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G Some relate to Central Bank objectives and policies,
others to the administration as a whole.

d. Their relationship to the various instruments of
macro-economic policy varies greatly.

4, The other common feature about targets is that none of the
major countries adopting targets has managed to meet the stated
objectives with any precision or regularity. In one notable case,
the United States, the target for the narrow aggregate M1 has been
moved unequivocally in the opposite direction to the growth of the
aggregate to which it was related.
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g " The impulse to publish monetary objectives of one sort
or another seem to have been a response to two world developments:

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

B The widespread increase in inflation over the same
period,

Floating meant that there was no longer a fixed standard of

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

this period, and seemed if anything to contribute to inflation
without being =2ble to maintain either cutput or employment. Monetary
targets thus filled a vacuum., First they supplied a simple test

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

element of those policies.

Convevineg Policy Intentions

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

allow an inappropriate one to be invented.

T Moreover it can be argued that even relatively sophisticated
sections of the pcpulation have a need for such yardsticks.
Operators in domestic and foreign markets, negotiators in the

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

Bl IT follows that the more aspects of policy which can be

embraced in the published target, the mors effective it is likely

M



to be in influencing expectations. The information which it

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

case of more open economies, to rectify external imbalances.

It is widely accepted that restrictions on the growth of the
money stock are a necessary component of a programme against
inflation. A monetary target has therefore meant that someone -
maybe only the Central Bank - was putting the reduction of
inflation in the forefront of its objectives. It is also fairly
well accepted that monetary instruments, interest rates and credit
rationing are on their own insufficient to bring inflation back

to acceptable levels. An appropriate pay and fiscal strategy is
of equal if not greater importance. A target in which all three
elements play a part is clearly likely to carry more conviction
than an objective embracing only one. This conviction carries
through to both the degree of emphasis on counter-inflation suggested
by the target and the ability to take convincing measures to deal
with deviations from it.

9. ITn some countries such as Germany and the United States the
constitutional position makes it difficult to envisage & widespread
target. In these countries the nonetary target is simply a statement
about Central Bank objectives and policy - ie a signal about the
circumstances in which interest rates may change. The government

may agree or disagree with the objective of the Bank or it may not
be known whether it agrees or not. If the government agrees its
fiscal and other policies should tend in the same direction - there
is no reason why they should reflect final objectives in the sane
degree. And if the government disagrees there may be a clear
conflict of policies and general uncertainty. The main objective

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

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

1

10. Economic theory seems to me to have been a second order con-~
sideration as far as targets are concerned. There is nothing in
economic theory which suggests a monetary objective should be
published, though developments in monetary theory undoudtedly
contributed to giving increased emphasis to the supply of money

in macro policy, especially insofar as it is concerned with inflatien.

There is no unanimity about monetary theory, even anong those who



profess to believe in it; end there are a great number of

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

not easy to find a Central Bank governor who wculd claim to be

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

even those who are most sceptical about monetary theory can see

a role for targets in the sense set out sbove.

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

12, First, it is almost impossible for & government to pursue
any one objective to the complete exclusion of all others. If

[

things do not turn out as expected when the target is set - =may
developments in pay are very different, the choice between final
objectives mey have to be rethought and some alteration in monetar;
and fiscal policies promulgated. This flexibility has been brought
about in practice by a variety of devices - base drift, rolling

targets or simply failing to meet the tarpgets stated.

13. Second, no metter how good economic relaticnships zeem to be,
there is no method of economic management which will guarante
specific effects on inflation and activity. It is obviously
desirable that the policies and policy responses implied by the
target should be in a direction which the authorities have cause
to believe, and can cause others to believe, is in a direction
which furthers the general objective of contrelling inflation,
Stability of relationships between the aggregates to which policy
is directed, a theory about how they are formed and evidence

about their robustness are important. But it is futile to imagine
that there will ve any concensus within or without government
about precise relationships, And it would therefore be misguided
to be over influenced in the choice of target variable by either
particular relationships or by the ease with which it is thought

a particular variable might respond to particular instruments.

