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NOTE OF A MEETING IN H M TREASURY ON FRIDAY 10 JANUARY 1986 
at 10 AM 

PRESENT Chancellor 
Economic Secretary 
Sir P Middleton 
Sir T Burns 
Mr Cassell 
Mr Odling Smee 
Mr PereLz 
Mr Scholar 
Mr Culpin 
Mr Riley 
Mr Walsh 
Mrs Rowlatt 
Mr Cropper 
Mr H Davies 

MONETARY POLICY IN THE 1986 MTFS 

The discussion focussed on the annotated agenda attached 

to Mr Peretz's note of 8 January. Also relevant was the paper 

on Lioad money submitted with Sir P Middleton's minute of 

13 December and the further notes attached to Mr Peretz's minute 

of 8 January. 

Operation of Policy 

Sir Terence Burns said that there was no need to change 

the way in which monetary conditions were assessed on a monthly 

basis. But there was a real problem with the status of targets 

for broad money. He remained sure that it had been right to 

end overfunding. But the result was that it was almost impossible 

to control the growth of broad moneyoGe-r 

pe.r4ei-; 	Wider liquidity was not easy to interpret but in 

principle we sought to judge the appropriate growth rate relative 

to the projected growth of income in the light of past behaviour. 

An excessive growth in broad money was a reason for concern. 

The correct response was to be more cautious in setting short 

term interest rates, and to look for more reassurance in the 

behaviour in other monetary indicators. 
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The Chancellor commented that it was scarcely surplisinq 

that other countries with free financial systems did not have 

precise policies for broad money. In practice the authorities 

could only react to a rapid growth in bank lending or liquidity 

by raising short term interest rates. The relationship between 

short rates on the one hand and credit and broad money on the 

other 	was 	notoriously 	unstable 	and 	sluggish. 	The 

implication 4 that the authorities should be prepared to offset 

rapid credit expansion by a tightening of policy, without 

necessarily expecting this to have much effect on the rate of 

growth of credit. 

In discussion, it was argued that it might be appropriate 

to take more direct steps to reduce the rate of growth of credit. 

On the other hand, the need for credit rationing had really 

arisen from reluctance on the part of governments to contemplate 

X flffir- tJantly high short term interest rates. Providing the 

authorities were prepared to move interest rates if necessary, 

they could afford to be more relaxed about the growth of credit 

per se. 

Given the build up in broad liquidity, it was important 

to have adequate early warning of the need for policy action. 

No one indicator was entirely satisfactory, but over the last 

ten years the indicator that had most consistently given the 

right reading had been MO. The exchange rate had very often 

been right but broad money had been highly unreliable. 	The 

problem was that MO gave very little advance warning - the 

evidence suggested that it led changes in nominal GDP by only 

about two or threlquarters. 

Narrow Money. 

6. The Chancellor said there was a strong presumption against 

changing the narrow money target aggregate. But MO had a problem 
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of credibility. 

that- 

It was hard :to . justify focussing on an aggregate 
4stAg;shr-. Ca4n ,2J, 

notes and coins, rather 

than on the total of non interest bearing money. 

Sir Terence Burns said that the boundary between interest 

and non interest bearing money was subject to violent change, 

X Pti.l.rq he introduction of interest bearing accounts. While he 

accepted the case for a nib M1 target in principle, it was not 

a practical option. He accepted that there were presentational 

problems with MO, which had not been helped by the timing of 

the latest rise in interest rates. 

It was agreed that MO should be maintained as the target 

for narrow money. 	The Chancellor asked Sir Peter Middleton 

and Sir Terence Burns to consider what might be published to 

bolster its market credibility. 

Choice of target tor broad money. 

The Chancellor said it would be extremely unwise to target 

a new measure of broad money, given the problems of interpretation 

and controltoktem-icm-le-s. common to all the available measures. The 

real choice lay between: 

presenting target ranges for sterling M3 for the whole MTFS 

period 

publishing a target for sterling M3 for the year ahead only 

dropping targets for broad money altogether. 

9F 
10. What was said about broad money in the text AO the MTFS 

,s4=Tm.g would also be important. There was a choice between 

that the aim was to keep broad money within the target range, 
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and stating explicitly that, 	ile an above target growth in 

broad money would be a prima facie 	raising4 short term 

interest rates, this could not be expected to bring -  broad money 

growth back within the range. 

Sir Peter Middleton suggested that the time had come to 

drop sterling M3 targets altogether. 	He doubted that there 

was any longer a strong presentational case tor retaining them 

even for the year ahead. It would be better to meet the criticism 

that policy had changed head on. The presentational gap left 

by dropping -Wma sterling M3 could to some extent be filled by 

upgrading the role of money GDP. 

Sir Terence Burns thought it would be very difficult to 

stick to the existing MTFS pLesenLaLion. 	Realistic targets 

for sterling M3 might look alarmingly high to the market. He 

OL  marginally favoured retaining the sterling M3 target for one 

year only, making it clear in the accompanying text that if 

the growth of broad money was excessively high, the response 

would be to tighten up elsewhere)  without any expectation that 

this would lead to a significant moderation in the growth of 

sterling M3. 

In 	discussion, 	it 	was 	suggested 	that 	while 

Sir Peter Middleton's approach was a fairly accurate description 

of how policy was actually operated, dropping targets for broad 

money altogether could give the wrong signals, implying more 

of a shift in policy than had actually occurred. The cleanest 

option might be to publish figures for money GDP over the whole 

MTFS, with targets for both MO and sterling M3 for the year 

ahead only. It was agreed that the surrounding text would be 

crucial. 

Conclusions 

Summing up, the Chancellor said he had considerable sympathy 

for Sir Peter Middleton's approach, but felt that no one would 

believe that we paid attention to bank lending and broad money 
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if we dropped sterling M3 targets altogether. There was a clear 

need to give a higher profile to money GDP in the presentation 

of the MTFS. On balance, he favoured: 

sticking with the existing aggregates for broad and narrow 

money (MO and £M3) 

publishing targets for sterling M3 for one year only 

showing ranges for MO for the whole MTFS period (although 

he would not rule out publishing MO targets for the year ahead 

only as well) 

Further thought needed to be given to the/presentation of monetary 

policy. The Chancellor thought he ought to make a major speech 

after the Budget, possibly to the Bow Group. 

Next steps. 

15. 	The Chancellor will be holding a meeLing wiLh the Bank 

shortly to discuss the presentation of monetary policy in the 

MTFS. Sir Peter Middleton agreed to provide an annotated agenda. 

RACHEL LOMAX 

Distribution: 

Those present 
PS/Chief Secretary 
Mr Sedgwick 

Ctr.-(hir —Nrc.„„.,,,2,.4.. to 
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MONETARY POLICY IN THE 1986 MTFS 

The discussion focussed on the a.11=11=med agenda attached to 

Mr Peretz's note of 8 January. Also relevant was the paper 

on broad money submitted with Sir P Middleton's minute of 

13 December-_-4 7ifurther.  notes attached to Mr Peretz's 

minute of 8 January. 

Operation of Policy 

se_ 
2.Sir Ter/ince Burns said that there was no need to change the 

way in which monetary conditions were assessed on a monthly 
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basis. But there was a real problem with the status of targets 

for broad money. He remained sure that it had been right to 

end overfunding. But the result was that it was almost impossible 

to control the growth ot broadinoney certainly within d LdtyCL 
(iO4e-T 

period. --A-4..e.ual liquidity was not easy to interpret but in 

principle we sought to judge the appropriate growth rate within 

the projected growth of income in the light of past behaviour. 

An excessive growth in broaqinoney was a reason for concern. 

The correct response was to be more cautious in setting short 

term interest rates, and to look for more reassurance in the 

behaviour in other monetary indicators. 

	

Scalk4. 	 
The Chancellor commented that it was/ surprising that other 

countries with free financial systems did not have precise 

policies for broad moniec. In practice the authorities could 

only react to a rapid growth in bank lending or liquidity by 

raising short term interest rates. The relationship between 

short rates on the one hand and credit and broad money on the 

other was notoriously unstable and sluggish. The 

implication that the authorities should be prepared to offset 

rapid credit -g-rewth  expansion by a tightening policy, without 

necessarily expecting this to have much effect on the rate of 

growth of credit. 

In - 71,1461.6.. discussion, it was argued that it might be appropriate 

to take more direct steps to reduce the rate of growth of credit. 

On the other hand, the need for credit rationing had really 



arisen from reluctance on the part of governments to contemplate 

sufficiently high short term interest rates. Providing the 

authorities were prepared to move interest rates if necessary, 

could afford to be more relaxed about the growth of credit 

per se. 

Given the build up in broad liquidity, it was important to have 

adequate early warning of the need for policy action. No one 

indicator was entirely satisfactory, but over the last ten years 

the indicator that had most consistently given the right reading 

had been MO. The exchange rate had very often been right/broad i  

money had been higilunreliable. 	44_  MO gave very little advance 

warning - the evidence suggested that tbriis. teedge changes in 

nominal GDP by only about two or three-quarters. 

C,The Chancellor said there 	a strong presumption 

against changing the narrow money target aggregate. But MO1Webei-

had a problem of credibiliti. It was hard to justify focussing 

on an aggregate(was to all intents and purposes notes and coins 
tat^ 

rather than the total of non interest bearing money. 

(1 4? Sir Terence Burns said that the boundary between interest and 
non interest bearing money was subject to violent change, with 

the introduction of interest bearing accounts. While he accepted 

the case for a nib Ml target in principle, it was not a practical 

option. He accepted that there were presentational problems 

with MO, which had not been helped by the timing of the latest 
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S It was agreed that MO should be maintained as the target for 

narrow money. The Chancellor asked Sir Peter Middleton and 

Sir Terence Burns to consider what might be published to bolster 

-its market credibility. 
(
/ 

‘e6N 1  

oice of target for broad money. 	e Chancellor said it would 

k. 	be extremely unwise to target a new measure of broad money/, 

Y given the problems of interpreti-05- and control 	all the 

available measures. The real choice lay between: 

presenting target ranges for sterling M3 for the whole MTFS 

period 

publishing a target for sterling M3 dulty_for the year ahead 

dropping targets for broad money altogether. 

\ U  

4 What was said about broad money in the text to the MTFS would 

also be important. There was a choice between suggesting that 
as-J 

the aim was to keep broad money within the target range, 4erf - 
ek„-Ar 

stating explicitly 7r5:._ an above target growth in broad money 

C would be a prima faci a case for 

raising short term interest rates, izzet_ this could not be expected 
LCQ 

to -bring broad money growth within the range ,s-Toter---tite—t-err-g-e-t-- 
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Sir Peter Middleton suggested that the time had come to drop 

sterling M3 targets altogether. He doubted that there was any 

longer a strong presentational case for retaining them even 

for one 'year. It would be better to meet the criticism that 

6-s""I din 
fr  

policy had changed heaelten. 	The presentational gap left by 
hp 

dropping the sterling M3 could to some extent by upgrading the 

role of money GDP. 

TerAnce Burns thought it would be very difficult to stick 

to the existing MTFS presentation. Realistic targets for sterling 

M3 might look alarmingly high to the markeL. He marginally 

favoured retaining the sterling M3 target for one year only, 

making it cleAr in the accompanying text that if the growth 

of broad money was excessively high, the response would be to 

tighten up elsewhere without any expectation that this would 

lead to a significant moderation in the growth of sterling M3. 

