction. Indeed those actions that impinge primarily upon the bank

i
own liquidity, e.g. calls for Special Decvosits, are likely, over scme

initial period at least, to move interest differentials in the wrong wa

13. The problem of trying to control a broader monetary aggregat
by interest rate adjustments is compounded by the naturalreaction of
investors in the gilts market. When £M3 is growing 'too fast' investo
can expect subsequent movements in interest rates to be upwards. In s
far as such movements occur primarily at the short end of the market,

where the authorities can exert greatey influence, the yield curve

shifts in the 'wrong' dircction. For these rcecasons it is not perhawns
surprising that the short-term reaction of EM3 Lo interest rate changes

has been sluggish, unsatisfactory and even perverse, though ceventually
such changes, wovking largely viathe demand for bank borrowing, have had

considorable cffteat.,



14, This has meant that it has not been possible to indicate what
adjustments in interest rates would be consistent with stable dgrowth in
£EM3. With no stable relationship between £M3, interest rates and monc
incomes, it seems hardly sensible to usce a target of that form to
indicate an appropriate contra-cyvclical adjustment path fér interecst

rates.

Fiscal Policy

15, Insofar as interest rate adjustments are thought to be of
small consegucnce for Ehe economy, it is of less value to have the
relationship between such rates and monetary growth at the heart of.
monetary policy. Even in the US, where the various transmission rout:
of monetary policy effects via interest rates are considered to be
stronger, the monetary authorities remained vitally concerned ahout thc
state of fiscal policy and the fiscal/monetary mix,. In this concern
they are not much helwved by concentration on Ml: this aggregate is
affected only (through the demand for money function) by money incomes
and interest rates; fiscal policy only enters indirectly through its
effect on Y, and whether Y is increased by fiscal or any other form of
expansion makes no difference. This conclusion is reached vartly
because the outstanding stock of Ml is always thought to be demand-
determined - & diseguilibrium with the supply of M1l balances differing
from that demanded is never observed. That assumption is reasonable
on theoretical grounds, but also the direct statistical and economic
links between the various suoply--side counterparts and Ml are
hopelessly blurred - because all time dewosits, public sector deposits.
etc., would have to be netted off against the supply-side’ counterwvarts

to arrive at the M1l statistic.

16. This latter identification of supplv~side countervarts, of
course, is more easily wossible with the broader monetary agoregates,
£M3 and M5. Here the relationship between monetary growth and the
fiscal deficit is obvious from the accounting framework. Moreover,
given the difficulties, desribed above, of using interest rates to
control £M3, it can be argued, by the LBS for examnle, that
variations in the PSBR are the only effective way of controllina EM3.
17. Fiscal policy, however, has been, and will no doubt continuc
to be, influenced by many other factors than just its monetary
implications. FFiscal »nolicy udjhatMean lie at the heart of Kevnesia
~ud

macro-models, where tliey are seen to 'work' whercas monctary policy

Cmeasures often do not seem to do so. If such Keynesian analysis is t



will be consistent with maintaining the exchange rate commitment.

In particular, it will be necessary to reassure markets that the option
of resorting to regular discrete devaluations will not be over-used.
There will surely be occasjions, for example in the aftermath of a
devaluation, when economic commentators doubt the will or the ability
of the authorities to sustain adherence to the fixed rate regime in
future. A monetary target could be a valuable, indeed necessary,
adjunct to the maintenance of the exchange rate commitment as well

as to the control of inflation.

24, The choice of the form of monetary target, in particular
whether it should be primarily expfessed in terms of an objective for
DCE -or alternatively for one or other monetary aggregate - eg M1, E£EM3,
M5 -, wquld, however, seem to depend largely on the degree of
commitment to exchange rate fixity on the orne hand as compared with
domestic objectives on” the other. For example, if the balance

of payments is stronger than expected, and upwards pressure on the
exchange rate greater - say because our EMS partners are inflating
faster than expected - the inflows are likely in part to reduce DCE
Ziess bank lending, more gilt saleg? as well as raising EM3. In
consequence adherence to a DCE objective would be likely to bring
about additional monetary inflation (deflation) durlng periods of
upwards (downwards) pressure on the exchange rate. - With domestic
inflation depending on domestic monetary growth (not just DCE) =

this being the assumption on which the rationale for monetary targets
is based - priority to a DCE objective would enable a commitment

to a fixed exchange rate to be achieved more easily (as compared with
giving priority to a monetary target) but only by over-riding domestic

eccnomic chjectives.