I see the role of targets as of much wider importance, conveying
the assurance of a comprehensive response in broadly the right

direction which would be asccepted by a wide spectrum including
those who do net place much value

on nurelyv wmonebary relationshins.
by W x
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T do not think that it is any cpiticism of targets that the
record in sticking to them throughout the world is not out-
standingly good. And we must avoid starting a reconsideration
of our own targets from the agsumption that the way forward is
to look for narrower, more eacily met targets which are more
comfortable to live with for the authorities. The reverse is

more likely to be the case.

Monetary Targets in the United Kingdom

14, I now turn To the development of monetary targetry in the
United Kingdom in the light of the general considerations setb
out above.

The Constitutionzl Position

15, In meny countries the choice of aggregate has been related

to instruments which the Central Bank has - according to the
constitution - at its disposal. Such reasoning about instruments
leads the Bundesbank to set its target in the form of Central Bank
money. M1 targets are particularly relevant in the case of = Central
Bank in a2 fully independent position with authority over interest
rates. They serve as 2 guide to action by the Bank and enable it

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

emphasis is placed on IT1 in the USA.

16. As was suggested earlier, looked at from the point of view

of economic policy making 2s & whole, this has sonme unfortunate
results, to say the least. K1 has been under continuous attack

for its narrowness and seemning 1ack of relationship to the policy

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

has been urging counter-inflationary figeal snd other policies on

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

17. There is no reason why we should run the risk of such
confusion in the UK. All the key macro policy instruments are
the responsibdility of the Chencellor of the Exchequer and the
government. Once Ministers have decided on a particular set of
objectives for the period zhead, these instruments have to be
combined in a wey consistent with those objectives.




18, There may still be reasons which are examined later why
we should wish to have a target reflecting interest rates alone.
But there is certainly no presumption that this is desirable.

Final and Intermediate Objiectives

18, Guidelines for monetary growth are intermediate objectives

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

19, Monetary targets were introduced in the UK at a time when

the crucizal aim of policy was to restore external balance, though
continuing to bring inflation down was a vital element in this,

A credit objective is the most powerful indicator of such policies,
and following the agreement with the IMF our first published
objective wag in fact a ceiling for DCE.

20. As the external position improved, and reducing inilation
remained a major objective of policy, it was possible and appropriate
to give rreater emphasis to one of the indicalors of money suvply -
thus £M?% gradually assumed the key position.

' 21. The same sort of considerations will arise in relation to

a more fixed exchange rate in an EMS, but these are explored av
length in a separate paper. According %o how much emphasis we
wish to give to UK exchange rate objectives and depending on the
arrangements within the EMS bloc, different monetary objectives
might be appropriate. |

22. During the whole of this period, the moretary and credit
objectives have been related tec fiscal and pay policy. Had these
‘been different or quite independent, the nature of the target and
the severity of its impact would have reflected the different

policy mix.
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2%, This short experience does therefore serve to illustrate
the undesirability of attempting to lay down in a definitive
sense for all time that any particular aggregate is superior
to others; the ultimate choice depends on priorities within
primary and intermediate objectives and these are bound to

change from time to time.

Formation of Policy and the Use of Policy Instruments

24, It could not be said that £M3 and DCE had been satisfactory
target variables if either:

a. They were not related to the other elements of policy
on which they impinge when the targets were formulated.

b. Other instruments could not be adjusted if money supply
gets ocut of line with the targetv, in & direction calculated
to bring monetary growth back towards it.
25. Both the ZM3 terget and the DCE ceilings have performed
cuite well in relation to these two tests. The process of policy
formation is never perfect. Given the complexity of final and
to

intermediate objectives it is unrealistic esxpect an inter-

tta
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diate objective for any monetary aggregate to be the sole or

alwayvs the dominant consideration in the formation of policy.
relating monetary snd non

Moreover our internal arrangements for
nonetary considerations are also less than perfect. Bulb this
should not be ellowed to obscure the great strides which have

been nade over the past few years in bringing all these conflicting

congiderations together and giving monetary consideraticns an
important role in overall policy formation.