1n discussion, it was suggested that while Sir Peter Middleton's 

Z approach was a fairly accurate description of how polic. 

actually operated, dropping targets  for broad money altogether 

could give the wrong signals, implying more of a shift in policy 
Pt 

CUAIN.4" than had actually occurred. The cleyest option might be to 

publish figures for money GDP over the whole MTFS, with targets 

e J 
for both MO and sterling M3 for the year ahea 	It was agreed 

that the surrounding text would be crucial. 
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\14it Cumming up, the Chancellor said he had considerable sympathy 

for Sir Peter Middleton's approach, but felt that no one would 

believe that we paid attention to bank lending and broad money 

if we dropped sterling M3 targets altogether. There was a clear 

need to give a higher profile to money GDP in the presentation 

of the MTFS. On balance, he favoured: 

sticking with the existing aggregates for broad and narrow 

money ( AA 0 	/V■:3) 

- publishing targets for sterling M3 for one year only 

- showing .ranges for MO for the whole MTFS period (although 
6.1 

he puld not rule out publishing MO targets for the year ahead 

only 61/44(..--c-ek) 

Further thought needed to be given to the presentation of monetary 

policy. The Chancellor thought he ought to ma e a major speeIr 

possibly to the Bow qroup. 
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ext steps. The Chancellor will be holding a meeting with the 

Bank shortly to discuss the presentation of monetary policy 

in the MTFS. Sir Peter Middleton agreed to provide ana4-111olnribmt -
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I. INTRODUCTION  

I. 	Since the mid-1970s, a number of countries have formulated their 
monetary policies primarily in terms of targets for money or credit 
aggregates (1). While contributing, almost everywhere, to a gradual reduction 
in inflation to rates which prevailed during the 1960s, this approach has 
provided the required flexibility to cope with the external shocks of the 
1970s and the emergence of large budget deficits. It has also allowed central 
banks to adjust interest rates in a more timely way than was often previously 
possible, as such adjustments become endogeneous in the context of pursuit of 
the targets. However, problems have arisen in recent years which have 
considerably complicated the conduct of target-oriented monetary policies. In 
some countries the relationship between major aggregates and money income has 
been disturbed by a number of factors, notably the widespread development of 
financial innovation, the process of deregulation and the growing 
international integration of financial markets. At the same time, the 
concerns raised by the increased variablity of exchange rates, the 
difficulties of some heavily indebted developing countries and questions about 
some banks' solvency (mainly in the United States), have put additional 
constraints on policy. As a result, doubts have been expressed about the 
continued feasibility or usefulness of monetary targeting in policy 
formulation. 

This paper examines this issue in the light of the experience in the 
countries of the Group of Ten (2) since the early 1980s. 	Part II below 
discusses the main difficulties which have surrounded the conduct of monetary 
policy in recent years. Part III describes the ways monetary authorities have 
responded to these problems. Part IV considers a number of possible options 
for formulating monetary policy in the future. 

II. DIFFICULTIES SURROUNDING THE CONDUCT OF MONETARY POLICY  
IN THE PRESENT CONTEXT  

A. 	Instability of the money-income relationship  

Chart 1 illustrates the behaviour of the income velocity of the main 
monetary aggregates in the seven major OECD countries in recent years. For 
each aggregate, the chart presents actual velocity and a (centered) 
nine-quarter moving average, which shows its underlying trends,  abstracting 
from short-run fluctuations. Two series of observations emerge: 

i) In the three countries where instability of the money-income 
relationship has been of greatest concern -- the United States, 
the United Kingdom and Canada -- the underlying trends of velocity 
for most of the aggregates shown have shifted substantially in 
recent years, either oscillating with no clear long-term tendency, 
as with M2 in the United States, or changing direction 
altogether. These shifts, which have persisted for two or three 
years, nave often broken previous trends wnich had appeared to be 
well-established. 
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ii) Among the other major countries, there has been little sign of an 
important change in velocity trends which have established 
themselves during the past decade for M2+CDs in Japan and M3 in 
Germany. In France, a downward trend in velocity of M2R reversed 
itself around 1977 and velocity has risen gradually since then, 
while in Italy, velocity of M2 has displayed no stable pattern. 

Another way to examine the stability of the money-income relationship 
is to analyse it econometrically through the behaviour of the demand for money 
function. If this is stable, fluctuations in the money-income relationship 
will be systematically related to fluctuations in the determinants of real 
money demand (i.e. real income, interest rates and expected inflation), and if 
the trends in these determinants are predictable so will be the medium-term 
behaviour of the money income relationship. The instability that has recently 
been observed in velocity movements in some countries has, therefore, two 
possible explanations. 	First, 	the effects of financial 	innovation, 
deregulation and the increased international integration of world financial 
markets may have affected the demand for money function itself. Indeed, they 
have influenced both the pecuniary and the non-pecuniary returns from holding 
the monetary assets included in particular aggregates, and they have increased 
the range of substitutes not covered by these aggregates. This may have 
resulted in a complete change in the parameters of demand for money functions 
or, where close substitutes for assets included within an aggregate exist 
outside this aggregate, in the lack of any meaningful relationship at all. As 
the effects of innovation, deregulation and internationalisation of markets 
are likely to continue in ways that are difficult to foresee, and since their 
impact on money demand cannot be fully assessed until there has been more 
experience with the changed environment, this explanation calls into question 
the role that monetary aggregates may usefully play in the process of policy 
formulation. 

The alternative explanation for the erratic behaviour of velocity is 
that while the demand for money function may have been stable, despite the 
structural and regulatory changes in the financial environment, determinants 
of money demand, i.e. interest rates and inflation expectations, may have 
changed sharply and unpredictably as a consequence of the successful 
disinflationary process. On this argument, as gains against inflation are 
consolidated, a stable relationship between money and income should reassert 
itself, implying that while some flexibility may be called for in the short 
run, monetary aggregates should retain an important role in policy formulation. 

Two years ago the OECD Secretariat investigated the stability of demand 
for money functions in the seven major countries (3). 	A conventional 
specification was used for all the main aggregates (4), with real income, 
expected inflation and a short-term interest rate as explanatory 
variables (5). Inflation expectations were modelled in two ways: as 
extrapolative, i.e. equal to the actual inflation rate; and as essentially 
adaptive, being determined by an autoregressive process. The equations were 
also estimated with the expected inflation term suppressed, and all equations 
were subjected to a number of stability tests. The estimation period began 
with the shift to floating exchange rates, in the second quarter of 1973 for 
most countries, and ended in the first quarter of 1983. The majority of 
specifications were found to perform unsatisfactorily in the sense that the 
parameters of the implied long-run money demand function were theoretically 
incorrect or of implausible magnitudes, the equations were dynamically 
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unstable, or they systematically failed the various tests of parameter 
instability. Nevertheless, at least one broadly satisfactory equation was 
found for each country (6). The ability of these equations to explain recent 
developments provides a further test of Weil stability, and hence may be 
indicative of the extent to which monetary aggregates may still be relevant 
for policy formulation in the future. 

Chart 2 presents dynamic simulations of velocity behaviour, both during 
the sample period and a forecast period beginning in the second quarter of 
1983, for the main equations which performed satisfactorily. Among the 
countries for which money-income instability has been a serious policy 
concern, the United States has two aggregates (M1 and M2) which were found to 
have reasonably stable demand functions. These aggregates have been targeted 
by the Federal Reserve for the past ten years, although with varying degrees 
of priority attached to the achievement of the targets. The corresponding 
equations include an expected inflation term based on an autoregressive 
process. They successfully simulate both the recovery in velocity which began 
early in 1983 and the recent slowdown, although the extent of these changes 
was somewhat underestimated and, in the case of Ml, the equation missed the 
timing of turning points slightly. Furthermore, the errors out of sample are 
comparatively small. Broadly, the equations suggest that the underlying money 
demand functions have been reasonably stable and that a large part of the 
recent money-income instability is explicable in terms of downward adjustment 
of interest rates and inflation expectations associated with successful 
disinflation. 

For the United Kingdom, the only aggregate for which a satisfactory 
equation was found was Ml, which the authorities were targeting when the 
equations were being estimated. For Canada, only Mik appeared to have a 
reasonably stable demand function: this aggregate has never been targeted, 
but following the suspension of the target for MI in November 1982, due to 
distortions 	associated with shifts 	from sight deposits to daily 
interest-bearing checking accounts, it appeared to be the best alternative 
since it included these accounts. However, neither the equation for M1 in the 
United Kingdom nor MiA in Canada forecasts correctly the events since early 
1983. Both equations predicted recoveries in velocity during 1984, whereas it 
actually fell sharply, and the size of the errors increased substantially in 
comparison to those within-sample. It may be germane that neither equation 
contains an expected inflation term, so that they may underestimate the impact 
of disinflation on the attractiveness of holding highly liquid assets. Shifts 
from financial assets not included in these aggregates to comparatively new 
types of interest bearing deposits which they take into account may be in fact 
more significant. 

Among the countries where money-income instability has been of less 
concern, in Japan the aggregate which has played an important role in policy 
formulation (M2+CDs) was found to have a stable money demand function. It 
shows no sign of instability in out-of-sample forecasting. The same is true 
for Germany with respect to M3, which, while not targeted, tends to move 
closely over the medium term with central bank money, the aggregate used as a 
target. In France, a stable equation was also found for M2R, which, until the 
recent redefinition of the money aggregates, has been targeted by the 
authorities. However, its forecasting performance out of sample is not good, 
as the equation predicts a fall in velocity over the two years to early 1985 
while actual velocity has remained at historically high levels. This may 
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reflect, at least in part, the availability of increasingly attractive 
financial assets not included in M2R, some issued by the government in order 
to facilitate the smooth financing of the increased budget deficits in recent 
years, and some offered by commercial banks as part of the process of 
financial innovation. In contrast to the case of the United Kingdom and 
Canada, the hypotheses that the equation fails because it does not adequately 
take account of disinflation cannot explain the instability of M2R demand 
because the errors are in the opposite direction. 

Finally, for Italy, where policy is formulated primarily in terms of 
targets for total domestic credit, the only stable money demand equation that 
could be identified was for Ml, with the inflation expectations term 
suppressed. As this aggregate contains transactions and savings deposits, 
both of which earn interest at rates which are broadly related to their size, 
rather than their maturity, the distinction between it and the broader 
aggregates, M2 and M3, may be irrelevant in the case of Italy (7). In fact, 
this aggregate has never been seriously considered for the purposes of 
monetary targeting, and the equation has not explained recent developments 
well. 

The above results must be interpreted very cautiously, since, as in any 
econometric work, equations may be sensitive to a large number of technical 
assumptions. These results appear, however, to be broadly representative, in 
a qualitative way, of the recent literature in this area (8). In particular, 
the conclusion that a reasonably stable demand function exists for the main 
monetary aggregates in the United States, Japan and Germany seems to be a 
robust finding. This is true notwithstanding the fact that the effects of 
financial innovation and deregulation in these countries have ranged from 
major in the United States, to significant but not disruptive in Japan, to 
minor in Germany. The greater instability of the money-income relationship in 
the United States is perhaps due to the fact that the necessary (and actual) 
degree of disinflation was larger in this country than in Japan and Germany, 
so that the associated effects on money demand were greater. 