25, . On the other hand, when a monetary target (rather than a DCE
objective) is adopted as the main commitment, possible conflicts
between external and domestic objectives become more overt. In so far
as problecms arise when attempts to achieve both objectives (external
and domestic) simultancously lead to conflicting signals for policy,

it may be useful to identify such conflict situations and assess their
likelihood and implications. Obviously a condition in which monetary
growth is faster (wecaker) than intended, while exchange rate pressures
are downwards {upwoards) -is Hot & weniligs situation, since the same

set of restrictive (expansionary) domestic policies will ameliorate

both divergences from targel path simultancously.



26. The first conflict situation occurs in cases where both

the exchange rate and monetary growth are weaker than intended. This
indicates that more deflation was necessary than had been forecast,

or expected, or hoped, to achigve convergence with the other econcmies
on the pegged éxchange rate. The implication of this would seem to
be that the authorities should either deflate further to meet the
needs of the exchange rate commitment, or devalue. The opposite
(mirror-image) conflict situation provides perhaps an even more
difficult dilemma for the authorities; in this case upwards pressure on
the exchange rate occurs at the same time as upwards pressure on the
-monetary aggregates. This dilemma occurmmdin the UK in 1977, and

has occurred quite frequently in W.Germany, Holland and Switzerland.
The problem is cauvsed because the authcorities tend to dislike both
revaluatioh {because of competitiveness) and faster monetary growth
(because of its inflationary effect). Thié often leads to attempts
to find devices to reduce monetary growth' (in some cases 'optically')

without putting even more upwards pressure on the exchange rate.

270 - Since M1 can only be controlled by interest rate adjustments,
and since varying interest rates to control M1l would surely seem

" to involve perverse capital flows in such conflict circumstances,

the possibility of such conflict situations arising would seem to
weigh against the adoption of Ml as a monetary target during a fixed
rate regime. Broader aggregates, EM3 and M5, can be influenced by
other means, direct credit controls - as adopted for example by the
Dutch in recent years - or changes in the PSBR,-perhaps of a financial
nature Zéuch as sales of assets (eg BP) to non-bank residentg?; such
measures may have less direct effect on external flows. On the other
hand, all measures to control the broader monetary aggregates which are
not purely optical {and who then is fooling who?) will work in the
'wrong' dircction with respect to the exchange rate in conflict
situations. Moreover continuing flows over the exchanges will, it

is generally believed, directly affect £M3 and M5 to a much greater
extent than in the case of M1. Accordingly if the dilemma and
disequilibrium is temporary, it may not necessarily be more difficult
to aim to control Ml and abscrb the exchange flows by intervention
(though that will be much easier in the second expansionary conflict
case, since there is no physical upper limit to reserves), than to
aim to control both CM3 and the exchange rate through, for example,
some diréct credit control mechanism. If the disequilibrium is
really more fundamental, the particular choice of monetary aggregate

in that circumstance becomaes of sccondary importance.
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28, To summarise, whereas a full monectary union would make
independent national monetary targets otiose and impossible to

achieve, the limited degree of greater exchange rate fixity implied by
the present EMS negotiations would continue to require under-pinning

by domestic monetary targets. Within such an EMS the relative weights
to be attached to maintaining the commitment to greater fixity on

the oﬂe hand and to the achievement of domestic (nominal income)
objectives on the other remain to be determined. This same considera-
tion will influence thz choice between making DCE or a monetary
aggregate the main intermediate target: adherence to a DCE target
carries with it ‘the implication of giving priority to maintenance of
the (fixed) exchange rate.’ The adoption of monetary targets would
bring possible conflicts between domestic and external objectives more
into the open. Such conflicts would perhaps be particularly acute
should M1 be adopted as the main monetary target, since the same single
instrument, changes in the levelof short-term interest rates, would

be required for short-term adjustments to attain both the external

exchange rate and the domestic monetary target.

Operating Monetary Targets

20, The act of setting a (published) monetary target is tantamoun
to giving an (overt) pledge that action will be taken to restore
monetery growth to the target path, if it is moving away from it.

The actions necessary to control monetary growth depend importantly

on the particular aggregate(s) chosen as target, ie which the authoriti
implicitly pledge to seck to control. If Ml is to be the target, it
is essential to control the gencral level of interest rates: whereas
control over other instruments, eg fiscal policy changes, direct

on the growth of such transactions balances. On the other hand,
variations in the general level of interest rates are not a reliable an
effective way of controlling broader monetary aggregates, whereas fisca
policy and direct credit controls have more impact.

