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SPECTS OF MONETARY POLICY AND THE REAL ECCROMY

I found your paper interesting and educatiocnal. There are,
however, several points that I would like to raise.

Pages 1-2 I agree that many measures of monetary policy

exist but this does not mean that no single measure is of any
value. You scem to be saying that the problem is less acute

with fiscal policy (which you equate with the PSBR). However,
there are, at least half a dozeun measures of fiscal policy-

all superior to the PSER and ail of which might move in

different directions. This does not mean that all indicators

of fiscal policy are meaningless. Indeed, most indicators

are simplifications and will inevitably be misleading on occasion

Page % para 1 All bankerd balances at the Bank are reserve asset

Page 4 para 2 You argue in this paragraph and elsewhere that
sectoral holdings of money are relevant for certain considerations
such as sectoral expenditure. VWhilst this may be true for wealth

effects (in which case money is only indirectly relevant, as

you point out) it is unlikely to be the case for expenditure

-

he personal sector is shert of

(8]

constraining effects. If

ct

transactions balances it can readily obtain funds from other

o

sectors e.g by withdrawing money frcm building societies. Tke

situation is analogous to a country under fixed exchange rates.
In both cases it is the excess demand for money in aggregate

that is relevant. If money enters a consumphion functiom
explicitly it should ccuprise the total money supply and not

sinply that part held by persons.



Page 4 para 2  Your figure for persons time deposit comfortably
exceeds both persons'total bank deposits and total private
sector time dcposits. The correct figure is likely to be well
below £25bn, therefore. Nonetheless, the amount remains large
given the differential between 7-day deposit rates and building
society interest rates. The explanation must either be that

the "true" rate of return on bank /-day deposits is understated
by the '/-day deposit rate (e.g. 7-day deposits have transaction
characteristics) or investors are irrational or the two assets
are far from perfect substitutes. No doubt the first two factors
are present but my own guessis that the final consideration is
paramount. There are many examples ¢f "escrow" funds which must
be held with the banking system and are likely to be held on
7-day deposit. For instance, 10% of the value of the turnover
of the UK housing stock is held by solicitors on /-day deposit
with banks for a period typically in excess of one month.

Page 6 para 4 "Round-Tripping" has been a major problem for the
wider monetary aggregates but is less likely tc be a problenm in
the future. Many prime borrowers now pay market related internal
rates on bank loens which automatically prevents "round-tripping".

~ o

Page 7 para 6 Unless I have misunderstood your intention the

"major deficiency" of DCE that you identify in this paragraph

is not a deficiency at all. There is, of course, a behavicursl
distinction between bank credit extended to the government and
credit extended to the private. However although the way DCE
data is compiled might give the impression that it contains these
two elements 1t is in fact entirely composed of money put into
the hands of the non-bank private sector by the government or the
banking system. The distinction, therefore, is by donor not
recepient. Indeed, the PSBR minus debt sales does not egual
bank lending to the authorities since the latter includes the
change in the foreign exchange reserves (minus overszas purchases
of public sector deb®) whilst the form includes the note issue.

It is in fact intended to measure +the increase

[

n residents’
bank deposits and notes and coins that results from government

Mo



exponditure after allowance has been made for taxation and
debt sales. Similarly, bank lending represents the increase
in residents banlt deposit resulting from the extension of bank
credit.

If my argument is correct, and DCE is not in fact flawed,
then the problem that you identify of finding an appropriate
stock figure disappears. However, I do not think cumulated
DCE is the appropriate stock figure anyway. DCE should be
compared with £113 to obtain orders of magnitude. After all,
the fact that the bulk of German money supply originated
from the change in the reserve rather than DCE is irrelevant
for German inflation. Money doesn't stink.

Your final criticism of DCE - that it throws into shadow non-

bank domestic credit transaction - also seems misguided.

