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Policies 24 October 7, 1986

Policy targets: Growth, employment, inflation and the
current account.

Policy instruments: Fiscal policy, monetary policy (either
interest rates or monetary growth).

Intermediate targets: Exchange rate.
Longstops: Reserves, interest rates or monetary
growth (whichever is not treated as a

policy instrument).

Redundant: Trade balance.

It seems that the primary focus of the G-5 in its initial
development of indicators has been in trying to ensure that the
policy targets being pursued by individual countries are mutually
consistent and compatible with a satisfactory evolution of the
global economy. It remains to be seen whether the group will in
future have more success in their endeavor than it did in the
initial stages. My own view in that this is unlikely unless and
until an attempt is made to develop a greater measure of
agreement on the fundamental principles of economic management,

such as:

o robust feedback rules in preference to either pure
discretion aimed at policy optimization or an automatic
pilot

= an assignment of the world level of interest rates to
the state of the world conjuncture, of interest rate
differentials to the management of exchange rates, and
of fiscal policy to national nominal income growth

= a target rate of nominal income growth equal to the sum

of the rate of growth of productive potential, a term
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related to the size of the deflationary gap, and a

fraction of the inherited rate of inflation.

If those principles were to be endorsed, the resulting indicator
system would look distinctly similar to the sort of extended
target zone system discussed above (Williamson 1986).

In terms of the monitoring function of indicators, the
crucial question is whether to give priority to monitoring the

behavior of the instruments of policy, the targets, or the

intermediate targets. That is, if a country were fulfilling its

declared (and internationally accepted) intentions regarding
fiscal and monetary policy, but it were nonetheless failing to
approach its targets for growth, inflation, and the external
Sector, would it be appropriate to regard it as having satisfied
its international obligations? Conversely, if a country was
growing as fast as planned and reducing unemployment on schedule,
while inflation was falling as intended and the balance of
payments was at a level internationally agreed to be
satisfactory, should a country be urged to adjust its policies
just 4/ because the money supply was growing faster or slower
than expected or the budget deficit was off-target?

This choice raises_some of the issues that were debated at
lenglh in the Keynesian-monetarist controversy. Those who
believe that the best policy is for governments to precommit
themselves to fiscal and monetary policies will presumably wish
to monitor indicators for those two variables rather than for
desired outcomes, in the spirit of Margaret Thatcher's attempt to

impose a medium-term financial strategy on the British economy.
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‘But the evident failure of this approach to policy formation, as
exemplified most recently by the Chancellor's decision to raise

e target range for sterling M3 in the latest British budget,
suggests that it would be preferable to concentrate on monitoring
Ooutcomes and/or intermediate variables.

There is an obvious advantage in monitoring the exchange
rate as an intermediate variable rather than just the performance
of the current account, since the exchange rate is immediately,
continuously and accurately available whereas current account
statistics are produced with a lag, only occasionally, and
subject to substantial error. To complement the exchange rate on
the internal side, one might monitor either two of the target
variables (growth and inflation), or else, for reasons argued
earlier, the growth of nominal income (which may be classified as
another intermediate variable).

Thus one possible approach to monitoring would be for the
monitoring authority to concentrate in its routine activities on
two intermediate variables, the exchange rate and the growth of
nominal income. The policy adjustments that would be expected in
response to deviations from the target paths of these two
variables are shown in table 1. As noted previously, this begins
to look quite like the extended target zone proposal outlined
above.

Concluding Remarks

Some crucial issues are at stake in the current debate on
improving international economic policy coordination, but the
choice between target zones and indicators is not one of them. A

natural extension of the target zone proposal would lead to much
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the same set of presumptive rules as an enlightened
interpretation of the indicator proposal.

The central issues are, rather, the following.

(1) Can ad hoc discussions of policy intentions persuade
countries to modify their policies with a view to securing
international consistency in the absence of agreement on the
basic principles of economic management?