30. The choice of monetary target, and the horizon over which it
might be operated, depend in large part on the kind of operating

instructions that one hopes that the fluctuations in monetary growth

will provide. Clearly the authorities do need some guidance about
the "appropriate' level of interest rates, and clearly such guidance

needs to be available on a fairly continuous short—-term basis.



This consideration, taken together with the finding that the
relationship between M1 and Y is more robust that that between £M3
and Y, would secem to argue strongly for having an M1 target as the
main operating month to month guide to the appropriate dircction of
changes in interest rates, though the existence of lags in monetmry.
relaticnchips generally, and in the demand for money (Ml) in
particular, makes the choice of the extent of adjustment in interest

rates and the appropriate length of horizon more a matter of judgment.

s 2 It might be thought that control over other monetary
aggregates could be achieved by keening to an M1 target on the reckornir
‘that the aggregates bear-a stable relationship to each other over
time. However, in the UK, the relationship between the rates of
change of the wvarious aggregates has not been particularly close!l)
Tn the rather extreme case of 1972 and 1973, for example, the growth
in Ml was well below that of M3, so that keeping'an annual M1l target
of (say) 10% would not have prevented the excessive rise in M3 which
in fact occurred. With M1 beinc affected by the general level of
interest rates and wider aggregates (M3 and probably also M5) being

affected more by relative interest rates it is probably not

surprising that théy do not move very closely together, except - and
this is very tentative - in the very long run,
325 This therefore suggests that a target for a wider

aggregate will be needed in addition to an Ml target, with the
advantage that wider aggregates can be more easily related to the
counterparts, in particular the PSER. The fact that M1 can be
fairly readily kept under control by changes in the deneral level of
interest rates suggests that this should be the prime target for the
short~run; +this is reinforced by the closer relationship it has with

incomes than does M3.

Cre o The main objection to that conclusion is that an exchange
rate commitment would also generally provide instructions o the
authoritics on the 'appropriate' direction of interest rate changes.
If the cxchange rate commitment has priority, then would not the
maintenance of a separate target for Ml either be otiose (in the sens
that it is simply providing the same signal as the exchapge rate) or
lead to policy conflict? T+ is the relationship between-an M1 targe

and external policy coemmitments thabt poses the main area of difficult;

(l)Mﬁ“'fury Policy Grour in H;D is currently, completing an exercise

[ ot
reporting the ecross-correlation: s between M1, £M3 and Mb.



34. The correct internretation of signals given by movements in
the broader monetary aggregates is more complicatced. They have
tended to be interprefed by market commentators as giving short-term
signals about interest rate adjustments. For the reasons alrecady
noted this is a misuse of broader monetary targets. They should
instead be seen as more medium—-term indicators of the appropriate
stance of fiscal policy and, perhaps, of the need for direcct credit
controls, within a system in which intercst rates on a shorter-term
horizon are separately guided either by an M1l target or by an

exchange rate commitment.

35 With interest rates being thus separately quided, the
guestion arises whether there would be much room for debt management,
for example by trying to shift the slope of the yield curve or by
tailoring the timing and form of new taps to the mood of the market,
to play an independent (ie, independent of changes in the general
level of interest rates) role in the achievement of a broader monetary
target. The authorities can always refrain from selling debt, and ca
thus help to prevent an undesired decline in monetary growth. Within
a free market system they have less ability to force gilt sales upcn
unwilling investors at acceptable levels of interest rates. In an
inflationary world, the likelihood is that the persistent problem
will be to hold down the expansion of liquidity and monetary growth

as far as vnossible. It has remained a continuous objective of the.
authorities to fund as much as possible, but it is not possible to
tailor this to the short-term achievement of a particular monetary

number within -the context of the present market structure.