Trese transactions such as HP credit or building society

advances - are relevant only for relative prices. The overall

price level is, of course, determined by the wmoney supply and

it is the DCk
%

aggregate corresponcding to this quantity that is

5

5

t way be that you consider building society deposit
=

£ s

]

o

the true woney surply but that is a separate matter.
It fellows from this that the analysis in the final sector-which
decomposes demestic credit expansion C, into credit extended to
the Government, Cg and credit extended to the private sector Cp -
is flawed. THonctheless I think the analysis can be applied to

the situstion in which PSBR increases are partially offset

within DCE. The parameter then becomes the offset coefficient

& - = s
and allows us to analyse the spectrum of opinions from §
(Gordon Pepper) to § =1 (Sir D. Wass?). To do this effecti

ot

rely
may perhaps require the relaxation to two strong assumptions:
ultra-rationality and independence of ocutput and real money
balance. I do not think either assumption is critical ‘to your
results but they do imply some modification.

"S R BELL
September 1278
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REVIEW OF MONETARY POLICY: THE BANK PAPER

Charles Goodhart has sent me the attached draft of his paper,
which I have not yet read. I have not got beyond the few headings
for my own paper - but the preliminary work is well under way.

I hope to circulate a draft in the course of next week, and it
night be helpful if we could have a word when we have had a chance
to look at the Bank's work, before I get down to serious writing.

i1 .,:-Eﬁ,‘, ]
P E MIDDLETON
14 Septembier 1978
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BANK OF ENGLAND
Threadneedle Street

London

EC2R 8AH
P.E.Middleton, Esg.,

H.M,Treasury, l4th September 1978.
Parliament Street, SW1

Dear Peter,

MCR and EMS

Many thanks for your draft paper on Monetary Implications.
I shall read it with interest and hope to let you have comments soon.
Meanwhile let me reciprocate by sending you four copies of my own
draft paper on "Monetary Targets and Macro-Economic Policy", this

being one of the papers requested in the MCR programme. I would
emphasise that this paper is an early draft and should be regarded as
my own responsibility and not as committing others in the Bank. I hav

had the benefit of some detailed comments from Bob Atkinscn and ny

own colleagues in EID, but more senior officials have not had the

time or opportunity to chew over any of this, I have reason to
believe, for example, that my analysis of the relationship between
external policy, in particular exchange rate commitments, and monetary
targets (on pages 7-10), an area where my own views have been subject
"to considerable change and are not yet really firm, has also left
considerable questioning and uncertainty in other more senior
officials here. On the other hand this does point to a countervailing
advantage, in that there are several extremely important issues which
we can and should discuss on which attitudes are still flexible, and
minds not made up in advance.

Yours sincerely,

C.A.E,Goodhart
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Monctary Targets and Macro-Economic Policy

Introduction

tie This paper discusses the rationale for having monetary
targets. The reasons for adopting such targets at all give some
guidance about which aggregate(s) should be chosen for that rurpose and
how such targets should be operated.

2 Monet: rv targets are intermediate afbijectives in the sense
that their achievement is not a final objective of policv - in the
sense that full employment, price stabilitv are such final objectives -
but rather a means to that end. Since the relationship between the
achievement of the intermediate (monetary) target and the achievement
of the final objectives is itself variable and not carvable of close
prediction, what is the reason for varving the instruments of policv to
achieve an intermediate target in the first place rather than aiming

directly to achieve the optimal desired mix of final objectives?

3. ZTO digress for a paragraph, the amswer initiallv given by
Poocle to this gquestion, and still widelyv held by American academics,

is that satisfactory data on the vrogress of the economv were slowver anc
nore qubJ »ct to error than the monetary data. Accordinglv, a
divergence of the monetary series from its plamned path was a useful
early indication that money income was currentlv diverging from its
planned path: action to restore monetarv growtih to target would
similarly restore incomes to their planned path. In the UK, however,
the erratic nature of the monetarv series, the promwt availability of

a range of direct information on prices and the real economv, and the
lack of short-term robustness in the relationshi» between monetarv grow
and money incomes handicaps the use cof the meongetary serieg ac a form of

indicator wvariahle. Thouch, even so, at times observation of monetarv

develovments, Especiallv M1} mav be a factor in influencing some veople

judgment about wha L is 'reallv' haonening in the econonv, /
4. The case for intermediate monetarv taragets rests not on
short-term difficulties of observing how the economv is currentlv devel

oving hut rather on the medium-term uncertainties ahout how it should

be steered over the medium and longer term. Yonetarv tarcgets have
value insofar as the medium and longer-term relationships between
“moncy and money incemes have a demonstrable stabilitw, Insofar as