(2) If the answer to that question is in the negative, can
the principles Suggested in this paper--feedback rules, the
Proposed assignment, and a flexible form of nominal income

targeting--provide a basis for agreement?



Policies 28

Table 1

October 7,

Presumptive Policy Reactions to Deviations of Indicators from Targets

1986

Damestic currency

~ Nominal Appreciated
incame growth above target
Above target Monetary expansion

Fiscal contraction

Below target | Monetary expansion

Depreciated
below target

Monetary contraction

Monetary contraction
Fiscal expansion
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Footnotes

l. A good example is provided by Japan in early 1986, when the
1L price fall first raised the possibility of a dramatic

~rOsitive shock to the Japanese current account.

2. Clearly analogous rules could be devised if a more_rigidly
monetarist, Keynesian or supply-side stabilization policy were
preferred.

3. The non-accelerating inflation rate of unemployment. An
unacceptably high estimate of the NAIRU would signify the need
for changed labor market policies to permit a reduction in
unemployment.

4. The word "just" is important, for one would wish to ensure
that the unplanned behavior of the policy instruments did not
signify that the satisfactory behavior of the policy targets was
unsustainable.



Policies 30 October 7, 1986

References

Baker, James A (1986), "The Functioning of the International
Monetary System", statement to the IMF Interim Committee,

April 9-10 (Washington: US Treasury).

Balassa, Bela (1964), "The Purchasing Power Parity Doctrine: A
Reappraisal®™, Journal of Political Economy, December.

Beckerman, Wilfred (1985), "How the Battle Against Inflation Was
Really Won", Lloyds Bank Review, January.

Group of Ten (1986), Communiqué, April 8, in IMF Survey, April
21, pp. 1l1l6-17.

Group of Twenty-Four (1985), Report of the Deputies, in IMF
Survey, September.

Harrod, Roy F. (1951), The Life of John Maynard Keynes (London:
Macmillan).

Interim Committee (1986), Communiqué April 10, in IMF Survey,
April 21, pp. 114-17.

Kaldor, Nicholas (1976), "Inflation and Recesion in the World
Economy", Economic journal, Sep.

McKinnon, Ronald I. (1984), An International Standard for
Monetary Stabilization (Washington: Institute for
International Economics) .

Meade, James E. (1951), The Theory of International Economic
Policy: Vol. I, the Balance of Payments (London: Oxford

University Press).

Summit Communiqué (1986), "Tokyo Economic Declaration®, in New
York Times, May 7, P. A.10.

Williamson, John (1977), The Failure of World Monetary Reform,
1971-74 (London: Nelson and New York: N.Y.U. Press).

---------- (1986), "Target Zones and Indicators as Instruments
for International Economic Policy Coordination", a Report

to the G-24.



T TR

FROM: P H BROOK
DATE: 10 February 1987

MR RICHARDSON cc: Ms Goodman
Mr Pike
Mr Westaway
Mr Heath
Mr Flitton

Mr Collins )

Mr M Wright) g of E
Ms Jupp

Ms Plumbly)

EXTERNALS AND FOREIGN CURRENCY FINANCE OF THE PUBLIC SECTOR

You asked that I prepare a note on external and foreign currency
finance of the public sector and its relationship with the reserves,
in the light of our meeting on 15 January. Inevitably, when looking
in detail at such subjects, the relationship did not turn out
to be as straightforward as we had thought and tying up the loose
ends has taken longer than I had hoped.

2. The attached draft note has been prepared in consultation
with others in MG. I would be grateful for any comments. In

particular I would welcome confirmation from Ms Goodman/Mr Flitton
that:

(a) the relationships shown in Table E are correct;

(b) all LA and PC UK foreign currency bank borrowing is
under the ECS;

(c) no other items apart from EMCF swaps and non-public
sector ECS covered borrowing appear in the published
reserves but not in those relevant items identified

in the public sector externals in Table E;

(d) non-public sector ECS covered borrowing in 1986 Q2 was
about £35 million (this cannot be confirmed from Financial
Statistics); ande



(e) wunderlying spot intervention (plus any non-public sector
ECS covered borrowing) can be monitored in sterling

converted on a daily basis.