In the other major countries, the data do not appear to warrant such a 
conclusion. For the United Kingdom there has not appeared to be a stable 
demand function for the main broad aggregate, EM3, for many years (9), and the 
apparent stability of demand for the narrow aggregate, Ml, has not survived 
the rapid changes in the financial environment. This has left the authorities 
without an obvious aggregate to target, except the very narrow MO, to provide 
an anchor for nominal magnitudes in order to restrain inflation over the 
medium term; the increasing role of the exchange rate in policy formulation 
owes much to this consideration (see Part III). 	In France and Italy the 
evidence suggests that financial assets outside the main aggregates have 
become increasingly important as substitutes for those within the aggregates, 
calling the significance of the latter into question. 	In Canada, demand 
functions for narrow money have collapsed completely in the face of financial 
innovations, while it has always been difficult to identify a demand function 
for broad money. In the latter three countries, close attention has been paid 
to exchange rate stability vis-a-vis main trading partners. 	In this 
circumstance the increasing international integration of financial markets may 
have also contributed to money demand instability (via currency substitution), 
exacerbating the effects of financial innovation, more than in countries where 
there exists greater exchange rate uncertainty in the short run. 



7 	 DES/NI/(85)9 

B. 	Constraints created by fiscal imbalances  

In a number of countries, the existence of large budget deficits may 
have exacerbated the problems facing monetary authorities in recent years. 
Indeed, except for Japan, Germany and to some extent, the United Kingdom, 
where progress has been made in reducing fiscal imbalances, most of the 
countries considered have experienced a deterioration in their budget position 
since the second oil shock (Table 1). 	To a considerable extent this 
deterioration has reflected cyclical factors, but in three major economies -- 
the United States, Italy and Canada -- deficits have also increased 
substantially on a structural (i.e. cyclically adjusted) basis (Table 2). As 
a result, government borrowing in credit markets has grown markedly. 

In the context of the greater reliance on market-oriented mechanisms to 
allocate resources in financial markets and the commitment to monetary 
policies aimed at controlling inflation, such increases in government credit 
demands, particularly where they have been structural rather than cyclical, 
have tended to be reflected in higher domestic real interest rates. This has 
exposed monetary authorities to pressures, since high interest rates are often 
perceived by the public as having been determined by them. The commitment to 
non-inflationary monetary policy may tend to be undermined by high real credit 
costs, as these lead to concern about their adverse effect on investment and 
are particularly unpopular with households in view of their implications for 
housing finance. Such a situation may strengthen market expectations that 
central banks will be forced at some point to allow inflationary monetary 
accommodation. 

Monetary authorities may have been constrained not only by budget 
deficits in their own country, but also by the impact, at the world level, of 
borrowing needs of governments in general. In this regard, the change in the 
international distribution of budget deficits during recent years has been 
important (see Section C below). In the context of increasing integration of 
financial markets, changes in the international pattern of government 
borrowing tend to influence the direction of international capital flows. 
Where monetary policies are formulated in terms of exchange rates, money 
market rates must be raised quickly if increases in foreign budget deficits 
lead to capital outflows which put pressure on exchange markets. Where 
exchange rates play little or no role in policy formulation, such incipient 
capital outflows lead to exchange rate depreciation in the first instance, and 
eventually to a current account surplus. The financial counterpart to this 
current account improvement -- i.e. net capital outflows -- tends to raise 
interest rates in a way similar to that required to prevent the exchange rate 
from moving (10). Regardless of how policy is formulated, therefore, interest 
rates are influenced by fiscal policies internationally, and not just 
domestically. 

C. 	Exchange rate variability  

16. 	In analysing the variability of exchange rates, it is useful to 
distinguish between short-term volatility and medium-term swings. Short-term  
volatility is the degree of variability in nominal exchange rates from 
day-to-day, week-to-week or month-to-month. Table 3 shows the standard 
deviations of exchange rates against the dollar and the main non-dollar cross 
rates around their six-month moving average. Standard deviations greater than 
two are underlined in order to highlight periods or currencies which have been 
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Table 1 

ACTUAL BUDGET BALANCES 

Financial surplus (+) or deficit (-) of the general government sector, 
as a percentage of nominal GNP/GDP 

1979 1980 1981 1982 1983 1984 1985 

United States 0.6 -1.2 -0.9 -3.8 -4.1 -3.4 -3.7 

Japan -4.8 -4.5 -4.0 -3.6 -3.5 -2.7 -1.6 

Germany -2.7 -3.1 -3.9 -3.3 -2.4 -1.9 -1.1 

France -0.7 0.2 -1.8 -2.7 -3.0 -2.7 -3.4 

United Kingdom -3.5 -3.5 -2.8 -2.3 -3.7 -3.8 -3.6 

Italy -9.5 -8.0 -11.9 12.6 -12.4 13.5 -14.1 

Canada -1.8 -2.7 -1.6 -5.0 -6.2 -6.3 -6.7 

Total major seven -1.7 -2.4 -2.6 -4.0 -4.2 -3.8 -3.7 

Total smaller 
countries* -2.5 -2.7 -4.1 -5.0 -5.6 -4.7 -4.0 

Total of above 
countries -1.8 -2.4 -2.8 -4.1 -4.4 -3.9 -3.8 

OECD Less 
United States -3.5 -3.4 -4.1 -4.4 -4.6 -4.2 -3.8 

* Australia, Austria, Belgium, Denmark, Finland, 	Greece, 	Ireland, 
Netherlands, Norway, Spain and Sweden. 

3005E.1 
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Table 2 

STRUCTURAL BUDGET BALANCES 

Cyclically-adjusted surplus (+) or deficit (-) of the general government 
sector, as a percentage of nominal GNP/GDP 

1979 1980 1981 1982 1983 1984 1985 

United States 1.2 0.7 1.0 0.1 -0.6 -1.4 -1.6 

Japan -4.2 -3.8 -3.4 -3.0 -2.4 -1.9 -1.0 

Germany -2.1 -2.5 -2.8 -1.3 0 0.5 1.1 

France -0.9 0.4 -0.6 -1.1 -0.9 0.4 0.3 

United Kingdom -4.2 -3.2 -0.3 1.2 0 -0.4 -0.5 

Italy -9.7 -8.8 -12.5 -11.9 -10.2 -10.5 -11.0 

Canada -1.6 -2.1 -1.3 -1.7 -3.4 -4.3 -5.4 

Total major seven -1.3 -1.3 -1.1 -1.3 -1.5 -1.7 -1.6 

Total smallel 
countries* -1.3 -1.6 -2.2 -2.3 -2.7 -2.4 -2.0 

Total of above 
countries -1.3 -1.4 -1.3 -1.4 -1.6 -1.8 -1.7 

OECD less United States -3.1 -2.8 -2.9 -2.5 -2.4 -2.1 -1.8 

* Australia, Austria, 	Belgium, 	Denmark, Finland, 	Greece, 	Ireland, 
Netherlands, Norway, Spain and Sweden. 

3005E.2 
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characterized by high degrees of volatility. Two features stand out from this 
table. First, the bilateral rates between the U.S. dollar and the Canadian 
dollar, and, since 1975, between the Deutschemark and the French franc, have 
been more stable than most of the other exchange rates considered, reflecting 
the priority given by the authorities in Canada and France to such stability. 
Apart from the Deutschemark-Swiss franc rate, all cross rates involving the 
U.S. dollar, yen, Deutschemark, pound sterling and Swiss franc have 
experienced substantially greater degrees of instability. Second, while some 
years were clearly more turbulent than others, with 1977 comparatively calm 
and 1978 and 1981 particularly disturbed, there is no apparent trend in 
volatility in either direction. This runs counter to some views originally 
expressed that a diminishing trend would become evident as exchange markets 
gained experience with floating. 

17. 	The costs of short-run volatility, notably the possiblity of adverse 
effects on trade due to risk considerations, have been analysed in a number of 
studies (11). The general consensus of these studies is that while volatility 
may be a nuisance it is not a serious problem. Where there are no impediments 
in the form of exchange controls the risk can be covered by using forward 
markets. This has the disadvantage of precluding a trader from benefitting 
from favourable movements in exchange rates, but for major currencies a 
considerable degree of "one-way" cover (i.e. protection against unfavourable 
movements while allowing benefits of favourable changes) can be obtained by 
using currency options. 

18. 	Medium-term swings  in exchange rates refer to movements which may 
persist for several years in the same direction and reverse only in the longer 
run. As an illustration, Chart 3 shows the behaviour of nominal and real 
effective exchange rates, as well as bilateral exchange rates against the 
U.S. dollar, for the G-10 countries over the period since the shift to 
floating in 1973. Among the countries which have attached less priority to 
exchange rates in policy formulation, two broad features stand out: 

the United States, Japan, the United Kingdom and Switzerland have 
all experienced very large swings in both nominal and real 
exchange rates over a two to five year period. Each has at some 
stage registered an effective appreciation in real terms of around 
40 per cent. 	In the United States this more than offset an 
earlier large depreciation, while in the other three countries it 
was subsequently to a large extent reversed over periods of three 
to four years. 

In Germany, the secular appreciation of the nominal effective 
exchange rate has largely offset differential inflation so that in 
real terms the Deutschemark has not fluctuated so widely on a 
trade-weighted basis as the other major international currencies. 
As Table 4 indicates, this primarily reflects its stability 
against European currencies as a result of joint floating 
arrangements (the "snake" and, later, EMS). However, both its 
appreciation against the dollar during the 1970s and its 
subsequent depreciation shows that it has not avoided major swings 
against the other main international currencies. 

19. 	Even in those countries where greater priority has been attached to 
exchange rate considerations in the formulation and conduct of policy, 
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Table 3 

EXCHANGE RATE VOLATILITY 

(Standard deviation expressed as a percentage of the weekly nominal exchange 
rate around its six-months (27 week) moving average) 

A. EXCHANGE RATES AGAINST THE U.S. DOLLAR 

1974 1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 

Yen 2.34 0,41 1.03 1.60 2.93 2.22 3.18 2.31 3.15 2.01 1.56 

Deutschemark 2.88 2.13 0.97 1.12 2.18 1.36 2.60 3.15 2.05 1.82 2.52 

French franc 2.21 2.18 1.09 0.61 1.75 1.31 2.40 2.62 2.79 1.94_ 2.44 

Pound sterling 1.83 1.29 2.S2 0.85 2.10 2.49 1.87 2.43 1.38 2.00 1.87 

Italian lira 1.92 1.75 3.11 0.20 1.31 1.17 2.43 2.18 2.09 1.59 2.21 

Canadian dollar 0.47 0.48 0.98 0.83 1.03 1.02 1.04 0.82 1.18 0.29 0.70 

Belgian franc 2.55 1.95 1.03 1.03 2.24 1.49 2.57 2.86 2.67 1.64 2.51 

Dutch guilder 2.43 1.95 1.07 0.97 2.19 1.44 2.51 3.09 1.75 1.72 2.50 

Swedish krona 2.45 2.06 0.90 2.35 1.19 0.92 1.81 1.57 3.77 1.06 1.75 

Swiss franc 2.67 2.13 0.79 1.07 4.09 1.68 3.15 3.51 2.30 1.91 2.10 

B. OTHER MAJOR CROSS RATES 

1974 1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 

Yen against: 

Deutschemark 1.69 2.02 1.44 1.53 2.55 2.01 2.12 3.19 1.61 1.31 1.86 

Pound Sterling 1.22 1.03 2.34 1.77 2.88 2.21 2.21 1.57 2.90 2.40 1.53 

French franc 1.97 2.18 1.64 1.44 1.89 1.99 2.14 2.76 1.90 1.29 1.79 

Swiss franc 2.13 2.04 1.62 1.49 3.40 1.81 2.03 3.46 1.92 0.67 1.16 

Deutschemark against: 

Pound sterling 1.49 1.58 2.93 1.13 1.85 2.17 1.37 2.69 1.64 2.30 1.10 

French franc 2.10 0.90 1.55 0.63 1.76 0.27 0.35 1.15 1.20 1.12 0.20 

Swiss franc 1.18 0.65 1.10 0.51 2.89 0.81 0.93 1.47 1.35 1.33 1.07 

Pound sterling against: 

French franc 1.30 1.80 2.66 0.83 2.20 2.06 1.25 2.50 2.28 2.57 1.06 

Swiss franc 1.79 1.68 3.07 1.06 2.89 2.21 1.78 3.04 2.21 2.19 1.01 

French franc against: 

Swiss franc 1.99 1.15 1.21 0.59 3.52 0.89 1.04 2.09 1.87 1.26 1.03 

Note: All numbers exceeding 2.00 are underlined. 