LM

26. Basing discussions on £M3 has played an importsat role in
achieving this. Though we are very unsure about precise relation-
1 o1

1 ns have bveen limited

et
f -
4y

ships, bot

4]

cal snd intervention intenti
e

by - among other things their possible effects on £M3. A4nd both
have been clogely tied in with pay policy. These relationships

are plain to see asg the publiished forecasts and the monetary

~guidelines are available simultaneously.

w

27. Policy conflicts are bound to arise during the yesar. But

£M% targets have heen given additional credibdbility because 1t
has been seen that we have been prepared to use all our policy



nstruments at various times of serious deviation in an
endeavour to approach the target. In 1977 when the attempt

to maintain a stable exchange rate was in conflict with the
monetary objective, the exchanpge rate was allowed to float
upwards, In the 1978 budget when the fiscal stance seemed
incompatible with the monetary target at what appeared to be
feasible rates of interest, the government changed fiscal policy
in the most difficult political circumstances. Though fiscal

policy cannot be changed as regularly as purely monetary instruments,

it can be changed sufficiently often to be considered a possible
reaction to major deviations from the published target. We have
also been willing to use the SSD scheme with its

element of rationing.

28. The £M% target therefore has very good credentials in
assuring markets that appropriate policy changes can take place
if we move out of line., It also scores very well in providing
a basis through which those interested in mcnetary issueg can
have a significant influence on the formation of other relevant
policies.

29. Would other aggregates do this as well? Narrow aggreg:
such as M1 aluost certainly would not There is no very satige
factory wasy of relating this aggregate to other aspects of
nacro-economic policy. It is true that fiscal policy can put
gresat strains on monetaf& policy. But the danger in moving to

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

.

and expectations about prices.

0. These objections do not apply in the same measure %o g5,

for which a satisfactory set of counterparts could undoubtedly
be devised. Here the problem is the unlmown nature of the KL
end the difficulty of getting the market to take it seriousls
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Conveyving, Information

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

. Is readily accepted as relevant.

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

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

32, The present aggregates to which policy is directed, DCE and
12, score well in terms of the first two considerations.

7%, £M3 is well known. Statements about monetary policy are taken
to be statements about £M3. Though there have been occesional
sugeestions that another monetary aggregate would be more eppropriate,

]

policies directed towards controlling &M have satisfied market
and other opinion as appropriate. On occasions when we have attempted
{0 give more emphasis to another aggregate (see the Bank's attempts

5

to direct attention to M1 in 1973), markets have remained unimpressed

‘W"

and continued to monitor £M3. So entrenched is That apgregate that

>
it weuld be difficult or impossible to direct policy to eanother
-
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argregate to replace £M3. For a considerable time at least any
A

.

other agsregates would be additional.

%4, DCE is perhaps less well known, but is easy to relate to &M3
and following the IMF standby is generally thought tc be appropriace

if policy is chiefly directed to particular external objectives.

Z5. £M3 is a useful single indicator of the general stance of
government policy because it hasgs clear links with all the key
areas of policy. There is a link with fiscal pelicy through the
PSBR; with the authorities' open market operations; with baank
lending to the private sector; and with external flows and exchanze
rate policy. These links are not of course as straightforward =as
the accounting relationships tend to lead one to think., But they
are closer and better understood than those with any other aggregate

36. Looked at from this standpoint other monetary aggresstes sufier

from serious disadvantacges:

A 111, the narrow agpre gate, ywould be mainly about interest
rates. It would offer no assurance about fiscal policy and

e A e



have no very clear relstionship to pay policy. It might
indeed lead people to believe we thought that monetary
policy could bhe pursued independently of fiscal policy which
the authorities were free to pursue unrestrained.

We should probably be driven towards some independent measure
of fiscal policy. It is exceedingly unlikely that we should
regard the PSBR as the relevant indicator - its main importance
is as a monetary indicator of fiscal policy; its relevance

lies in its relationship to money understood in the sense of
£M3. The PSBR has no very clear relationship to  M1. We may
as & result of a M1 target arrive at a better indicator of
figcal policy, but it is unlikely to help contribute to the
impression of coordinated policies - especially as the PSBR
like £M% is likely to remain important in the eyes of markets
regardless of what we do.

B £M5 is moving into the unlnown. We do not even have a
series though one cculd no doubt be constructed. It could
involve changes in the system eg of controlling the building
societies and the NSRB which may have unpredictadble effects.

It seems to be mere likely to constrain than to free the use
of some policy instrumentes (eg interest rates if the link with
building societies becomes explicit) than direct theum more
rationally. It is unlikely to carry conviciion for some time

and we c¢ould not be very confident in using it.