36. If little weight c¢an, or should, be placed on debt
management to adjust the growth of the broader monetary aggregates to
their desired paths from month to month, or even from guarter to quart
the control of broad monetary targets would have to rest largely on
fiscal policy and/oxr direct credit control measures. The question
then arises that if there was also to be a separate target for the
PSBR, whether a broad monetary target would not be otiose in the same
fashion that an M1 target might be so described within a fixed rate
regime., But, even though gilt sales cannot be controlled to order by
debt managemont, the fact that the PSBR has, or has not, been able to
be satisfactorily met by (voluntarily achieved) non-monetary (and non-
liquid) debt sales to the non-bank’ public is an important datum, and
should of itself provide an additional quide for the conduct of fiscal
policy (a role that it -would in an important sense lose if gilt

sales were directed by dictat). Turthermore - even if interest rates
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arc proximately determined by the need to achieve an Ml or an exchange
rate target, it is still possible for credit expansion to get out of
hang - 48 Sogurred 1a 1972773, Thus it seems unlikely, perhaps
particularly unlikely i1f the UK was to enter a Bremen-type Europcan
monetary system, that occasional recourse to direct credit controls of
some kind could be permanently discarded. On such grounds it can be
argued that, even with separate PSBR targets, an additional target fér_

a broader monetary aggregate would not be otiose.

37 The introduction of direct credit controls, and fiscal
changes, would not be steps to be taken lightly without convincing
evidence of their necessity. Accordingly such steps should not be
taken as short~term control measures, but only after a run of figures
was clearly indicating serious malaise. In this sense a broader
monétary aggregate should be consciously presented and operated within
a medium-term horizon. However, even with the authorities committed tc
a medium~-term monetary target, it is not certain how far this would
allay the short-term fears which lead to periods of "famine" in the .
markets as at present. The markets may still feel unhappy about the
authorities' (lack of) moves and this could lead to the same kind of
one-way seli-fulfilling expectations abcut changes in interest rates as
occur at the moment (such as Spring 1978). Use of a rolling target
which is updated every six months could further reduce credibility in

the authorities' will to maintain stability over, cay, a two-year perioc

38 A major problem in setting a medium-term target for, say, a
two-year period is, therefore, that it does imply - if it is to have
credibility - a fairly explicit two~-year fiscal policy over that period,
which would necessarily include some- form of target for inflation.
Although setting a target for the PSBR leaves some flexibility over its
composition, it seems unlikely that a Chancellox would leave himself

no frecdom of manoeuvre at Rudget time. fo major changes are then
introduced, some of the benefits of a medium~term target will be lost,
as a two~year target will tend to beccme merely the sum of short-term
Changes;7 Again it is very doubtful to what extent any gévernment will
wish to make (fairly) explicit two-year inflation targets, and, if
made, how they would affect incomes policies and relations with the
unions: could such targets be made simultanecusly desirable and
credible? Commitment to a continuous roduction in inflation, togothor
with a- projected real growth rate, could, howsver, have a stabilising

effect on expectations.
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39 How do we get from here, in which a broader monetary aggraga
is used inapprovriately as a short-term guide mainly for interest rate
policy, to there, in which movements in a narrow monetary aggregate ar
used as. a short—térm guide (for interest rate poclicy) while there is a
medium-term target for a broader aggregate as a part of a co-ordinated
fiscal, monetary, incomes policy strategy for the steady reduction of
inflation. One condition would scem to be to have ready .an
alternative, more appropriate, short-term intermediate target, (Ml and
or exchange rate targets) which could be convincingly projected as the
guide for the month.to month movements in interest rates. Unless som
such alternative is ready, the market will go on interpreting the broa

monetary figures in a short-term context.

40. _ If we should move in this direction, there would be a number
of questions about the choice of the particular narrow monetary
aggregate to be adopted that would need consideration and answeringd.
We would need to decide what that aggregate would be - presumably
either the existing M1l or, as some would prefer, the non-interest-
bearing component of M1, Our weekly banking returns will soon provid
a weekly (unadjusted) series for M1l - although it remains to be seen
how big the weekly: fluctuations are and how well they tie up with the
fuller monthly series. But the interest/non-interest-bearing snlit 1
not available weeckly and could only be obt ained after negotiations wit
the banks and further computer programming, etc. Moreover, if M1l is
to be used as the main month-to-month guide to interest rate policy,
more attention would have to be given to the hest way of mwonitoring
and presenting this series, which exhibits large erratic fluctuations

even after seasonal adjustment, which is itself a hazardous and uncert

exercise. In particular, any possibility of using the weekly
ob sor”= ions, in order to average out the fluctuations on individual

dates, would have to wait a considerable time, possibly several years,
until the regular intra-monthly f£fluctuations can be identified and

interpreted.

414 A second condition for the transition would seem to be for
the aulthorities to operate the broader monctary target in what was
clearly a medium~term context. That might involve, for example,
setting two-year targets for the broader monetary target twice yearly,
e.q. looking six months back and cightecen forward, /IP with the horvizo
of an accempanying M1 tavgeb heing consciouslvy different and 5horto£7,
at times consistent with possible fiscal measures (og at. Budget timo)
and using the same occasions to review the case for guidelines, or oth

forms of dircct control, for credit expansicon’ to the private sector.