3005E.3 



Table 4 

REAL EXCHANGE RATES VIS-A-VIS THE DEUTSCHEMARK (a) 
(1980 = 100) 

1973 1974 1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 1985 (b) 

United States 120.8 118.9 116.6 121.2 114.0 101.6 96.8 100.0 131.0 143.0 151.2 171.7 180.6 
Japan 109.2 106.7 101.8 107.2 111.2 123.1 106.4 100.0 126.2 117.1 125.7 138.4 140.9 

France 94.5 88.0 100.4 97.8 92.1 91.1 93.6 100.0 103.9 99.6 95.8 98.0 102.1 

United Kingdom 73.6 72.9 78.8 72.6 71.4 72.4 80.3 100.0 115.5 111.0 103.1 103.4 106.5 

Italy 96.2 92.4 97.0 88.7 88.6 86.9 90.2 100.0 106.6 108.6 113.2 118.6 120.5 

Canada 121.0 129.0 123.3 137.7 121.9 100.5 94.8 100.0 128.9 142.3 152.7 163.5 163.0 

Belgium 92.4 94.0 100.3 101.7 :04.7 103.0 101.6 100.0 99.2 88.9 85.7 87.5 89.9 

Netherlands 89.0 91.4 97.0 99.8 101.6 100.8 99.4 100.0 100.4 102.5 99.1 99.0 98.9 

Sweden 96.7 94.0 103.2 108.7 =03.8 93.6 93.4 100.0 109.4 98.5 90.0 98.7 102.7 

Switzerland 84.2 86.7 96.1 100.8 93.4 107.9 103.8 100.0 108.9 116.5 118.6 119.3 117.2 

Bilateral exchange rates vis-a-vis the Deutsdemark, adjusted for differential movements in the GDP deflator. 

Secretariat estimates. 

Source:  OECD. 
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significant swings have occurred. The French franc, Belgian franc and Dutch 
guilder have all experienced major movements against the main international 
currencies similar to those experienced by the Deutschemark. In effective 
terms, however their variability has been less marked, reflecting the 
influence of European currency arrangements. Finally, both Canada, where 
monetary policy was formulated primarily in terms of monetary targets until 
emphasis shifted toward resisting currency depreciation against the 
U.S. dollar after 1978, and Sweden, where the exchange rate target has been 
formulated in terms of a basket of currencies, have experienced substantial 
swings in their real exchange rates. 

The impression given by the chart is broadly confirmed by the global 
measure of exchange rate variability presented in column 1 of Table 5. This 
shows the standard deviation of real effective exchange rates since 1973. 
Only for Belgium does this measure indicate that variability has been greater, 
on a comparative basis, than was suggested by the chart. However, the picture 
appears different if the openness of the economy is taken into account. To 
this end, the standard deviations have been weighted by the share of trade in 
GNP (column 3). According to this adjusted measure, the United States and 
Japan shift from being among the most affected by variability when the 
exchange rate is considered in isolation to being among the least affected 
when external exposure is taken into consideration. On the other hand, 
Belgium stands out strongly as having been most affected by eAchange rate 
swings. Otherwise, the figures continue to show France as comparatively 
unaffected, the United Kingdom as highly affected, and Canada and the 
remaining European countries in the middle. 

Since exchange rates are best viewed as prices which adjust to balance 
the supply of and demand for stocks of assets denominated in different 
currencies (12), the wide swings which have been experienced can be attributed 
to changes in the main factors influencing this balance: 

by directly influencing the rate of return on financial assets, 
fiscal and monetary policies can cause large exchange rate 
movements, particularly when divergent changes are occurring in a 
number of countries at once. Some of the most striking episodes 
of exchange rate instability during the past dozen years owe much 
to this factor. In particular, the shift in the United States 
from easy monetary policy and tight fiscal policy during the late 
1970s to the opposite mix during the 1980s, while fiscal policy in 
some other major countries moved from expansion to restriction, 
contributed much to the wide swings of the dollar during this 
period. 

Exogenous non-policy factors such as technological innovations, 
divergent movements in productivity across countries, discovery 
and development of natural resources, and changes in demand 
patterns also affect exchange rates. These factors influence the 
current account of the balance of payments, leading to shifts in 
the ownership of financial assets at the world level. 	If 
investors wish to hold the bulk of their wealth in their own 
currency, the exchange rate will tend to rise in countries where 
such factors tend to generate an external surplus. 
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Table 5 

VARIABLITY OF REAL EFFECTIVE EXCHANGE RATES OVER THE PERIOD 1973.Q1-1985.Q2 

(Standard deviation of the logarithm of the quarterly real 
efffective exchange rate) 

(1) 

Standard 
deviation 

(2) 

External 
exposure* 

(3) 
Weighted 
standard 
deviation 
(3)=(l)X(2) 

United States 11.07 0.105 1.17 
Japan 9.09 0.143 1.30 
Germany 7.06 0.276 1.95 
France 4.71 0.211 0.99 
United Kingdom 15.15 0.273 4.14 
Italy 6.65 0.256 1.71 
Canada 7.21 0.281 2.02 
Belgium 11.39 0.624 7.11 
Netherlands 4.48 0.512 2.29 
Sweden 8.60 0.304 2.61 
Switzerland 8.08 0.347 2.80 

Average trade exposure (average of exports and imports as a share of 
GDP) during 1q74-1983. 
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iii) Since the returns on financial assets are importantly influenced 
by capital gains and/or losses due to exchange rate movements, 
expected future developments affect the current exchange rate. 
Therefore, any new information which leads market participants to 
reassess the likely evolution of future rates of return on 
financial assets can have a large impact on exchange rates. In 
periods of high uncertainty, where it is difficult for markets to 
form a clear view about future exchange rates, expectations may 
lose their anchor and bandwagon effects or speculative bubbles may 
be generated by some news (13). 

The costs associated with the large swings in real exchange rates may 
have been substantial in recent years. Although it is difficult to identify 
an "appropriate" or "sustainable" real exchange rate, the possibility exists 
that any particular persistent appreciation or depreciation might be an 
adjustment from an "inappropriate" level to a "correct" one. However, the 
tendency of such movements to reverse themselves subsequently strongly 
suggests that they are as likely to be increasing misalignments as 
corrections. To the extent that investment and resource allocation decisions, 
which cannot easily be modified, are taken on the basis of relative cost and 
price considerations reflecting unsustainable real exchange rate movements, 
these may entail serious real costs. 	Furthermore, large changes in real 
exchange rates, regardless of their longer run sustainability, influence 
demand patterns and competitiveness. This may create pressures in favour of 
protectionist measures which, in recent years, have increasingly threatened 
the commitment of major countries, notably the United States, to free trade. 
As recent experience suggests, when such concerns about resource misallocation 
and protectionism become sufficiently serious monetary authorities may have to 
reconsider their policy stance. 

Such costs of large exchange rate movements must of course be measured 
against their benefits. The shift to the present regime occurred in large 
part because countries committed to maintaining low inflation rates wished to 
insulate themselves from the increasingly inflationary international 
environment of the 1970s. By relieving them of the need to intervene in 
exchange markets and/or to ease monetary conditions to maintain fixed 
parities, the change in regime has been successful in this regard. In Japan, 
Germany and Switzerland, in particular, non-inflationary monetary policies 
have been implemented reasonably successfully, and secular upward movements of 
effective exchange rates have contributed importantly to restraining price 
increases. This has also been the case in some smaller European economies, 
such as the Netherlands, which have chosen to stabilize their currency in 
terms of the Deutschemark. Similarly, monetary policies intended to reduce 
inflation from the high rates prevailing during the 1970s were implemented in 
the United States and the United Kingdom after 1979, and sharply rising 
exchange rates played an important role in the success of these policies. It 
is true that, at the same time, this exchange rate appreciation contributed to 
the slowdown of real demand and the unusually severe recessions of the early 
1980s, but it is doubtful that any successful anti-inflation policy could have 
avoided a severe recession. 

D. 	Debt problems and threats to banks' solvency  

An additional constraint on the conduct of monetary policy in recent 
years has been the difficulty experienced by a number of developing countries 
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in servicing their external debts. This constraint has been particularly 
serious in the United States for two reasons. First, since a large percentage 
of the debts of those developing countries whose situation is most precarious 
is denominated in dollars, adjustments in U.S. monetary policy can potentially 
exacerbate or alleviate the situation. Second, U.S. commercial banks have 
been most exposed to the risk of default of these countries -- a situation 
aggravated by the existence of a large amount of questionable loans to some 
distressed domestic sectors, notably agriculture and natural resource 
extraction. While many banks have improved their capital adequacy and have 
already made provisions for some bad loans, large write-offs of debts would 
threaten the solvency of some of them, which could entail the intervention of 
monetary authorities. To date, however, there have only been isolated cases 
of defaults leading to insolvency of financial institutions, such as 
Continental Illinois, but banks' overall exposure remains substantial. 

III. POLICY RESPONSES: OVERVIEW OF THE CURRENT APPROACH  

To cope with the internal and external difficulties described above, 
the monetary authorities, in countries most seriously affected, have generally 
adopted a pragmatic attitude, relying increasingly on judgement and taking 
into account the information contained in a broad range of real and financial 
indicators. In particular, they have felt less constrained to adhere rigidly 
to previously announced targets as circumstances have changed in unforseen 
ways. This has been the case in the United States, the United Kingdom and 
Canada, where the authorities have at times missed targets (all three 
countries), rebased their targets in mid-year (U.S.), incorporated overshoots 
in the following year's target (U.S., U.K.), announced multiple targets (U.S., 
U.K.), changed the relative weights attached to various targeted aggregates 
(U.S., U.K.) or suspended targets altogether (Canada). 