27, It might bte asked why not have more than one indicator. The

-
A
1

answer is that this is more likely to confuse than to help clari
the direction of policy. Government policies are not viewed in

an academic way. Doubling the number of targets doubles the potential

criticism if one fails to meet either or beth. And in particular
very strong arguments would be needed before moving to two untried
aggregates and abandoning the one which we and everyone else has

got to know.

38, These arpguments are reinforced by the prospect of entering into
new Buropean Currency Arrangements at the end of the year., Ve
should be hesitant about making other fundamental changes at the
same time - we deo not want too msny unknowns. We shall wish to be

able to assure the markets in relation to what they think they



know and understend.

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

nay need to use interest rates primerily to convince the markets
that day to day decisions are primarily directed towards exchange
rate stability.

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

Economic Theory

41, The reasons which drive us to give primacy to one paxticular
sgpregate at eny one time have already been discussed., The need
for a single target variable however inhibits our most naturel and
correct respense - to say that all the various indicabors give us
different information and therefore we chould take them all invo
account voth in the formulation of policy and when deciding on the
usc of policy instruments. We caa do this internally if we vegard
the vericus measures simply as indicetors - though we still need

to decice whet exactly they are indicating. But the need to choose
a. single indicator which, when publiished,; assumes primacy cemsins.

42. It is not possible within the scope of this note to exemine
vhat monetary theory suggests might be the impact of the various
eggregates end the effects of controlling them on the econonmy.
Such an exsmination is however necessary because the theoretical
basis is an important consideration - though as we have seen,
cervainly not the only consideration - in the choice of target
variable. I therefore attach a separate note which examines these
issues from a theoretical point of view at some length.

43, There would probably be general agreement that the more poliicy
is directed towards particular exchange rates, the more important
domestic credit expansion becomes. ZEqually, the more policy is
directed towards dcmestic objectives the mors important is monsy

as represented by one of the M's. Since policies have to be
directed towards both ends we need to be prepared to direct avtention
te either of these.

44, The issue %o be decided is which ¢f the verious M's is

w
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relevant. Given the structure of our finsncial institutions

there are no clear cut divisions to be made in the range of

liguid assets from notes and coin at one end stretching through
spectrum of more or less liquid &assets towards local authority

end government debt at the other. Notes and coin and current

accounts are more concerned with transactions - but not exclusively

80, Holdings of less liquid assets ere more related to wealth -

but noct exclusively go. There are blurred edges between the motives

for holding different assets.

45, Within this spectrum, £13 is encompassed by the banking system.
Transactions balances clearly form an important part of it as do
interest bearing deposits with the banks. It is a sort of compromise
indicator in the middle of the spectrum containing elements of
both a transactions measure end a liquidity messure. It alsoc has
a very obvious accounting relationship with the credit measure,
DCE.

46, But does this necessarily mesn thset £M% is a good variable

to control, combining the main featurec of most of the spectrum -
er i3 it reslly a sort of bureauvcratic compremxise -~ nsither one
thing nor the other? If money affecis prices and gevivity either
through transactions belances, and intercst rate effects or through
liguidity snd totzal monetary demend, perhaps we should decide

which it is and choose at either end of the specirum. In other
words, we should concentrate oun either M or M5,

47, Tt should be noted in passing that either of these courses
would mean that new measures of the morey supply would be req

.‘
Pa?

g1 M1 without an interest bearing clement snd an IS embracing e
comprehensive selection of liquid assets.

48, It is argued in the accompanying note that to be of velue for
control purposes an aggregate must have 2 properties:

a. The authorities must be able to control its supvly.
Targets are essentially a statement about the supply of money
and not just the demand for itT.

b. The demand for it must be reasonably steble.

The questions raiged in para 46 are concidered in relaticn Yo These
criteria in the next section.

- 13 -



The Demand for Money and the Supply of lMoney

49, A great deal of work has been done around the world on

demand for money functions. One prominent member of &n overseas
central bsnk was recently heard to refer to them as arriving

in bucketsfull, newly estimated as circumstances change. They

may show "stsble" relationships at particular points of time

for particular aggregates. But the relationships have a tendency
to be shert-lived and require frequent replacement by new equations
ghowing a new sort of stable relestionship. I am very sceptical
about the value of empirical work in this area as a guide to choices
between different indicators. This major caveat applies to the
work in the Bank of England that suggests a form of relationship
between M1 and nominzl incomes which has been more steble than

any which it hsas been possible to derive for &£M>. Though work ig
plarned, more has yet been dons cn M.