-

they do, money incomes, and, of course, particularly price inflation

cannot accelerate without en accompanving exmansion of the money stock.



Beg An alternative approach to achieving a desired mix hctween

rcal growth and inflation has been to aim for some appropriate pressure
of demand, usuallv proxied by a target unemplovment rate, for example,
Modigliani's Non-Inflationary Rate of Unemployment (NIRD). It is
evident, however, that the relationship between supplv cavacityv in the
UK and the level of unemplovment has been variable, so that it is
difficult ever to be confident what the nrormer level to aim for might
be. Given this uncertaintv, combined with a proper dislike of
unemployment itself, and a normal lag hetween expansionaryv pressures
affecting output and then cauéing faster inflation(l), there is somethi
of an inbuilt tendency for the adontion of this alternative aporoach

to result in accelerating inflation. The effect of that on exnectatioc:
causes further trouble, and naturaliy 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 discipline, they will
involve the authorities in having to adjust their policy instruments
to achieve these intermediate tarogets. Such adjustments, especially
of a deflationary kxind, will often be unpopular. If the discipline
is to be accepted, it must be seen to be necessary, That necessity
derives ultimately from the medium-term relationship between monetary
growth and the growth of money incéme. Insofar as that relationship
appears to be unstable, the underlying intellectual justification of

accepting the discipline is eroded.

T The medium-term is no more than a summation of short texrms.
A policy stev is alwavs taken 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 monthi?.' Thus, even the short run
instabilityv of the relationshiv between money and money incomes will
cause problems, because the authorities may want to defer deflationary
measures on the grounds that the 'excessive' monetary arowth is the
result of temporarv distortions - eg. in the ¢ilt market - while

outside commentators may interpret the short run change as the

beginning of a lenger run trend. Apart from reinforcing the argument

for basing the monctary target on an aggregate with¢a stable

/

3 /.

(1) The lags between demand management actions ad the resultant
outcome in terms of output, emplovment andfﬁnflation are also
liable to produce policy-generated cvcles;ﬁn activity.

g
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égrelationship with money incomes, this consideration raises questions

both of the achievement of credibility and of operational strategy

and tactics which are discussed further below.

8. Although the argument that a monetary target provides a
discipline on macro-economic policy is straightforward, the type of
discipline involved, the question of which instruments and policies
V{ 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

9. "The link between the achievement of quantitative monetary
AK targets and the instruments of policy is closest in the case of interest
Wi | rates. The authorities can adjust (some) interest rates; interest
rates are the monetary instrument. Interest rates both enter into the
demand for monev function and form a main transmission route whereby

monetary changes affect the econony.

10, This link is particularly close when the monetary target is
W M1, rather than a broader monetary aggregate, The adjustment of Ml to
its target path is brought about by -an appropriate variation in the
general level of interest rates - given the level of nominal incomes.
In those countries where an Ml target is used, e.g. USA and Canada, this
is seen as a discipline to bring about offsetting changes in the general
level of interest rates, as nominal incomes and therefore ML diverge from
gtheir planned trends. This discipline forcing the authorities to make

sufficient changes to interest rates to control Ml 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 to
the extent that monetary growth and credit creation had varied pro-
eyelicslly, an so far as there is quite a large interest elasticity
of demand for M1, B.Friedman has shown, in his 1977 Brookings Paper,
that keeping Ml to a desired path will still result in a smaller than
optimal deqgree of interest rate variation, because to the extent the
desired growth in M1l is met by substitution bhetween assets it remains
possible for actual nominal incomes +o diverge from desired nominal

incomes. /
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11, Thus an M1 target was seen as providing an overt justificatic

for an appropriate degree of ombtracyclical adjustment in interest rate:

In practice such a target never did amount, and probably never could

have amounted, to a rule for that purpose. The lags involved before
Ml adjusted to interest rate changes meant that any attempt to bring

M1l 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 adjustment was to be achieved,
and the spececd of adjustment, remained a matter of Jjudgment. Moreover
doubts about the reliability of the M1/Y relationship and the occasiona:
influence of other considerations, such as external factors or conditior
within the financial system, sometimes influenced the authorities’
response: meanwhile the adoption of rolling targets in the US gave the
authorities somewhat more leeway to relate the general level of interesi
rates to factors other than absolute commitment to the achievement of ar
M1l target. The room for judgment, particularly in the speed and extznt
of response, remained'quite large, though the rate of growth of Ml was
the single most important consideration, particularly in the direction

(as contrasted with the extent) of change.

12, Although M1l adjusts to changes in interest rates with a lag,
that adjustment process seems fairly robust in most circumstances.

This depends, however, on the demand depcosits in M1 having a zero, ox
low fixed, yield, so that changes in the general level of interest rate:
change the relativities between own and competing alternative yields.

In the case of broader monetary agdregates, £M3 or M5 for instance,
which contain a large proportion of liabilities bearing interest rates
set at market rates, changes in the general level of intexrest rates
cannot be relied upon even to shift interest relativities in the corred
direction. Indeed those actions that impinge primarily upon the bank:
own ligquidity, e.g. calls for Smecial Depo s, are likely, over some

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

13: The problem of trying to control a broader monetary aggregate

by interest rate adjustments is compounded by the natural reacticn of

investers in the gilts market. When M3 is growing 'too fast' investis
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 greater influence, the yield curve

shifts in the 'wrong' dirsction. For these reasons it is not perhanps

“surprising that the short-torm reaction of £M3 to interest rate changes

has been sluguish, unsatisfactory and even perverse, though eventually

L

stuch changes, working largely viathe dewmand for bank borrowing, have had

-

considerable offect,
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14. /This has mecant that it has not been possible to indicate what

adjustments in interest ratcecs would be consistent with stable arowth in
£M3. With no stable relationship between £M3, interest rates and mone
incomes, it seems hardly sensible to use a térget of that form to
indicate an appropriate contra-cyclical adjustment path for interest
rates.

Pigcal Pplicy

‘15. Insofar as interest rate adjustments are thought to be of

ol !small consequence for the economy, it is of less value to have the
relatibnship between such rates and monetary growth at the heart of
monetary policy. Even in the US, where the various transmission route
of monetary policy effects via interest rates are considered to be
stronger, the monetary authorities remained vitally concerned ahout the

state of fiscal policy and the fiscal/monetary mix. In this concern

they are not much helved by concentration on Ml} £his agaregate is
affected only (through the demand for money function) by money incomes
and interest rates; fiscal policy only enters indirectly through it
effect onég) and whether Y is increased by fiscal or any other form of
éxpansibn makes no difference. This conclusion is reached partly
because the outstanding stock of Ml is always thought to be demand-
determined - a diseguilibrium with the suoply 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 supply-side counterparts and Ml are
hopelessly blurred - because all time deposits, public sector deposits,
etc., would have to be netted off against the supply-side countervarts
to arrive at the Ml statistic.

16. This latter identification of supply-side counterparts, of
course, is more easily possible with the broader monetary agoregates,
£M3 and M5. Here the relationship between monetary growth and the
fiscal deficit is obvious from the accountinc framework. Moreover,
; given the difficulties, desribed above, of using interest rates to
’g control €M2, it can be arcued, by the LBS for examnle, that

variations in the PSBR are the only effective way of controllina £M3.