In the context of such greater flexibility in monetary targeting, the 
exchange rate has played an increasing role. In the United States it is one 
of the indicators which has been influencing the formulation of policy in 
recent months -- though in ways that reflect conflicting considerations. On 
the one hand, the authorities have been concerned to moderate the strength of 
the dollar in view of the growing current account deficit and its adverse 
effects on certain sectors, which have encouraged protectionist pressures. 
Another consideration has been the necessity to alleviate the burden of 
developing countries' debts and their servicing costs in order to avoid the 
risk of widespread default, to which, as noted above, the U.S. banking system 
is particularly exposed. On the other hand, concerns have been expressed that 
too rapid a decline of the dollar might create potential inflationary 
pressures (14) and should therefore be resisted. In the United Kingdom and 
Canada the exchange rate has been accorded even greater significance, although 
neither country has attempted to fix specific objectives for it. 	In the 
United Kingdom this process began in 1981, when it was concluded that the 
strength of the pound indicated that the stance of policy was far tighter than 
suggested by the growth of EM3. Since January 1985 the emphasis of policy has 
been more explicitly directed toward the exchange rate. 	In Canada, the 
attention paid to the exchange rate began to increase during the late 1970s, 
when depreciation against the U.S. dollar aggravated inflationary pressures. 
Since targets for the growth of M1 were suspended in 1982 due to distortions 
caused by financial innovation, stabilization of the exchange rate has become 
de facto  the main intermediate objective of monetary policy. 
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In Japan, while financial innovation and deregulation have not led to 
problematic distortions in monetary aggregates, the authorities have sometimes 
faced a serious problem of exchange rate instability. The strength of the yen 
during 1978 was probably excessive, as has been the subsequent decline. More 
generally, the yen's fluctuations have caused concerns about resource 
misallocation, and the general tendency toward weakness against the 
U.S. dollar has helped to make Japan the main target of protectionist 
pressures. Although the Bank of Japan has not allowed major swings in 
monetary growth, it has at times adjusted monetary policy in light of exchange 
rate considerations. For example, the expansion of M2+CDs was permitted to 
accelerate somewhat in 1978, and in recent years has been held down to the 
region of 7-8 per cent, although at times somewhat higher growth might have 
been desirable from a domestic viewpoint. This owes much to the severe 
constraints on reducing Japanese interest rates during the recent period due 
to the high levels of rates prevailing in the United States. 	Finally, 
following the Group of Five initiative to encourage dollar depreciation in 
late September 1985, the Bank of Japan engaged in "non-sterilized" 
intervention on the exchange market, which provoked a squeeze on bank 
liquidity. As a result, both domestic interest rates and the yen rose sharply. 

In continental Europe, as noted in Part II, the difficulties created by 
financial innovation, exchange rate swings and developing countries' debts 
have been somewhat less severe. Generally, the conduct of monetary policy has 
been less constrained than in North America, Japan and the United Kingdom. 
Thus, in Germany, the monetary authorities have adhered closely to pre-set 
targets in order gradually to reduce the rate of inflation. Moreover, while 
the timing of adjustments in interest rates has sometimes been motivated by 
exchange rate considerations, the adjustments themselves have rarely been such 
as to compromise monetary targets, and never by very much. This contrasts 
with the attitude which was taken in 1978, when rapid monetary expansion was 
permitted in order to moderate the rise of the Deutschemark against the dollar. 

Most other European countries, except the United Kingdom and 
Switzerland, have been constrained in their scope to be flexible by exchange 
rate commitments vis-a-vis the Deutschemark within the EMS or, in the case of 
Sweden, an exchange rate policy formulated in terms of a currency basket in 
which the Deutschemark has a large weight. While there were several 
realignments during the early 1980s, mainly involving devaluations against the 
Deutschemark, exchange rates have for the most part been maintained in nominal 
terms since early 1983. 	This has greatly facilitated the reduction of 
inflation throughout Europe, despite the strength of the dollar, although in 
most countries price increases still remain more rapid than those in Germany. 

IV. OPTIONS FOR POLICY FORMULATION IN A CHANGING ENVIRONMENT  

Although there is no simple answer to what is "best" for all countries 
in all circumstances, a number of interrelated issues must be addressed in 
order to define what could be the most appropriate way to formulate monetary 
policy in the present context. 	For purposes of exposition these are 
considered below under four headings: (1) what is monetary policy attempting 
to accomplish? (2) how can it be accomplished? (3) how much reliance should 
be placed on judgement? and (4) how should policy be presented to the general 
public? 
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A. 	What are the basic objectives of monetary policy?  

It is widely accepted that the main role of monetary policy is to 
control inflation over the medium term in order to maintain the stability of 
the currency and preserve its use as a store of value. This means that while 
there are a number of considerations which may lead to conflicts in policy 
objectives in the short run, these should be resolved in such a way that 
monetary policy does not fail to provide an anchor for the behaviour of 
nominal magnitudes over longer periods. To this end, given the progress in 
reducing inflation achieved in most countries, a broad strategic judgement 
must now be made, either explicitly or implicitly, about what constitutes an 
appropriate rate of inflation over the medium to longer term. 	Should 
countries attempt to reduce inflation further towards zero or should they aim 
at stabilizing it at the relatively "low" rates currently prevailing (15)? 

The argument for stabilizing inflation at the prevailing rate stresses 
the costliness, in terms of lost output and still higher unemployment, of 
reducing it further. The forces working to maintain real wages are held to 
give the inflationary process a great deal of inertia, while the influence of 
forward-looking expectations on price formation is confined primarily to 
financial markets. Further reduction in inflation would therefore require 
substantial prolonged deflation affecting a wide range of markets and 
sectors. Adherents of this view would consider the costs of continued 
inflation at current rates as moderate, especially as it stabilizes and 
becomes widely and correctly anticipated. The conclusion which follows is 
that the costs in terms of prematurely aborting the recovery, particularly in 
light of the international debt situation, would outweigh the benefits from a 
further reduction in inflation. 

The opposing view assesses the costs of inflation as more severe than 
does the first. On this view, therefore, it is appropriate to accept the 
costs of incomplete recovery for longer in order to achieve a given reduction 
in inflation. Furthermore, longer-term output and employment performance are 
held to be improved by a non-inflationary environment, i.e. the short-term 
trade-off is reversed over time. A second consideration is that experience 
suggests that it is very difficult to stabilize inflation at any rate 
significantly above zero without encountering tendencies for it to 
accelerate. Therefore, it is unrealistic to hope that the costs of inflation 
would be mitigated as the inflation became fully anticipated. 	Because 
inflation is seen to be costly and politically unpopular, any such 
acceleration would make deflationary policies inevitable. 	Finally, more 
stress is placed on forward-looking inflation expectations as an influence on 
wage and price formation. A clear and credible commitment by the monetary 
authorities toward eliminating inflation would favourably affect wage and 
price formation so that the costs would be less than generally thought. 
Adherents of this view argue that inflation should be reduced until price 
stability is fully restored, i.e. that the appropriate rate of inflation is 
zero. 

B. 	How can monetary policy objectives be best accomplished?  

34. 	Once a judgement has been made about the desirable evolution of 
inflation and nominal magnitudes more generally, it is necessary to find a way 
to conduct policy in order to achieve these objectives. Given that central 
banks cannot control spending or price formation directly, most find it useful 
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In Japan, while financial innovation and deregulation have not led to 
problematic distortions in monetary aggregates, the authorities have sometimes 
faced a serious problem of exchange rate instability. The strength of the yen 
during 1978 was probably excessive, as has been the subsequent decline. More 
generally, the yen's fluctuations have caused concerns about resource 
misallocation, and the general tendency toward weakness against the 
U.S. dollar has helped to make Japan the main target of protectionist 
pressures. Although the Bank of Japan has not allowed major swings in 
monetary growth, it has at times adjusted monetary policy in light of exchange 
rate considerations. For example, the expansion of M2+CDs was permitted to 
accelerate somewhat in 1978, and in recent years has been held down to the 
region of 7-8 per cent, although at times somewhat higher growth might have 
been desirable from a domestic viewpoint. This owes much to the severe 
constraints on reducing Japanese interest rates during the recent period due 
to the high levels of rates prevailing in the United States. 	Finally, 
following the Group of Five initiative to encourage dollar depreciation in 
late September 1985, the Bank of Japan engaged in "non-sterilized" 
intervention on the exchange market, which provoked a squeeze on bank 
liquidity. As a result, both domestic interest rates and the yen rose sharply. 

In continental Europe, as noted in Part II, the difficulties created by 
financial innovation, exchange rate swings and developing countries' debts 
have been somewhat less seveie. Generally, the conduct of monetary policy has 
been less constrained than in North America, Japan and the United Kingdom. 
Thus, in Germany, the monetary authorities have adhered closely to pre-set 
targets in order gradually to reduce the rate of inflation. Moreover, while 
the timing of adjustments in interest rates has sometimes been motivated by 
exchange rate considerations, the adjustments themselves have rarely been such 
as to compromise monetary targets, and never by very much. This contrasts 
with the attitude which was taken in 1978, when rapid monetary expansion was 
permitted in order to moderate the rise of the Deutschemark against the dollar. 

Most other European Luuntries, except the United Kingdom and 
Switzerland, have been constrained in their scope to be flexible by exchange 
rate commitments vis-a-vis the Deutschemark within the EMS or, in the case of 
Sweden, an exchange rate policy formulated in terms of a currency basket in 
which the Deutschemark has a large weight. 	While there were several 	I 
realignments during the early 1980s, mainly involving devaluations against the 
Deutschemark, exchange rates have for the most part been maintained in nominal 
terms since early 1983. 	This has greatly facilitated the reduction of 	1 
inflation throughout Europe, despite the strength of the dollar, although in : 
most countries price increases still remain more rapid than those in Germany. 

IV. OPTIONS FOR POLICY FORMULATION IN A CHANGING ENVIRONMENT  

Although there is no simple answer to what is "best" for all countries 
in all circumstances, a number of interrelated issues must be addressed in 
order to define what could be the most appropriate way to formulate monetary 
policy in the present context. 	For purposes of exposition these are 
considered below under four headings: (1) what is monetary policy attempting 
to accomplish? (2) how can it be accomplished? (3) how much reliance should 
be placed on judgement? and (4) how should policy be presented to the general 
public? 
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A. 	What are the basic objectives of monetary policy?  

It is widely accepted that the main role of monetary policy is to 
control inflation over the medium term in order to maintain the stability of 
the currency and preserve its use as a store of value. This means that while 
there are a number of considerations which may lead to conflitts in policy 
objectives in the short run, these should be resolved in such a way that 
monetary policy does not fail to provide an anchor for the behaviour of 
nominal magnitudes over longer periods. To this end, given the progress in 
reducing inflation achieved in most countries, a broad strategic judgement 
must now be made, either explicitly or implicitly, about what constitutes an 
appropriate rate of inflation over the medium to longer term. 	Should 
countries attempt to reduce inflation further towards zero or should they aim 
at stabilizing it at the relatively "low" rates currently prevailing (15)? 

The argument for stabilizing inflation at the prevailing rate stresses 
the costliness, in terms of lost output and still higher unemployment, of 
reducing it further. The forces working to maintain real wages are held to 
give the inflationary process a great deal of inertia, while the influence of 
forward-looking expectations on price formation is confined primarily to 
financial markets. Further reduction in inflation would therefore require 
substantial prolonged deflation affecting a wide range of markets and 
sectors. Adherents of this view would consider the costs of continued 
inflation at current rates as moderate, especially as it stabilizes and 
becomes widely and correctly anticipated. The conclusion which follows is 
that the costs in terms of prematurely aborting the recovery, particularly in 
light of the international debt situation, would outweigh the benefits from a 
further reduction in inflation. 

The opposing view assesses the costs of inflation as more severe than 
does the first. On this view, therefore, it is appropriate to accept the 
costs of incomplete recovery for longer in order to achieve a given reduction 
in inflation. Furthermore, longer-term output and employment performance are 
held to be improved by a non-inflationary environment, i.e. the short-term 
trade-off is reversed over time. A second consideration is that experience 
suggests that it is very difficult to stabilize inflation at any rate 
significantly above zero without encountering tendencies for it to 
accelerate. Therefore, it is unrealistic to hope that the costs of inflation 
would be mitigated as the inflation became fully anticipated. 	Because 
inflation is seen to be costly and politically unpopular, any such 
acceleration would make deflationary policies inevitable. 	Finally, more 
stress is placed on forward-looking inflation expectations as an influence on 
wage and price formation. A clear and credible commitment by the monetary 
authorities toward eliminating inflation would favourably affect wage and 
price formation so that the costs would be less than generally thought. 
Adherents of this view argue that inflation should be reduced until price 
stability is fully restored, i.e. that the appropriate rate of inflation is 
zero. 