50. The research on K1 needs to be assessed in relation To the
first criterion set out in para 48, For given real income, wealth,
price level and intercst rate, there is no reason why The money
gupplied by the authoritics should cgual the demand for money.
Suppose the supply exceeds demand. Any one individual can remo
his excess money holdings by spending them. But if the authoritiecs
refuse to take the excess mon

v out of circulation, then scciecty

2]

as a whole cannot get rid of the excess in this way. One individuzl
spending his sicess money holdings merely passes on the money to
another individuval whose disequilibrium is therefore wmade worse.

As &1l individuals try to spend their excess balences, there is a
process of competitive bidding for resources. If the economy were
initially at less than full employment there may be a transient
increase in output %o meet this new demand but the finzal result
will be an increasc in the price level proportionate to the initial
excess supply of money. Oanly at this position will the =upply

of money and the resl demand for money be in equilibrium and there
will be no further teadency for the eccnomy to react.

51. In this fremework, the role of the monetary target is to
control the meoney supply. It should be set in such a way thet,

given money demend, the resulting demend/cupply disequilibrium
will react back on to output snd prices in & way which is considered
desiredie. It is for this resson that the Tirst criterion set out

in para 48 iz so importsnt; 1% must be possible to control the supply



And it is this criterion which scems to rule out M1 as &
suitable aggregate for targelry.

52. Under a &M43 (or M5) regime, by contrast, the authorities
cen influence the supply side. The PSER can be changed by
expenditure and fiscal policy. Bank lending cen be controlled
by credit rationing devices or by reserve agset pressure.

Gilt sales can be controlled subject to the authorities' ability
to adjust prices and interest rates. The control may not be
complete, end it may be more limited in some areas than others,
but the possibility certainly exists.

5%, In the £1M%/M5 approach, whereas the authorities determine
the supply of money, the demazd for money is controlled by the
(nop-bank) private sector. It can be taken that it is fhe real
volume of money which is importent whether the motive for holding
the money is as a transactions balance or as & store of value.
Demand can be taken as positively related to income and wealth
and negatively to noninal interest rates. Income canbe taken as

=te

a proxy for totsl transactions in the economy, thus determining

trensscetions denand for money while wealfh measures the tobvul

portfolio aveilsble for holding in assets ond thus relsates to

-

the store of value demand for meney.

54, There is an zdded dimension depending on exchange ratve
policy. The suthoritics have imperfect control over changes in

the reserves snd this limits their ability to control £M2 ~ though
they can still control domestic credit (£M% -~ chenge in the reserves)
hence the importance of DCE indicated earlier. This means that

any disequilibrium between the money supply and demand mey be
resolved in two ways: the price level may chenge end/or the
disequilibrivm may disappear ecross the exchanges. If supply is
below demand, there will be & tendency for foreign funds to flow

in, while if %the money supply exceeds, funds will tend to flow cut.

55, The suggestion that M1 would be a suiteble terget variable
seens to proceed from the Keynesian epproach thaet the authorities
either csmnot or should not contract the money supply direct but
instead chould use interecst rates to contrel the demand for money.
By controlling the nominal interest rate, the authorities thereby

¥



sutomatically lese control of the money supply because they

have to supply government debt passively at whatever interest

rate they deem appropriate. Since both money demand and supply
are then determined by the private sector, there is no possibility
of their diverging. There are therefore no disequilibrium effecte
on either prices oxr output.

56. In this situation, the sole function of a monetary target seceus
to be to establish the general level of interest rates and guide

the authorities in changing them. Any effects on the rest of the
economy must therefore operate primarily through changes in interest
rates. There is nothing wrong with this position but it does seen

a very weak one on which to base a target fronm which much more is
expected:

8. If monetary policy really operates only through interest
retes why not set the interest rate target direct at some
ievel deemed to be optimal, rather than go through tThe
roundabout route of a monetary target;

B Dnpirical evidence suggests that interest rates have
very 1little effect on the real economy, certaialy over the
renge of variation we have seen in the past. Quite intensive
eearches for interest rate effects on expenditure function$
both inside the Treasury and outside, have failed To reves

any substantial influence. On the evidence we have, the
effect on the price level of interest rates must te minuscule.
If this is the case, why should we expect & target for 117 to
have much effect of any deseription on the economy, benelicial
or otherwise. Given this and for the reasons set out in
section , 11 is unlikely to have much effect on expectaticns
or convey a very effective message.

