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LITY OF 1M1 EQUL I'IONS

owlng your stiictures about 111 eguations, we have been
z a look at Lhﬁ stability of our own new M1 equations.
know, there are two versions, both of which include
{gross financisl) as well as income (or TFE): the
Gumming eguabion, which is the simpler of the two,
heen programmed on the model and was used for the last
caat. T must admit I was personally a little sceptical
including wealth, but it does seem to help: and 1 an
=whal acomforted by the fact that both the short and long
Lth elasbticities are lower than those we found for
¢ the Cuwaming equation, about 0.% after a year, and
marginally more in the long run). Both equations are

seribed in fulL in the forthcoming Grice/Bennett TES

ou will gee from the attached note by Adam Bennett,

i 's equation does seem to be reasonably stable. 1t
;ed the slowdown in M1 in the second half of 1980 quite

-, but it came back on track in the first quarter.

victure for 1980/81 may look a bit different when w

iore up to date wealth data. Adam's equation has not
too well since the end of 1978, however., which is one
why we rejected it in favour of Norman's %implev

s latieon (the other reason being the rather curious

Intive properties imparted by the disaggregation of TFE).

catie views op oouy &5 cquation, 4 !anLiu you wiii have

rrabions sbout this appreachh to M. Certalnly it
the same problems about forecasting wealth. UWithout

Leing Loo much, however. perhaps it suggests that the

P

attion on M1 is not entirely hopeless.
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M1 equations we know of), NC Passes the Chow test for parameter stability. It passe

the Dhirynes test for structural stability, This is a version of the post sample
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rretation of £he error. Finally, the residuals from the NG equaticn ag Prograum:ed
f ©uy Ere dupressively tiny fop the period 1979 Q1 - 1980 Q2. 1980 Q3 and G,
e

e very levge and negat

ive. By 1981 Gh, however, the equation
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HM TREASURY ON THURSDAY/&E JULY 1881 AT 2.30 p.m.
P

Present Chancellor of the Exchequer (in the chair)

Chief Secretary
Financial Secretary
Sir Douglas Wass

Mr Burns

Sir Kenneth Couzens
Mr Middleton —
Mr.Britton

Mr Monck

Mrs Lomax

Mr H J Davies

Mr Ridley

MONETARY CONTROL

The meeting was held to consider the papers prepared for the

Prime Minister’s seminar on 31 July.

2. It was noted that the Prime Minister was still thinking in
terms of an early move to Monetary Base Control (MBC). She

thought of MBC as a tap which could readily be adjusted by the
authorities; and she interpreted what Or Zijlstra had said to her
as confirming that it was possible through MBC to have a satisfactory
measure of control over the money supply while maintaining a

degree of discretion over the level of interest rates. Mr Walters,
by contrast, appeared to accept that an early move to MBC was

ruled out; he still wanted Mo ultimately to be the only determinant
of changes in interest rates, but for the time being he wanted to
move to a system under which interest rates were set so as to

achieve an Ml objective over a period of 6-9 months.

5 It was generally recognised that the Prime Minister's concept
of MBC related to the narrow base (bankers' bslancas), whose

significance was uncertain; that this system of control would



have to be directed at an M2 target (for which statistics were

as yet not available); and that this option had been rejected -

at least for the time being - in the discussions leading up

to the Chancellor's statement in November 1980, Such a system
would be consistent neither with the November statement, nor with
the further account of the proposed evolution of monetary managed
given in the 1981 Budget Speech. The meeting agreed that It would
be better not teo confront this issue directly in the material

presented to the seminar.

4, Nor was prebise short run control of the wide monetary base
(i.e. including notes and wins) feasible because of fluctuations
in the demand for cash by the general public. Any attempt to
achieve such control would be likely to result in sharply fluctuating
interest rates. In any case the strongest advocates of MBC
(e.g. Professors Brunner and Meltzer) were not-advoceting such

a system; they recognised that it would alwsys Be negcessary to
adjust their.sights by reference to the current situation;
Meltzer had accepted that it would have been disastrous to have
pursued a steady path for Mo during the post 1929 recession. It
would be helpful if some way could be found of directing the
Prime Minister's . attention to Dr Zijlstra's remarks to the

BIS annual meeting about monetary control and exchange rates,
which gave a much clearer indication of the approach he weas

recommending to her,

54 In these circumstances there was general agreement that the

best course was to press ahead with the new arrangements for

money market operations, which would allow interest rates to be

determined within a band set from time to time by the authorities
but not announced. It would be for consideration at what point
MLR should be suspended. It was noted that a decision would be
required how, under this system, interest rates would in practice

be determined.

6. Two possibilities were considered:



(1) to set interest rates by reference to a short-term

target for M1l; and

(ii) to set interest rates by reference £m3 while taking
into account a variety of factors, which could include both
movements in the narrow aggregates and the path of the

exchange rate.

It was accepted that course (i) would hardly be consistent with
the present stance of policy, with the emphasis on a &m3 target in
the context of the MTFS. Maintenance of a £m3 target for the
medium term, combined with a tafget for the movement of M1 for

the current year would not resclve the problem; there would be a
serious risk that the targets could not be reconciled with each
other. The Prime Minister had in any case indicated her wish to

retain £m3 as the primary target.