17. Fiscal policy, however, has beer, and will no doubt continue
? to be, influenced by many other factors than just its monetary
s implications. Fiscal nolicy adjustments lie at the heart of ¥evnesiar

nacro-mode where they are seen to 'work' whareas monetary policy
' Y

ls
measures often do not seem to do so. If such Keynesian analysis is {<
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be over-ridden for the sake of monetary objectives, then at the VEery

least the medium-term rclationshin betwecen M3 and money incomes and

between the PSBR and M3 would have to be very robust.

: \ The fragility of the first of these conditions, the

»_-*W

relationship between M3 and Y, is weli known. As for the second,
although we may not be able either to forecast or to control debt sale
and bank lending very accurately, thev amount to large sums.
Accordingly the size of PSBR consistent with the achievement of a £M3
target cannot be calculated with any great precision; nor, equally,
can the actual outturn of the PSBER be accurately forecast itself.

With this degree of uncertainty on the monetarv side facing the
authoritative seeming forecasts, multipliers and simulations from the
regular NIF-style forecasts, it secems implausible to sugoest that pure
monetary conditions either have had, or are likely to have, a dominatia

influence on fiscal policy decisions.

19. These decisions, largely influenced by non-monetary

considerations, taken at Budget time, then nrovide the context in whicl
monetary policy operates. For the above reasons, it has been the cas

and is likely to remain so, that the fiscal context - determined

Jargely by other considerations - will often cause difficulties for

the monetary authorities. Then with the fiscal decisions taken, the
monetary authorities are forced back to the use of monetarv-tvoe
instrxuments; in particular interest rates for month-to-month control.
But, as already noted, such interest rate adjustments are not effectiv:
in short/medium term control of £M3. The result has been sharp swing:
in interest rates, culminating during periods of crisis over excess

monetary growth in resort to direct controls, 'the corset', and

enforced fiscal adjustments. It may well be that these subsecuent

fiscal adjustments were .absolutely necessary {indeed delayed too long),
and that such events did succeed in subjecting fiscal policy at least
ex post facto to a desirable degree of monetary constraint.
Nevertheless, this system has given the anvearance, and sometimes the
feeling, of lurching from mini-crisis to mini-crisis. Indeed insofar
as £M3 can only be controlled by fiscal changes, and it takes a crisis
to promote such changes, it has become a system that works by ceneratin

its own crisis conditions.

25, To the extent that fiscal changes were undertaken with more
of an eya to their monetary implications, it would become somewhat
easicr to maintain a £M3 {or M5) target as the centrepicce of monetary
policy. For the time being, however, tensicon between fiscal nolicy,

as an instrument of Xeynesian demand managemont on the one hand and

as a major influence on moncetar ¥ co nditions on the other, is like ly &
reomain.



External Policy

21 Estimates of the effects of monetary policies, eg via
Jj interest rates, directly on the level of domestic activity suggest
}that these are notably sﬁrongef in the US than in the UK. The reason
for this may well be that the UK.is a much more open economy, wherein
domestic monetary developments are particularly prone - even more so
4 than fiscal measures - to leak out across the balance of payments.
In a floating system this leads to changes in exchange rates (with
subsequent 'indirect' effects on the economy) and under a fixed exchange
rate system to reserve flows. There would seem to be a very close
inter-relationship in the UK between external and domestic monetary
developments, though, as with most Such relationships partly depending
on the wayward interplay of expectations in volatile financial markets,

¢ the relationships are not easily modelled nor stable in the short run.

22 Given the existence of such a close relationship between
domestic monetary and external developments, the process of setting a

target for one of these two variables would seem to imply that the

"\]@

other needs to vary in a manner consistent with the achievement of the

g

prior commitment. Although we can try to estimate, ex ante, what
{(given policy assumptions about intervention policyv, debt repayment,
- L

policies abroad, etc.) the rate of domestic credit expansion and

24 E TTIREAN

monetary growth consistent with an exchange rate commitment might be,

our predictive abilities are limited. Particularly if the permissible

range of variation in the target variables (the exchange rate and mone-
tary growth) was small, there would be virtually bound to be some
ex post conilict, preventing the achievement of koth targets

simultaneously.