B. 	How can monetary policy objectives be best accomplished?  

34. 	Once a judgement has been made about the desirable evolution of 
inflation and nominal magnitudes more generally, it is necessary to find a way 
to conduct policy in order to achieve these objectives. Given that central 
banks cannot control spending or price formation directly, most find it useful 
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to have an intermediate target which offers a clear set of guideposts around 
which policy can be formulated, either rigidly or more flexibly, over the 
medium term. 

Two approaches, interest rates and real exchange rate targeting, are 
usually regarded as unsatisfactory for this purpose, as neither of these 
offers an anchor which monetary policy can stick to in an attempt to prevent 
unlimited cumulative divergences of the price level from a non-inflationary 
path (16). It is generally difficult for monetary authorities to identify 
what is the appropriate real or nominal interest rate level consistent with 
non-inflationary policies. 	Since interest rates are affected by fiscal 
policy, as well as by exogenous domestic and international developments, their 
movements are not easily predictable. Furthermore, attempts to keep interest 
rates at relatively low levels may entail an acceleration of monetary growth 
and eventually the loss of control over inflation. Thus, while interest rates 
may be useful as operating instruments to assist the achievement of 
intermediate targets in terms of money or credit aggregates or exchange rates, Y /  
they cannot, themselves, offer a viable basis for policy formulation over the 
medium term. Similarly, there is no uniquely appropriate real exchange rate, 
and, even if there were, a policy of fixing it, as under a crawling peg 	, 
arrangement, would imply automatic accommodation of domestic inflationary 1./ 
disturbances. 

If monetary policy is to be successful, it must therefore be conducted 
in such a way that inflatonary pressures will be resisted. Three approaches , 
merit consideration in this respect (i) retention of monetary targets; 	1 
(ii) adoption of nominal income targets; 	and (iii) stabilisation of the 
nominal exchange rate, i.e. a "hard currenLy" option. 

1. Retaining the monetary targeting approach  

Notwithstanding the difficulties experienced in a number of countries 
with monetary targeting, a retention ot this approach, peihaps in a modified 
form, may still appear useful if it is possible to identify an appropriate 
aggregate displaying a stable relationship, in the sense of being predictable, 
with nominal income over the medium term. In most countries attention has so 
far focussed mainly on aggregates of varying breadth consisting of monetary 
assets held by the non-bank public. 	Conceptually, construction of such 
aggregates involves, first, ordering the various types of assets by their 
"moneyness" and then adding up the value of those with at least a particular 
degree of liquidity. A major difficulty is that financial innovations and 
deregulation have tended to "distort" the aggregates by changing the 
attractiveness and "moneyness" of previously existing assets, both relative to 
each other and to new assets as they become available (17). In principle, 
this problem can be addressed by periodically altering the definitions to 
include new types of financial assets in the appropriate aggregates and to 
adjust the statistical treatment of existing assets where their 
characteristics have changed. While this would be a way of endeavouring to 
maintain meaningful aggregates to target, it would not preclude some change in 
the parameters of demand functions for the redefined money aggregates. 
Furthermore, if the financial environment were changing too rapidly the 
frequency of changes in definition that would be required would be too high to 
make the effort useful. 
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An alternative way to deal with 	oblem, within the monetary 
targeting framework, would be to focus on divisia onetary aggregates. These 
are essentially index numbers which weight •rious- monetary and quasi-monetary 
assets according to their degree of liquidity. The weights depend upon the 
shares of the assets in the total and upon their relative opportunity costs, 
which, in practice, are measured as Ihe difference between the rates of return 
on these assets and the maximum available market return. Advocates of giving 
divisia monetary indices an important role in policy formulation argue that 
much of the variability of income velocity and instability in the demand for 
money -- a feature of relationships involving conventional monetary 
aggregates -- is eliminated when the divisia counterparts of these aggregates 
are used instead. 

Some empirical evidence has been provided to support the view that 
divisia aggregates are superior to conventional ones (18), but a number of 
studies have come to the opposite conclusion (19), so that there is no clear 
empirical case in their favour in terms of the behaviour of money demand and 
velocity. 	Moreover, divisia monetary aggregates have a number of 
drawbacks (20). The reaction of markets to the framing of monetary targets in 
terms of a composite index is uncertain, and it might prove difficult to 
establish confidence in such an indicator, which has a much less obvious 
interpretation than conventional aggregates. In addition, control of divisia 
monetary aggregates would be subject to the same difficulties as those met in 
controlling conventional ones. Finally, the weights used in the divisia index 
are not independent of the quantities of the assets considered. 	If, for 
example, the monetary authorities attempted to reduce the growth of the 
divisia aggregate by restricting the supply of cash, the return on financial 
assets would rise. This would increase the weight given to cash in the index 
and alter the weights attached to the other assets. Therefore, control of a 
divisia index would require that the weights of the components be predictable. 

A third possibility in the context of an aggregates-oriented approach 
would be to consider an aggregate consisting only of high-power money, i.e. 
essentially notes in circulation and bank reserves, which represent 
liabilities of the monetary authorities. Targets for central bank money in 
Germany and Switzerland and MO in the United Kingdom fall into this category 
at present, although, as discussed below, operating procedures in these 
countries differ substantially from those sometimes associated with "monetary 
base control" proposals. From a purely technical viewpoint there may appear 
to be advantages in focussing on a aggregate that consists solely of high 
powered money, as the monetary authorities should normally be in a position to 
control their own balance sheets. Furthermore, at least some of the shifts in 
private portfolios and changes in financial behaviour, which arise as a 
consequence of innovation, would be unlikely to affect or distort an aggregate 
consisting entirely of base money. 

Such an approach could, however, 	introduce other types of 
difficulties. Indeed, any policy focussing on a broadly defined base money 
aggregate must take account of the public's demand for notes, which largely 
relates to spending intentions and is not very sensitive to short-run changes 
in interest rates. Since banks usually hold very little spare cash, over and 
above what they are required to deposit with the central bank, a policy of 
restricting the supply of central bank money, in the face of an increase in 
the public's demand for notes, would run the risk of draining the banking 
system of cash and causing pressures in the money market. This could force 
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the central bank to intervene in order to provide additional cash, 
accommodating the demand for notes but at the risk of undermining the 
effectiveness of the policy. To avoid these problems, control of CBM in 
Germany and Switzerland and MO in the United Kingdom operates indirectly: 

money market management is primarily designed to restrain the growth of 
broader aggregates and/or spending intentions, and hence the demand for bank 
notes, in order to achieve the targets. In so doing, however, monetary 
policies are subject to the same difficulties as those affecting broader 
aggregates. 

Alternatively, policy formulation could focus on a narrower concept of 
base money -- i.e. bank reserves -- with a view to restraining banks' lending 
activities and, hence, the expansion of their balance sheets. A passive 
attitude might thus be taken with regard to the demand for notes, with the 
central bank accommodating the public's desire to switch between deposits and 
currency, on the assumption that notes constitute only a small share of 
monetary assets. However as banks' demand for free cash is generally very 
small, quantitative control of bank reserves would provide a poor basis for 
restraining other nominal magnitudes. Where reserves are required and not 
remunerated, they act as a tax on banks' activities and encourage 
disintermediation, which exacerbates the problems which have affected monetary 
targeting. Increased reliance on reserve requirements could also be seen as 
running counter to the general trend towards deregulation in financial 
markets. In practice, while bank reserves have been used as an operating 
target, as in the United States during 1979-82, they have not been seriously 
considered by central banks as a potential intermediate target. 

2. Nominal income targeting  

An alternative to controlling monetary aggregates that has attracted 
increasing interest in recent years is nominal income targeting (21). This is 
generally seen as offering a medium-term framework for setting policy in the 
short run. In some respects such an approach would be similar to monetary 
targeting. 	First, the choice of a target range for either intermediate 
variable incorporates a judgement about the appropriate behaviour of inflation 
over the time horizon covered by the targets. Second, both imply a degree of 
non-accommodation of upward and downward movements of inflation in comparison 
to the rate of price increase compatible with the chosen target range. More 
inflationary wage and price behaviour than envisaged by the authorities would 
lead to tighter monetary conditions and lower real activity, while less 
inflation, or actual price deflation, would provide more room for real growth. 

The nominal income approach has several attractions. At the strategic 
level, it would make it more transparent to the public that while the 
authorities assume responsibility for the medium-term growth of nominal 
magnitudes, the split between prices and output depends on the behaviour of 
the private sector. It therefore offers a clear incentive to moderation in 
wage and price formation in order to make room for more real output. At the 
operational level, if money velocity is predictable, the nominal income target 
can be regarded as a velocity-adjusted monetary target. However, nominal 
income targeting is in some sense more general than monetary targeting as it 
allows the authorities to bring more information to bear on the conduct of 
monetary policy. In particular, it gives the authorities the possibility of 
responding to disturbances which influence money velocity in unforeseen ways 
by offsetting adjustments in policy. 	Moreover, it provides an overall 
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framework encompassing instruments other than monetary policies, and remains 
applicable regardless of the short-run stability of the demand for money or 
the relative effectiveness of fiscal and monetary policies in influencing 
demand. 

There are, however, some clear operational problems associated with the 
nominal income targeting approach. Perhaps the most serious is that nominal 
income is not a variable that the monetary authorities themselves are in a 
position to control, at least within a year, which is the normal projection 
period for monetary targets. If it showed signs of deviating from the target 
during the projection period, it would be very difficult to engineer a 
correction. The way the economy responds to monetary variables is not 
sufficiently well understood, and the lag structure of these responses is too 
uncertain, to allow any confidence that short-run adjustments would be 
sucessful. Efforts to make short-run corrections could thus lead to serious 
instability in subsequent years. 

Another difficulty is that the non-accommodating nature of a nominal 
income target implies that policy should respond to a disturbance affecting 
prices with a view toward causing a one-for-one offsetting movement in 
output. As the money-income relationship, even where it is stable, has some 
elasticity during the short run, a monetary target would not normally have 
this effect. The nominal income approach could be therefore comparatively 
destabilizing with respect to output in the face of price disturbances, if 
attempts were made to implement it over periods as short as a year. 
Formulation of targets in terms of ranges would possibly ease this problem 
somewhat, as the authorities could, in principle, aim for the lower or upper 
ends of the ranges in this circumstance. However, this is also true ot 
monetary targets, so the comparatively greater ability of the real economy to 
absorb price shocks under monetary targets remains. 

Finally, the statistical base for nominal income targeting is not very 
satisfactory. While monetary data are available quickly and are rarely 
revised to a significant extent, apart from the seasonal adjustment, national 
accounts data are generally available only after a lag of several months and 
are subject to considerable subsequent revision. 