57. 15 does not exhibit the deficiencis of M1, in respect of
controlling the supply. Indeed there is a logical case for bringing
2 more representative selection of liquid assets within the control
mechanism. But as there is no series yet for M5 we do not lmow
whether its demand function would be more or less stable than M2,
Moreover, as is argued in the next section, the fact that neither

11 nor MS have yet been sudject to controls and tergete means thai
their behaviour might change significantly if they did
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Ve might lose their current value as indicators of conditions
at either end of the monetsry spectrun without gaining much
in terms of stable relationships.

Controllability

58, It has always been recognised that though targets had many
advantages and were perhaps essential in the circumstances in
“which they were introduced, there were also disadvantages. In
particular, though monetary targets have been thought of by the
authorities and academics as indicating the broad thrust of
policy:

&. Their effect on expectations might lead the markets to
look for more finme tuning on a month by month basis to meet
target growth than was thought by the authorities to be
necessary or desirable.

b. Thege expectetions might be self fulfilling; by refusing
to buy dedbt ﬁempora¢llf or leading end legging agalnst sberling
the markets could, in some circumstances, force & policy
responce from the government. And the responce might have To
be more gevere than would khave been necesgary without zuch
co-~ordinated expectations. :

58, Targets which successfully influence cxpectations, can thus
in practice also be a cause of instadbility in money markebs,

60. These problems are perhaps at their most severe when the
avthorities, s they must, use interest rate adjustments as the
moet readily available mesns of smoothing the growth of the {33
aggregate. When £M% begins to grow above target,; there is an
expectation of upward movements in interest rates. Because our
ability to control long rates is thought to be vexry limited,
adjustments take place first and most at the short emnd. Vet this
can have the effect - temporarily at least - of increasing &3

by attracting funds into the interest bearing part of the banking
system from other financial institutions and from overseas. Thus
the response of £33 to changes in interest rates is lagged and slow.

61. No sggregabe is capsble of being fine {tuned on & month by
month basis. Cur objective should be to move away from cobjectives

7



which provoke chenges in response to very short run considerations.

62. In the case of M1 (even without its interest bearing element)

we would from econometric eviderce expect a guicker response to

adjustments in the general level of interest rates. But the

difference between M1 and £M3 in this respect is not so great &s

to constitute a case for a change in policy. Moreover in countries

where M1 is subject to control, the short term volatility of M1

is itself regarded as a serious disadvantage. In this country

we just do not kmow how volatile M1 would be if we announced an

M1 target, thus concentrating expectations on it. It is quite

possible that a move in this direction would convince the market

that the Government was committed to very short term fine tuning

by means of interest rate changes. Far from being & useful guide

to the authorities, a narrow aggregate could in these circumstances

force them into more volatile shifts in short term interest rates
the face of strongly held eypectations about the size of adjusi-~

ment.requlred to keep the growth of the money supply under coutrol.

63, Moreover it is difficult to believe that the structure of
interest watez could be leit to take csre of itself simply by
moving to an M1 reginme,

&4, The SSD scheme basg been developed as a device for creating a
fevourable interest rate structure in the context cf a &M% target.

e

Its impact on M5 could only be fully understood arfer experience

3
had been goined in operating it. In principle, its effects should
be somewnat slower acting: a large part of the initisl effect of
an SSD scheme is to cause financial institutions to switch out of
assets included in &£M3 tc assets included in M5; such & switeh
would not change M5. The longer term impact of an SSD scheme is
to raticn credit, and this would also happenr if policy was dirscted
towards 5. However, the scheme would need modification if
operated in conjunction with szn M5 target and the changes are tco

-

speculative to merit discuscesion here.
65. The SSD scheme is criticised in the context of a £M3 target
becavse it causes less efficient financial intermediation and

ok

K]

because its impact is appare

first objection is ceoncerned, sl
end it dees not zeom wnressonable that some of these should fall on
o

che bunking cystem. VWith regard to the second, if nmarket expectati

O



have themselves become unduly peecsimistic and the markel can

be satisfied by devices which restore confidence but have a
limited impact on the econcumy, so much the better. Looked at

in this light the SSD scheme is a useful instrument; its

initial optical effects counter excessive expectations and

its longer term effects in rationing credit are in the right
direction so far as reducing the supply of money is concerned.
It would be wrong to regard the present target as unsatigfactory
because we have to use the SSD scheme from time to time.