23 An exchange rate commitment acts as a discipline on other
} . policies in much the same way as a monetary target in a floating
| regime. The adoption of a firm exchange rate commitment might seem
to lessen the need for a monetary target, while at the same tine
%gﬁ increasing the likelihood of conflicts between their joint achievement.
- That would indeed be so if the fixing of the exchange rate was seen
as irrevocable and final, as in a full currency union. That is not,
it is expected, likely to be the case in the proposed Eurcopean |
Monetary System (EMS). Instcad both the authorities and markets will
expect thalt exchange rates may on occasions be adjustablie. In such
circumstances monctary targets will still be needed to give a guarantee

to decision makers within the private sector that demestic peolicics
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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-use

There will surely be occasions, for example in the aftermath of a

d.

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 wel
as to the control of inflation.

1

24, The choice of the form of monetary target, in particular

whether it should be primarily expressed in terms of an objective for

DCE or alternatively for one or other monetary aggregate - eg M,

M5 -, would, however, seem to depend largely on the degree of

commitment to exchange rate fixity on the one hand as compared wit

domestic cbjectives 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

/less bank lending, more gilt sales/ as well as raising E£M3. In
conseguence adherence to a DCE objective would be likely to bring

about additional monetary inflation (deflation) during periods of

upwards (downwaxrds) pressurc on the exchange rate. Wwith domestic

inflation depending on domestic monetary growth (not just DCE) -

£M3,

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 monet ary target) but only by over-riding domestic

economic objectives.

25, On the other hang, when a monetary target (rather than a DCE
objective) is adopted as the main commitment, possible conflicts
between external and domestic obljectives become more overt. In so

far

as proklems arise when attempts to achieve both objectives (external

and domestic) simultaneously Jlcad to conflicting

signals foxr policy,

it may be useful to identify such conflict sitwaticns and assess their

likelihood and implications. Obviously a condition in which mone

o -l-

ry

growth is faster (weaker) than intended, while exchange rate pressures

are downwards (upwards) is not a cenflict situation, since the saue

set of restrictive {expansicnary) domestic policies will ameliora

both divergences from target path simultaneousiy.

te



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 achieve convérgence with the other economies
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 occuried in the UK in 1977, and

has occurred quite fregquently in W.Germany, Holland and Switzerland.
The problem is cauvsed because the authorities tend to dislike both
revaluation (because of competitiveness) and faster monetary growth
(because of its inflationary effect). This 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.

27. Since M1l can only be controlled by interest rate adjustments,
and since varying interest rates to control M1 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 M1l as a monetary target during a fixed
rate regime. Broader aggregates, £M3 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 [Euch 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' direction with respect to the exchange rate in conflict
situations. Moreover continuing flows over the exchanges will, it
is generally belicved, directly affect £M3 and M5 to a much greater
extent than. in the case of Ml. Accordingly if the dilemma and
diseguilibrium is temporary, it may not necessarily be more difficult
to aim to control M1l and absorb the exchange flows by intervention
(though that will be much casier in the second expansionary conflict
case, since there is no physical upper limit to reserves), than to
aim to control both £M3 and the exchange rate through, for example,
some direct credit control mechanism. If the diseqﬁilibrium is
really more fundamental, the particular choice of monetary aggregate

4 - -~ -y : - .~.l-( .
in that circumstance becomes of secondary imporcance.
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28. To summarise, whereas a full monetary union would make
independent national monetary tarcets otiose and impossible to

achieve, the limited degree of greater exchange rate fixity implicd 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 thé commitment to greater fixity on

the one hand and to the achievement of domestic (nominal income)
objectives on the other remain to be determined. This same considera-
tion will influence the 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 mcre
into the open. Such conflicts would perhaps be particularly acute
should M1l be adopted as the main monetary target, since the same single
instrument, changes in the level of short-term interest rates, would

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

exchange rate and the domestic monetary target.