. However, £m3 had not in practice proved a satisfactory bench
mark for the purpose of determining interest rates. In part

this reflected the fact that it was more influenced by the
structure of relative interest rates than by their absolute
level; and it was not impossible that it might serve as a more
reliable guide in circumstances less extreme than those of 13880
resulting from the abolition of the corset and the exceptional
financial pressure on the company sector. It was far from certain
that any other aggregate would be better, once it had to bear

the weight of being the operational target. It was an illusion
to suppose that interest rates could ever be left to be set by

some form of automatic pilok.

8. It was agreed, therefore, that the present practice (in

effect course (ii) in paragraph 6 above) of fixing interest

rates by reference to £3 togethér with & variety of factors,

including the narrow monetary aggregates and the exchange ratce,

should be maintained. Within this framework the greater role

for the markets should be signalled by the suspension of MLR at

the same time the new arrangements came into force on 20 August.




The question was raised whether the authorities would then have
sufficient scope for securing desired changes in the level of
interest rates in response, for exdmple, to sharp changes in
sentiment in the foreign exchange markets. It was noted that there
could be circumstances in which the authorities were unable to
force changes in market rates purely through direct market
intervention: wéuld it then matter if there were no longer a
posted MLR? Further discussion suggested that there need be no
serious difficulty; it would still be open to the authorities to
announce their intention to enforce an upward movement in interest
rates as soon as they were in a position to do this, and this would

be enough.

Conclusion

10. The Chancellor asked Mr Middleton to revise the covering
paper, which would serve as an annotated agenda for the

Seminar, to take account of the points made in the discussion.
The next step would be a preparatory meeting with the Governor on
his returr from Ottewa, before the papers were sent to the Prime

Minister on 24 July.

0.7
for
/
- (A.J. WIGGINS)
20 July 1881

Distribution

Those present
Mr Turnbull
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canri:ot be used to control £M3 without
causing disinternediation overseas. The new M2

series, wiich may redace this risk, is not yet ready

[

anc it will be a long time before we can tell whether
it is a suitable target aggregate.

ii. Even then i% will be difficult to ensure thab
such a schene 1 not operate to a large extent by

diverting financial flows into other channels.

b. Non mandatory MBC, in the sense of a quantity rule
Ffor the Bank's money market operations, to schieve close

L.

short Term control of the narrow base (bankers' balances ak

ct

ot
he Bank of England) would be possible, but:

fow we have no reason to suppose there is a close
link between the narrcw base and the wide monetary
aggregates, ©So we would probably have to abandon the

annual target for &M3.

1i. There is no guarantee that our control over
monetary conditions in general would be iuproved.

There 3

1ittle we can tell about the demand for

is
narrow base from past experience. The base might Te
very unstable, in which case it would be a very poor
fulerum for influencing monetary conditions.

iii. It could involve very volatile short term interes:
rates which could destabilise the exchange rate and have
far reaching implications for financial institutions.

e More generally, controlling the monetary base as the

30le ueans of controlling inflation would be regarded as

& very narrow approach. It has not many supporters. A umove
to a futlt fledged regime would inevitably be regarded as

= & Y 1

2 - R e
G e argument

control the wids




ie with discretionary changes in interest rates.

€. There would be no need for changes in institutions

But it is tantamount to treating the monetary base
ag enother target aggregate, probably as an alternative

te £5, at least over pericds 2s short as a year.
g Work summarised in the paper on the narrow aggregates
for the Prime Minister's seminar suggests that the base

has some serious drawbacks when looked at from this noint

of view:
34 It is in many ways inferior to other narrow
aggregates such as M1, Only the currency component
o ars to show any systematic relationship

o}
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to money incomes, or prices, but since this en

W

i
demand determined, it provides no firm evidence of
causal link.

ii. The relationship of %the wide base to interest

rates is not well determined and looks to be v etty

'

unstable; the greater the instability of the interest
ca

(=5

rate responszs the more far reaching the impli
for base rates and mortgage rates.

iii. It is certainly not possible to contrecl £M3 or any
other wide aggregate simply by acting on the wide base.
h. This certainly does not rule out taking the base into
account among the other factors which devernine interest rates.
&4, Whatever Zjilstra may have said, MBC in 2
guises, is definitely not a vay of combinirng quanti

over cash with discreticnery control over interest rates. The

Two are quite incomnatible. ’

5. I have more sympat hy than most with monetary base control.
Bt +hers o - e ! el i maled 7

Bat there sre great risks in maxKing the chance. We could perhaps
nave vaken these risks two years ago; but I do not see how it
could be wise for the Government +o take them now. The pain -



- if there is,l0 be any -~ in terms of unpredictable interest
rate movements, would be immediate and the benefits dintant.
[ )

If we get into ancther monetary crisis, the valance of argument
might change, but otherwise the risks seem disproportionate

TIDDLETON
ly 1981

(23]
i
o]

s ok s

AT TN TAT

CONFTDENTTAL