P H BROOK



NOTE ON FUNDING AND
EXTERNAL AND FOREIGN CURRENCY FINANCE OF THE
PUBLIC SECTOR

£M3 Counterparts

Table A shows the counterparts to £M3 as presented in the Bank's
monthly back-up tables (Table B shows where each counterpart series
can be found in Financial Statistics). In this presentation the
counterparts to £M3 are viewed as bank lending in sterling to
the public sector (row J), to the private sector (K), and to
overseas, together with other externals and foreign currency
transactions of UK banks (L) and changes in their net non-deposit
liabilities (M).

2. Bank lending to the public sector is derived by subtracting
from the PSBR (row F), the amount of funding from the non-bank
private sector (G and H) and the external and foreign currency
finance of the public sector (I). Implicit in this is the
assumption that the difference represents bank lending in sterling
to the public sector. It is important to note that this
presentation of the counterparts represents one arrangement of
an accounting identity.

Je Table C shows a breakdown of external and foreign currency
finance of the public sector. The simplest way of 1looking at
the sign convention is that all increases in public sector assets

have positive signs whereas all increases in 1liabilities have

negative signs. Looking at one 1liability and one asset a little
further might help explain this convention. First take sales
of British Government Stock overseas (BGS in Table C). Any change

in the net overseas demand for sterling assets will not lead
directly to an offsetting change in total supply (assuming the
authorities are not intervening). To the extent that overseas
holdings of sterling assets increase there must be a corresponding
switch out of sterling assets by the UK private sector. It is
generally assumed that most of the switch will be with the UK
nbps. Hence an increase 1in sales of British Government Stock
overseas has a contractionary influence in £M3. If the banks'
net foreign currency position did in fact change there would be

an offsetting change in other counterparts.



Turning to an asset, take an increase in Central Government
fc=2ign currency deposits. This will be reflected by an outflow
ot sterling assets from Central Government. Given the assumption
that the UK banks' net position changes little, the foreign currency
will be purchased either from the UK nbps or overseas. In the
former case £M3 will increase, in the latter the transaction will
be offset in other counterparts. As before if the banks' net
foreign currency position did in fact change this would also be
reflected in changes in other counterparts. In any case the outward
flow of sterling assets from Central Government has an expansionary
influence on £M3 which may or may not be offset elsewhere in the

counterparts.

5. It can be seen therefore that a net increase in external
and foreign currency finance of the public sector has a
contractionary influence on £M3 which may in part be offset by

changes in the UK banks' or overseas' positions.

Funding

6. Table D sets out a breakdown of funding of the PSBR. External
and foreign currency finance of the public sector in the
counterparts equates to public sector externals excluding BGS.
Overseas sales of British Government Stock are included as part

of gross gilt sales.

T Monitoring of the public sector externals might be simplified
by separating out those elements which affect the reserves and
monitoring these via changes in the underlying change in the
reserves (underlying spot intervention). In order to do this
it is necessary first to expand the public sector externals and
then identify the relevant elements. Table E shows the link between
published reserve figures and the expanded public sector externals.
All items which make up the published reserves figures (either
total change 1in reserves or underlying spot intervention) are
reflected in the public sector externals apart from two. First
non-public sector borrowing (eg by BNFL) under the exchange cover
scheme (ECS). In terms of the published reserves this borrowing

is included in the total change in the reserves but excluded from



»=dqerlying spot intervention, as with all other borrowing under
tne ECS. As far as funding is concerned, the inflow of foreign

rrency into the reserves increases the funding requirement but
because the sterling is passing into the private sector, the
increase is not offset in the other public sector counterparts.
ECS covered borrowing by the LAs and PCs has no net effect on
funding because both sides of the transaction are within the public
sector. The second reserves item excluded from public sector
externals is the European Monetary (EMCF) Cooperation Fund swaps.
This is a quarterly revolving swap in which the UK gives 20 per
cent of its gold and dollars in return for ECU. The swap has
an affect upon the reserves because of the different way the EMCF
and the UK wvalues gold and dollars. The wvaluation change is
included in the total change in the reserves; it is not part of
the wunderlying spot intervention. These wvaluation changes do
not affect the funding requirement. For this reason official
reserves in the public sector externals does not exactly equate
to published total change in the reserves. 1In Financial Statistics
EMCF swaps are incorporated in Table 10.3, revaluations and other

changes in official reserves.