Operating Monetary Targets

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

The acticns necessary to control monetary growth depend importantly

on the particuler aggregate(s) chosen as target, ie which the authoritic
implicitly pledge to seek to control. If Ml is to be the target, it

is essential to control the general level of interest rates: whercas
control over other instruments, eg fiscal policy changes, direct

credit controls, have no Sirect impact - as far as can be ascertained -
on the growth of such transactions balances. On the othex hand,
variations in the general level of interest rates are not a reliable and
effective way of controlling broader monetary aggregates, whereas fiscal

policy and direct credit controls have more impact.

30. The choice of monetary target, and ths horizon over which.it
might be operated, depend in large part on the kind of operating
instructions that one hopes that the fluctuaticns in monetary growth
will provide. Clearly the authorities do need some guidance about
the 'appropriate' level of interest rates, and clearly such guidance

7o}
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needs to be available on a fairly continuous short-term basi



This consideration, taken together th the finding that the

relationship between M1 and Y is glore robust %hat that between £M3

and Y, would scem to argue st;yﬁgiy for havimg an Ml target as the
rnmeme?

main operating month to month guide to the appropriate direction of
changes in intezggk rates,—zhough the existemce of lags in monetary
relationships generally, and in the demand for money (M1l) in
particular, makes the choice of the extent of adjustment in interest

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

=y

3. Tt might be thought that control ower other monetary

aggregates could be achieved by keening to am M1l target on the reckonit
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 various aggregates has not beem partlicularly closefl)
In the rather extreme case of 1972 and 1973, for example, the growth
in M1 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 being affected by the general level of
interest rates and wider aggregates (M3 and mrobably also M5) being
affected more by relative interest rates it is probably not
surprising that they do not move very closely together, except — and

this is very tentative - in the very long rumn.

32 This therefore suggests that a target for a wider
aggregate will be needed in addition to an M1 target, with the
advantage that wider aggregates can be more =asily related to the

counterparts, in particular the PSBR. The fact that Ml can be

fairly readily kept under control by changes in the general 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.

33. The main objection to that conclusion is that an exchange
rate commitment would also generally provide instructions to the
authorities on the 'appropriate' direction eof interest rate changes.
If the exchange rate coummitment has priority, then would not the
maintenance of a separate target for Ml either be otiose (in the sens

.‘

that it is simplv providing the same signal as the exchange rate) or
' Yaad to policy cepflict? Tt is the relationship between an M1l targe

and external volicy commitments that poges +he main area of difficult

1 . T i D i . G e
( )Monocary Policy Group in EID 18 currently completing an excrclse
reporting the cross-correlations between M1, EM3 and #5.
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34. The correct interpretation of signals given by movements in
the broader monetary aggregates is more complicated, They have
tended to be interpreted by market commentators as giving short-term
signals about interest rate adjustments. For the reasons already
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 pclicy and, perhaps, of the meed for direct credit
controls, within a system in which interest rates on a shorter-term
horizon are separately guided either by an M target or by an

exchange rate commitment.

35 With interest rates being thus separately guided, 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
tailering 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
tarcsat. The authorities can always refrain f£rom selling debt, azg can
thus help to érevent an undesired decline in monetary growth. Within
a free market system they have less ability teo force gilt sales upon
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 nossible. It has remained a continucus objective of the
auvthorities 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 can, or should, be placéd on debt

management to adjust the growth of the broader monetary aggregates to
their desired paths from month to month, or even from quarier to guarte
the contrcl of broad monetary targets would have to rest largely on
fiscal policy and/or 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 management, 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 importanl seense lose if gilt

sales were directed by dictat). Furthermore even if interaest rates



ARIEN

~1l3 -

are proximately determined by the.naed to achieve an M1l or an exchange
rate target, it is still possible for credit expansion-to get out of
hand - as occurred in 1972/73. Thus it scems unlikely, perhaps
particularly unlikely if the UK was to enter a Bremen-type European
monctary system, that occasional recourse to direct credit controls of
I some kind could be permanently discarded. On such grounds it can be

argued that, even with separate PSBR tarﬂets‘ an additional target for

a broader monetary aggregate would not be otiose.