3. Nominal exchange rate targeting  

The nominal exchange rate offers an alternative intermediate target 
which is currently used by a number of countries, mainly smaller ones (22). 
Choosing this approach and adhering to it implies that the objectives 

concerning the desirable evolution of domestic inflation over longer periods 
are similar to those formulated abroad, since nominal magnitudes, and hence 
inflation, are forced to adjust to foreign ones. Operationally it involves 
choosing a reference exchange rate, usually the currency of a major trading 
partner or a basket of currencies, and some combination of exchange market 
intervention and adjustment of monetary conditions to influence capital flows 
to ensure that the target is met. Generally the achievement of a nominal 
exchange rate target is more straightforward than is often the case with 
monetary targets. A policy of intervention in the exchange market, if not 
sterilized, quickly affects short-term interest rates and leads, in principle, 
to equilibrating capital flows which allow the exchange rate to be 
maintained. In practice, most central banks moderate the effects of exchange 
rate intervention on the domestic money market and in some cases, notably 
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Canada, they rely primarily on money market operations to stabilize the 
exchange rate. Nevertheless, whatever the precise operating procedure, a 
policy of allowing rapid and substantial movements in money market rates 
should normally make nominal exchange rale targeting viable in, a technical 
sense without necessitating unsustainable movements in official reserves. 

49. 	There are a number of positive aspects of a policy formulated in terms 
of stabilizing the nominal exchange rate: 

If inflation is low in the reference currency country, pegging the 
exchange rate to it will contribute to restraining price increases. 

The exchange rate is an instantly 
meaning is clear to everyone; 
stabilizing it, its behaviour will 
of interpretation which often arise 

observable market price whose 
if policy is successful in 
not be subject to the problems 
with monetary targets. 

In the case of domestic wage and/or price disturbances, a fixed i  
exchange rate allows some scope for monetary accommodation. ' 
Therefore, while the effect of such a disturbance on 
competitiveness should set up forces tending to cause a 
correction, the adjustment process should occur more gradually,/ 
and the overall impact on economic activity should be less, tha&A 
in the case of monetary non-accommodation. 

If the rate of inflation has converged toward that achieved in the 
referenrP currency country, and the parity is appropriately 
chosen, a policy of nominal exchange rate sLabiliLation should 
limit the extent of real exchange rate misalignment and associated 
resource misallocation. 	Some divergence of wage and price 
behaviour from that prevailing in trading partners, resulting in 
an inappropriate real exchange rate, can always occur. To correct 
the situation, nominal exchange rate stabilization relies more 
heavily on constraints imposed by competition in international 
product markets than on overall monetary deflation of demand. 
This avoids the situation which often arises with monetary 
targeting where slow adjustment in goods and labour markets leads 
to overadjustment in exchange rates, exaggerating the extent of 
apparent misalignment. 

50. 	On the other hand, adhering to a nominal exchange rate target may have 
potential disadvantages. First, it ultimately implies abdication of control 
over domestic monetary conditions in favour of adjusting to foreign ones. To 
the extent that it is difficult to find reliable relationships between 
domestic monetary variables and economic performance this may not be a 
problem, and if monetary policies in the country responsible for the reference 
currency are steady and non-inflationary this may be a welcome feature. 
However, targeting a nominal exchange rate raises issues concerning the 
sovereignty of national policies and implies domestic monetary adjustment to 
both external shocks and policy changes (either inflationary or deflationary) 
taking place abroad. Second, because a fixed nominal exchange rate ultimately 
involves acceptance of the endogeneity of money and credit conditions, 
inflation control must rely heavily on the direct effects of international 
cost competitiveness and price arbitrage in tradeable goods markets. In those 
countries where international trade accounts for a relatively small share in 
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activity, this can be a comparatively weak restraining force, while the loss 
of control of the domestic money supply would imply risks of both 
inappropriate overall levels of aggregate demand and accommodation of 
undesirable wage and price behaviour. Third, it is not possible for all 
countries simultaneously to rely on a fixed exchange rate to determine their 
monetary policies. At least one country, or a group of countries whose 
currencies play a dominant role, must have an important responsibility in 
determining the rate of inflation in the system as a whole. 

C. 	What is the room for judgement in the conduct of policy?  

51. 	In implementing their policy the monetary authorities must take a view 
about the usefulness of exercising discretion and judgement in the short term 
with respect to the achievement of pre-set targets. In the light of recent 
experience, three cases can be distinguished: 

0 judgement is sometimes necessary at the operational level in order 
to achieve the authorities' medium-term objectives; 

judgement must be used to decide at what point unanticipated 
events necessitate a reconsideration of the authorities' 
medium-term objectives; 

judgemental adjustments of the stance of policy in the short term 
may assist in the pursuit of secondary objectives without 
compromising the main ones. 

52. 	Regarding Lase (i), the choice of the intermediate target used to 
achieve medium-term goals strongly influences the need for the exercise of 
judgement. Where reliance is placed on controlling the growth of monetary 
aggregates, the policy will be successful only if these aggregates constitute 
reasonable proxies for the concept of "money". Given the present environment 
of innovation and change in financial markets, judgement must be exercised to 
ensure that policy is geared to controlling an economically meaningful 
aggregate likely to have a stable relationship with nominal income, and not an 
arbitrary statistic. If such an aggregate can be identified, however, it can 
serve as a guide for policy implementation, eliminating the need for 
interpretation of a range of indicators. 

53. 	In contrast, implementation of a policy formulated in terms of nominal 
income relies on judgement so completely as to raise questions as to whether 
it provides any guidance at all at the operational level. Indeed, the scope 
for making use of all available information and adjusting policy in response 
to events is seen by adherents of the nominal income approach as a major 
advantage. Equally, those who doubt that central banks have enough 
information or knowledge about the functioning of economies, to take advantage 
of this scope for discretion successfully, would see this reliance on 
judgement as the major drawback of the approach. 

54. 	The hard currency option is, in this regard, the opposite extreme from 
the nominal income approach. As noted above, the nominal exchange rate is a 
quoted market price whose evolution is known without any lag and which poses 
no problems of interpretation. Opting for this approach implies essentially 
making a decision to adhere rigidly to a policy rule and to leave the problems 
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requiring operational judgements to the foreign monetary authorities who issue 
the currency or currencies chosen as reference. 

rr 
JJ. 	Regarding case (ii), the authorities must always be prepared to alter 
their objectives in the light of unanticipated developments if the costs of 
not doing so are sufficiently high. Since these costs may not be directly 
comparable to those incurred by missing an inflation objective, the balance 
must essentially be a political judgement. The monetary authorities cannot 
avoid such a judgement when they decide how much priority to attach to their 
inflation objectives. This is true regardless of the choice of intermediate 
target. In recent years the two most important developments which have been 
taken to justify a reconsideration of the overall stance of policy are the 
fragile international debt situation and the increase in protectionist 
pressures associated in part with the rise in the dollar until the early part 
of 1985. These are widely believed to have been important factors behind the 
easing of policy in the United States in 1982 and 1985. Concern about 
protectionism has also resulted in a tightening of monetary policy in Japan, 
especially following the Group of Five initiative in September 1985 designed 
to lower the dollar's value, notably vis-a-vis the yen. 

Case (iii) essentially concerns fine-tuning, i.e. the scope for 
stabilizing real output and employment in the short term. Over the medium 
term, the monetary authorities are not really in a position to influence the 
average level of activity, but views differ on their scope for limiting the 
amplitude of fluctuations. The advantage of exercising judgement in this area 
is that in many cases short-run macroeconomic performance can be improved. 
The danger, however, is that it might prove easier to provide extra support 
for demand when activity is low than to restrict demand when it is 
unsustainably high, resulting in an inflationary bias. There are two reasons 
for this. First, it is very difficult for the authorities to know what the 
sustainable average level of activity is and there may be a tendency to 
overestimate what is possible because it appears desirable. Second, even if 
the authorities have the information required to make an objective and 
accurate assessment of what is possible, political pressures may make it 
difficult to respond to fluctuations in real activity in a symmetric way. 

D. 	How should monetary policy intentions be presented to the general  
public?  

Another important aspect of policy formulation in the present context 
concerns the way monetary authorities can make their intentions known to the 
public and, in particular, the extent to which they should commit themselves 
openly and explicitly to achieving specific goals. While the widespread 
decline in inflation and gradual adjustment of the public's expectations in 
this regard may have reduced the necessity to influence the public's behaviour 
in order to minimize output losses, monetary authorities cannot afford to 
neglect the effects of their actions on inflation expectations. Indeed, a 
worsening of expectations would threaten much of the progress that has been 
made in recent years toward establishing an environment conducive to 
non-inflationary growth. Moreover, changes in expectations can have important 
effects on financial markets, and, in particular, can exacerbate the problem 
of exchange rate instability. 

The strongest attitude the monetary authorities can take vis-a-vis the 
public is to commit themselves to the achievement of an announced target. 
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This would make clear what they intend to do and would provide an objective 
way to hold them accountable, which implies that the target to be achieved 
must in fact be something for which they are in a position to accept 
responsibility. In this regard a formal target for nominal income would pose 
serious problems. Since nominal income cannot be controlled over shorter 
periods such as a year, the monetary authorities will normally be reluctant to 
make commitments of this type. Furthermore, among the factors which influence 
the behaviour of nominal income in the short run, fiscal policy plays an 
important role. While, as noted above, one of the advantages of the nominal 
income approach is to encompass the effects of policies generally rather than 
those of monetary policy alone, it would blur the role of the monetary 
authorities. Central banks which have traditionally had a high degree of 
independence might find this threatened if they were forced to share 
responsibility with the government for a target which they cannot achieve on 
their own. 

In contrast, targets expressed in terms of monetary aggregates or 
exchange rates offer clear statements of the contributions which central banks 
can make towards achieving a stable financial environment. These have the 
advantages of (i) providing scope for adjusting interest rates in a timely way 
and (ii) allowing the authorities to resist political pressures for 
excessively easy policies. Furthermore, if the targets are regarded by the 
public as meaningful, in the sense that their achievement would have 
implications for inflation, and if the authorities' commitments to achieving 
them are credible, the effect on private sector expectations is likely to be 
favourable. As recent experience has shown, however, there are potential 
disadvantages associated with public commitments to achieve announced targets 
for these variables. First, they may limit the authorities' freedom in the 
short-run conduct of policy in undesirable ways. There is, of course, some 
scope for building in some flexibility by expressing targets in terms of 
ranges rather than points, but once the limits of the ranges are reached the 
problem is fundamentally the same. Second, a high priority would have to be 
attached to the achievement of the target, which implies confidence in the 
targeted intermediate variable. Where financial innovation is considered to 
be a problem, or where exchange rate movements would quickly lead to 
reconsideration of policy, central banks would probably avoid committing 
themselves strongly to targets they might be forced to abandon. 

A more flexible approach would be for the monetary authorities to 
announce targets but to make them conditional  on certain other 
developments (23). Monetary targets subject to certain caveats about exchange 
rate behaviour or nominal income developments fall into this category. An 
important issue here is the severity and explicitness of the conditions. If 
these are constraining and clearly stated, conditional targets boil down to 
complicated versions of simple targets. They do, however, allow for some 
flexibility in the face of unforeseen developments. If the conditions are 
weak, or vaguely stated, conditional targets essentially commit the 
authorities to very little. This has the advantage of allowing them to 
exercise more flexibility in the conduct of policy, but at the cost of 
undermining any favourable effects on expectations which could be expected 
from a persistent achievement of announced targets. 