It should be understood that steps to restorc broad monetary growth to
its intended path would only normally be taken on the occasion of such

(twice-yearly) reviews.

42, Both the transition to the new regime and the intellectual
logic of the revised system would be improved if the medium-term broade
monetary target were express=2d in terms of M5 rather than kept as a

£M3 target. If the need is to try to operate broader monectary targets
in an entirely new way, then a concomitant change to a new target would
aid public understanding and acceptance of the new approach.
Statistically M5, (because building society lending is included whereas
sales of liquid forms of public sector debt to non-banks have now no
effect on the aggregate), concentrates attention more on the twin
cynosures of the PSBR and credit expansion - and slightly less (but onl
slightly less) on public sector debt sales.. Intellectually and
logically the case for having a broader monetary aggregate, (since it
cannot rest easily on a demonstrably close relationship between M3 and
Y), must depend on the arguments that both the state of liquidity ana

" the paéc of credit expansion in the economy are important variables.

If so, there is really no justification for excluding building
societies, particularly ncw they have grown so large, from the target
variable. Indeed there is a good case for considering any direct
controls within a context that shares burdens equitably between the

banks and the building societies.
43, Another paper is considering the changes in statistical
procedure that might need to be undertaken if the authorities were to

adont M5 as their target, Meanwhile it is perhaps just worth noting
Fh o Ay i

™

that, in so far as this target is to be seen as a medium-term target, i

is not so much of a disadvantage /even perhaps a slight advantage?/ if

o

consistent, seasonally adjusted short-term (iec monthly) data are not
readily available to the general public.” If the aim is to persuade
both the authorities and commentators to look at broader monetary
targets in a medium-term context, then there would be something to b
said for making the quarterly data into the operational series. [@he
problem here would be that the lags in data collection and changes in
Budget timing could leave the latest known guarterly figure looking out
of date at the time of the regular review. farthermore any onc
individual end-gquarterly obscrvation may be distorted by special
factors " It would be almest inevitable for the authorities in such

circumatances Lo watch the more froguent and more guickly available

partial monthly proxies f£or the full ML series. Tf BE pYROwESs
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possible to compile an intermediate wonthly series which is thought o
be a gcod guide to the guarterly scries there will be pressure both to
4 Y

use it and to publish it./

44, The inclusion, particularly,'of building societies (but also
banking~-type institutions within the public sector, e.g. NSB, TSBs, etc
within the target aggregate would make it necessdry to reconsider the
form of any direct credit concrols that might be applied. Would it,
for example, be feasible, or eguitable, to aovply, say, the Supvlementar
Special Deposit scheme more widely to all the intermediaries whose
interest-bearing liabilities would form part of M5? Per contra,
however, is the present arrangement of direct credit controls, with the
SSD scheme applied on the one hand to the banks and guidelines to the

building societies on the other, either equitable or logical?

45, A further difficulty with an M5 target is that it is perhaps
more likely to be affected by structural changes in the financial
system than M3. Thus the 300~0dd miscellaneous deposit-takers should
be included as and when the proposed Act to license them is passed and
this will lead to a major break in the series and probably naecessitate
revision to the target.
4c. Before an M5 target was adopted, we should need to do at leas
some preliminary econometric work on demand for it, to see how strongly
related it is to income and the extent to which it can be affected by
general, as opposed to relative, interest rates. Work is alreacdy

"in hand on looking at the relationship between changes in M5 with those
Lin M1 and M3. Further work could also be done to see how far changes

in the counterparts to M5 offset each other in a given period.

Concluzions

47. This paper has tried to answer the guestion of why there is a

rgets; the answer offered is that they are neccoded

need for monetary t
V. Tlhie most obvious necd in this resnect is to

as a quide to polid
providge a quide Lor
11

_ interest rate policy. PBroader menetary aggrogates are
relatively less suitable for this purwnose than Ml: however the
coexintcence of an M1 target with an exchange rate commitment raiscs
difficult problems. The adoption of broader monetary aggregates could

give useful indications for the developrent of fiscal and credit
policies, but such a review zhould be undoertaken within a well-understos
medium-term contoxt. Tho shifit from our presenk ‘:_'-.r-‘.a_n_'fé of EM3 to

this new approach would be facilitated by an accompanying changa to M5

gs the broader taovget variable.