37. The introduction of direct credit controls, and fiscal

changes, would not bhe steps to be taken lightly without convincing

evidence of their necessity. Accordingly such steps shouldf f_be
taken as short-term control measures, but only after a run of figures
nwas clearly indicatiﬁg serious malaise. In this sense a broader

monetary aggregate should be consciously presented and operated within
a medium—-term horizon. However, even with the authorities committed t
a medium-term monetary target, it is not certain how far this would
allay the short-term fears which lead to pericds 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 self-fulfilling expectations about changes in interest rates as

occur at the moment (such as Spring 1978). Use of a rolling target
which is updated every six months coculd further reduce credibility in

the authorities' will to maintain stability over, say, a two-year peric

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 Chancellcr would leave himself

no freedom of manceuvre at Budget time. fo majoxr changes are then
introduced, some of the benefits of a medium~term target will be lost,
Ias a two-year target will tend to become merely the sum of short-term
chanqe5;7 Again it is very doubtful to what extent any government 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 simultaneously desirable and
 credible? Commitment to a continuous reduction in infiation, together
with a projected real growth rate, could, however, have a stabilising

 effect on expectations.
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39. How do we get from here, in which a broader monctary aggregat

is used inappropriately as a short-term guide mainly for interest rate

Egilgy, to there, in which movements in a narrow monetary aggregate arc
used as a short-term guide (for interest rate wolicy) 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 seem to be to have ready an
alternative, more appropriate, short-term intermediate target, (M1 and/
or exchange rate targets) which could be convincingly projected as the
guide for the month to month movements in interest rates. Unless some
such alternative is ready, the market will go on interpreting the broad:

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 answering.
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 weeklv banking returns will soon provide

a week‘y (unadjusted) series for M1l - althougir it remains to ke seen
how big the weckly fluctuations are and how well they tie up with the
fuller monthly series. But the interest/non-interest-bearing split is
not available weekly and could only be obtained after negotiations with
the banks and further computer programming, etc. Moreover, if Ml is
to be used as the main month-to-month guide to interest rate policy,
more attention would have to be given to the best way of monitoring

and presenting this series, which exhibits large r‘Arvatlc fluctuatlona

even after seasonal adjustment, which is itself a hazardoa% and uncertea:

o

exercise. Tn particular, ahy possibility of wusing the weekly

observations, 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 fluctuations can be identified and

interpreted.

- A second condition for the transition would seem to be for
the authorities to operate the broader monetary target in what was
clearly a medium-term context. That might inwvolve, for example,
setting two-~year targets for the broader monetary target twice yearly,
e.g. looking six months back and eighteen forward, {ND with Lhe horizor
of on accompanying M1 target being consciously diiferent and shorteg?,
at times congsistent with possible fiscal measures (cg at Budgel time)
and using the same occasions to review the case for guidelines, or othco

forms of direct contrel, for credit expansion Lo the private soctor.
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It should be understood that steps to restore 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 expressed in terms of M5 rather than kept as a

EM3 target. If the nced is to try to operate broader monetary 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 wherecas
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 and

“the pace of credit expansion in the economy are important variables.

If so, there is really no justification for emcluding building

societies, particularly now 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
adopt M5 as their target. Meanwhile it is wperhaps just worth noting
that, in so far as this target is to be seen as a medium-term target, i
is not so much of a disadvantage Zéven perhaps a slight advantage27 5E
consistent, seasonally adjusted short-term (ie monthly) data are nct
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 be
said for making the quarterly data into the omerational series. ZThe
problem here would be that the lags in data collection and changes in
Budget timing could leave the latest known quarterly figure looking out
of date at the time of the regular review. Furthermore any one
individual end-quarterly observation may be distorted by special
factors. It would be almost inevitable for the authorities in such
circunstances tce watch the more frequent and more quickly available

partial monthly proxies for the full M5 series. If it proves