66. We should not in any case concentrate too much on the
authorities problems over interest rate responses. In sn open
econony these can never bLe clear-cut or dictated by a single
nonetary indicator. The essence of a wide aggregate is that the
policy recponse to deviations need not be one of monetary instrumentc
- it may be in fiscal policy, pay policy, external policy, policy
for the supply of credit or the supply of debt. Without the use
of these other instruments it may be impossible, as we have argued
earlier, to cxercise much contrel over activity or prices or carry
ey convicition that the target would do so. To expect the Targes
to indicate the exact mix of instrument response snd thus give &
precise guide to the use of particular instruments, is to =zsk the

impossible.

67. It was srgued in the previous section that there is no
evidence that interest rates are so important in this avray of
inetruments as to mske it a prime requirement of a target tha
it should give this specific information about Them. And it vas
pointed out in para 62 that to give the impression that we placed
too great reliesnce on them could be harmful. So we certainly
cannot argue that M1 is sn appropriate target variable solely or
mainly because there is a chance that it might prove more easy to
control it by the general level of interest rates.

68. The problem with M5 in this, as in other, contexts is that

we are uncertzin how it will behave. In principle it should prove
1

o

less subject to some of the distortions that cen make the contro
of &M% difficult; it encompasses bullding society deposits which
are fairly clearly a substitute for current account and time

deposits together with liquid assets such as Treasury bills and
local authority deposits which are likely to be close substitutes

for certificates of deposit. However, an M5 target could mean



that interest rate adjustments in response to changes in the
money stock would have to cover explicitly sensitive areas of
policy such as housing and LA finance.

Conclusion .

69. This paper has looked at monetary targets from the stand-
point of arriving at an aggregate which offers the government

the best prospect of achieving its objectives. There can be

no universal objective, but the main choice of emphasis lies
between domestic credit and money measures. As far as the various
M's are concerned, £M3 seem$é to be.the most satisfactory aggregate
for target purposes currently at our disposal:

. It conveys a comprehensive simple message about the
broad thrust of policy.

b. It facilitates the development of co-ordinated policies
within the UK policy making framework in which the Chancellor
is ultimately responsible for all aspects of economic policy.

Gis It allows the use of a range of policy instruments where
there are serious deviations from the target which it is
necessary to correct.

(o 1 It is difficult to control at times, but no couﬁtry
has managed to find a completely controllable target which-
also carries conviction as an economic regulator. Other
aggregates may appear easier to control either because we
have not yet attempted to control them or because they have
little impact on the economy.

€. It fulfills the essential condition that it is a monetary
aggregate whose supply we are able to influence.

: Though its relationship to money incomes is not particules
stable, we cannot say with confidence that others are so much
more stable that the difference constitutes a reason for
change.

70, A new M5 series seems potentially to be a very useful aggregat
for target purposes, and might be an improvement on £1M3. But we
do not know yet. It is inconceivable that we could move to an M5
until we have explored the properties of the series at present
ungder consideration.
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71. M1 night hsve greater advantages in terms of controllability,
but it is unlikely to carry conviction with the marketvs if this
is all it achieves: other meons would be needed to demonstrate
our ebility to direct those policies which affect the supply of
money in @ desired direction. The gains made in recent years in

]

co~ordinated policy formation would be lest.

72. Tt may be thought that inflation is now sufficiently under
control that we should seck to release other policles from the
cshackles of an all-embracing nmonetary terget. On this view any-

o

hing which limited the impact of the target to a separete role

viding changes in a relatively unimportant instrument (interest
A
1%

o]

rates) wvould be desireble. We could expsnd the cconomy more
rapidly while keeping the markets happy with the M target. For
those who share this view, many of what I see as advanteges of
financial targets snd the criteria to dbe taken account in selecting

ther become disadvanteges ond things to eveid.
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