8. Simplifying the term for the public sector externals by
substituting underlying spot intervention (plus any non-public

sector borrowing under the ECS) in the equation gives the following:

1986 (£ million)

Q2
+ Total underlying spot intervention (plus any
non-public sector borrowing under ECS) +419
Central Government
- TBS (Treasury Bills) 2
- 0/S Holdings of notes and coins -56
+ foreign currency deposits =],
LAs and FCs
- Overseas borrowing
in sterling +1%
in foreign currency (non-ECS covered) +35
+ foreign currency deposits +8
+ PCs liquid assets +8
+423

Total Public Sector Externals (excluding BGS)

nb sign indicates the effect of an increase



R The figure of £419 million for total underlying spot
intervention in 1986 Q2 is derived from the published underlying
S . intervention figures for April-June converted to sterling
at the average monthly exchange rate and adjusted for known
non-public sector borrowing under the Exchange Cover Scheme (ECS).
The other terms are extracted from Financial Statistics or the
Bank's back-up sheets. Deriving public sector externals purely
from the counterpart equation (Table E left hand equation) using
Financial Statistics and back-up sheets gives a figure of
£425 million. The difference of £2 million between this and the
total in paragraph 8 is 1likely to be due to difficulties in
converting dollar spot underlying intervention into sterling.
The official reserves figures in Financial Statistics translate
dollar value transactions into sterling on a daily basis. For
the purposes of this note, published underlying spot intervention
figures have been converted to sterling using average monthly

$/£ exchange rates.

10. I have attempted to use consistent rather than latest available
data in preparing the above comparison. The sources used are
Financial Statistics (December 1986), Quarterly back-up tables
for Q3 1986 (25 November 1986) and published reserve figures.

11. Looking at items other than underlying spot intervention
in the public sector externals equation in paragraph 8 shows that
while individually the elements were not insignificant, none was
equivalent to more than 14 per cent of the intervention term,
and taken together the effect on public sector externals was
minimal. Looking quickly at previous quarters this analysis
generally holds true and a working assumption that the residual
elements will have a neutral effect over the period to the end
of the financial year is probably sufficiently for funding

arithmetic purposes, subject to revision in the light of monitoring.

Conclusion

12. Public sector externals can be expressed in terms of underlying
spot intervention (plus any non-public sector ECS borrowing)

together with a number of minor elements (see Table F for a revised



akdown of funding of the PSBR). For funding arithmetic purposes
ar -assumption of the amount of underlying spot intervention until
the end of the financial year is necessary but the effect of the
other minor elements of the public sector externals can be assumed
to be neutral. Monitoring of both underlying spot intervention
(in sterling converted on a dail? basis) together with the minor

elements, as far as data are available, should take place.

P H BROOK
MG1

HM TREASURY
FEBRUARY 1987
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Fund.ng : Financial year position

Financial
Year
1986/87
(a)

PSBR excluding
asset sales

Gilt redemptions/
buying in (+)

Monetary sector
purchase (+)

Public sector
Externals excluding
BGS (-)

Other public sector
debt (-)

National Savings/

CTDs etc (=)

Gross Gilts Sales (—)

Total

Asset sales (-)

Under(+) /0Over (=)
funding

TTARLE O

£ Million u/a

Outturn

To end of

December
(b)

Outturn +

Forecast to

End of January
(c)

Assumes gross gilt sales of £B00 million in January

Rest of
198&6/87
(a)—-(c)
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