Some flexibility could also be introduced in policy formulation by 
making only projections for the evolution of the intermediate policy variable, 
which is the case in Japan with M2+CD. Unlike a target, a projection is not 
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an explicit statement of the authorities' intentions. However, it indicates 
the way the central bank views economic and financial developments in the near 
future and, since projections can only be made on the basis of assumptions 
about policy, it implicitly takes account of the authorities' likely 
behaviour. Projections do not put the authorities' credibility at risk in the 
way that targets do, because if they turn out to be wrong the markets cannot 
easily distinguish the extent to which this is due to developments in the 
private sector or to policies. They therefore allow the authorities more 
flexibility in the conduct of policy than do targets. On the other hand, they 
offer less scope for establishing a central bank's credibility when this does 
not already exist. 

A final possibility is for central banks to preserve their room for 
manoeuvre by not making any public statements about the future evolution of 
intermediate variables. 	This would essentially involve foregoing the 
advantages of influencing expectations that are associated with the clear and 
credible announcements of targets. However, where inflation has been reduced 
to rates that would be appropriate over the medium term and the central bank's 
credibility is well established, the costs of sacrificing such advantages may 
be minimal. On the other hand, they could be substantial if the decision not 
to announce targets is perceived as reflecting a central bank's bias toward 
laxity. 

In practice it may prove difficult for monetary authorities to avoid 
giving some form of explicit public indication of their policy intentions in 
terms of an intermediate target. Historically this has been the norm: until 
the early 1970s the fixed exchange rate system placed a well-understood 
constraint on policies and the move toward monetary targeting followed soon 
after the shift to floating. At present only Canada among the major countries 
makes no formal statement designed to explain its policies in terms of an 
intermediate target, but the importance attached to the exchange rate by the 
Canadian monetary authorities is well known. 	For most central banks, 
therefore, to dispense for a long period with any public formulation of policy 
intentions in terms of intermediate targets would represent an entirely new 
posture. 

Finally, while it may be convenient for a central bank to preserve its 
options, even if it in fact adheres fairly rigidly to a policy rule which is 
not formally disclosed to the public, there are also limits to this approach. 
Lack of information about the monetary authorities' intentions could be 
damaging if it caused uncertainty in the private sector and, consequently, 
resource misallocation. 	Furthermore, the government and the public will 
inevitably wish to be able to hold the central bank accountable for its 
actions, and to have benchmarks by which the success of these actions can be 
measured. By formulating their policies in terms of an intermediate target 
central banks can increase the likelihood that they will be held responsible 
for developments they are in a strong position to control. The alternative 
may be that, in the public's mind, they are held accountable for developments 
they are either poorly placed to influence or cannot responsibly do anything 
to change. 
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CHART 1  
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CHART 1  (continued) 
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CHART 1  (continued) 
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CHART 2  
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NOTES 

For a discussion of the factors which motivated the adoption of 
monetary targets, see OECD (1979). 

United States, Japan, Germany, France, United Kingdom, Italy, Canada, 
Belgium, Netherlands, Sweden, and Switzerland. 

See Atkinson, Blundell-Wignall, Rondoni and Ziegelschmidt (1984) and 
Blundell-Wignall, Rondoni and Ziegelschmidt (1984). 

An exception was the United Kingdom, where only la and 043 were 
analyzed. For Germany, CBM was regarded as a proxy for M3 and not 
considered. 

S. 	The following specification was used: 

Dln(—) = a + a 1 lny + a 2 ln(l+r) + a 3Dlnp
e + a 4  ln(—) p -1 

where: 
M = the monetary aggregate under consideration; 
y = real GNP; 
p = GNP deflator; 
r = short-term interest rate; 
D = the difference operator; 

and a superscript "e" refers to an expected variable. 

In the case of Japan, the Secretariat study reported that equations for 
Ma performed best. The equation for M2+CD's, with the expected 
inflation term suppressed, was in many respects satisfactory, but the 
Durbin "h" statistic was high and it failed to pass some of the more 
rigorous stability tests. However, the evidence pointed to instability 
near 1974, while there was no evidence of a structural break in the 
more recent period of financial innovation. Furthermore, 
Blundell-Wignall, Rondoni, Ziegelschmidt and Morgan (1984) reported 
that much of the problem disappeared if simultaneity, due to the 
monetary authorities influence on interest rates in the short run, were 
taken into account. In view of the importance accorded to M2+CDs in 
policy formulation in Japan, therefore, the demand function for this 
aggregate was incorporated in the Secretariat's INTERLINK model, and it 
is the one analysed in this paper. In the case of France, the equation 
for M2 was re-estimated using M2R when the authorities changed the 
definition of the monetary aggregate they target. The parameters and 
statistical properties of the M2R equation are very similar to those of 
the original M2 equation. 

For discussion, see Vaciago (1985). 

For the United States, Judd (1983) and Judd and Motley (1984) report 
results similar to those mentioned in the text. However, a number of 
studies report a tendency for the interest elasticity of money demand 
to increase in recent years which may reflect changes in the financial 
environment. Radecki and Wenninger (1985) point out that the estimated 
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interest elasticity in conventional equations increases as the sample 
period is extended to include the early years of the 1980s, and reports 
accurate predictions for the first half of 1985 from an equation 
estimated on data to 1984. Brayton, Farr and Porter (1983) indicate 
that allowing for a rising elasticity by modelling the components of M1 
separately produces a "number of models [that] can fairly accurately 
explain the behaviour of ma over 1982 and the first quarter of 1983", 
and Simpson (1984) reports that a non-linear model based on their work 
performs fairly well during 1983 and early 1984. Dooley and Spinelli 
(1985) report results similar to those mentioned in the text for France 
and Japan. Their results for Italy, like those reported by Calliari, 
Spinelli and Verga (1984) and Spinelli (1980), indicate that there was 
no serious stability problem for the demand for broad money provided 
sample periods do not run into the early 1980s. They point out a 
persistent over-prediction of money demand since then, about half of 
which they attribute to financial innovation. Buscher (1984) reported 
results for Germany similar to those in the text. For the United 
Kingdom and Canada difficulties in finding stable money demand 
equations have been so severe that few studies have recently been 
published in this area. Andersen (1985), however, reported results on 
data for 1983 broadly similar to those reported in the text. 

See, for example, Hacche (1974). 

For discussion, see Atkinson and Chouraqui (1985). 

See, in particular, International Monetary Fund (1984) and Bank of 
England (1984). The only well-known study which succeeds in finding a 
significant effect of currency variability on trade flows is Akhtar and 
Hilton (1984). 	This study has been criticised on methodological 
grounds, for example by Gotur (1985). 	Gotur reported that 
straightforward application of the Akhtar-Hilton methodology to France, 
Japan and the United Kingdom "yields mixed results", while Davies and 
Hale (1985) reported being unable to replicate these results for the 
United Kingdom. 

See, for example, OECD (1985), pp.121-54. 

The appreciation of the pound during 1979-80 and the dollar since 1980 
are sometimes attributed to such a process following major policy 
shifts. See, for example, Okina (1985). 

See, for example, Axilrod (1985). 

For a more detailed discussion of the main considerations in choosing 
an appropriate inflation rate objective, see Atkinson and Chouraqui 
(1984). 

See, in this respect, OECD (1985) and Atkinson and Chouraqui (1985). 

This has particularly been a problem in some countries where the assets 
included in monetary aggregates have been restricted to the liabilities 
of the monetary authorities and commercial banks, as with ma and M2 in 
the United States before 1980, M2R in France and EM3 in the United 
Kingdom, making the significance of these aggregates vulnerable to 
disintermediation. 
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Support for Divisia aggregates using U.S. data is reported in Barnett 
(1980, 1982), Barnett and Spindt (1979) and Barnett, Offenbacher and 
Spindt (1981). 

See, for example, the studies by Cockerline and Murray (1981) using 
Canadian data and Bailey, Driscoll et al. (1982a and 1982b) for the 
United Kingdom. 

A more detailed discussion of the 
contained in Goldfeld (1982). 

See, for example, Meade (1978) and 
examined by the Secretariat in a 
Party No.3 in July 1983: see OECD 

limitations of Divisia aggregates is 

Tobin (1983). This issue was also 
document prepared for the Working 

(1983). 

For more detailed discussion, see OECD (1985). 

For an argument in favour of conditional targets see Art is and 
Currie (1981). 
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MONETARY POLICY IN THE 1986 MTFS: AGENDA  

I attach an agenda for the meeting with the Chancellor which is 

being arranged by your office. It has been prepared by Mr Cassell 

in consultation with Mr George and Sir Peter Middleton has seen 

it and is content. 

c/ 
K MURPHY 

Private Secretary 
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FROM: F CASSELL 
22 January 1986 

SIR PETER MIDDLETON 	 c 	Mr Walsh 
V 

MONETARY POLICY IN THE 1986 MTFS: AGENDA 

Following the Chancellor's meeting with Treasury officials on 

10 January you asked me to agree an annotated agenda with the 

Bank for a meeting between the Chancellor and Governor. 

The attached agenda has been agreed with Eddie George. It follows 

the sequence of the discussion at the meeting on 10 January. 

• 
F CASSELL 
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SECRET 

MONETARY POLICY IN THE 1986 MTFS 

Annotated Agenda  

Reference Papers:- 

MP 	"Monetary Policy in the MTFS" 

NMA Addendum on Narrow Money. 

1. Do we propose any changes in how we operate monetary policy 

in practice? 

Are we content to continue along the lines set out in Mansion 

House Speech: funding related to PS3R; short-term interest rates 

set on judgement based on range of evidence, but balancing in 

particular evidence from growth of narrow and broad money, and 

exchange rate (eg Looking for lower growth of narrow money if 

broad money grows faster or exchange rate is weak)? • 
What aggregate to target for narrow money? 

M2 still suffering from teething troubles, and affected by 

building society innovation. Ml and NIB-Ml both greatly affected 

by move to interest bearing sight deposits, and growth of interest-

bearing chequing accounts. MO still looks the best bet. 

Ref: NMA - paragraphs 2-7 

Do we still need a target for broad money? 

There are 5 subsidiary questions: 

a. 	Do we think growth of broad money carries information 

about future inflation? (Yes, probably, about potential 

risk for future inflation; but do we know enough about 

behaviour of proad money to interpret meaning of any 

particular growth rate?) 
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If so, do we know enough about its behaviour to set 

a target? 

Do we have any means of controlling broad money within 

target period? (Probably no. See 6 below.) 

Market has lived with no target for £M3 since Mansion 

House: but could it live with no target for 1986-87? Would 

setting a target only for MO be seen as abandoning the 

policy? 

If we do retain a target, do we want also to retain 

ranges for all MTFS years? (See 7 below.) 

Refs: MP - paragraph 11. 

4. What broad aggregate to target/monitor? 

Is £M3 seriously flawed, with increasing bank/building 

society competition? 

Would it be better to switch to a wider aggregate 

(that includes building society deposits)? Recent analysis 

suggests that this would have a more stable demand function 

and velocity trend. But we need to be sure that any new 

broad aggregate would be sufficiently more reliable than 

£M3 to justify making the change. 

Market aspects: would market be happier with £M3; 

or is it now so discredited that a change would be helpful  

for the market? 

Implications of a change for funding policy? 	(Bg 

treat sales of gilts to building societies as we now treat 

sales to the monetary sector?) 

Refs: MP - paragraphs 12-19. 

2 
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What to call any new broad aggregate? 

£M3; "broad money"; EM3A; £M4; PSL2? 

4, 
Ref: MP - paragraphs 20-28. 

Do we need to make changes in the way we explain and present  

policy? 

Options include: 

Explain that target ranges for broad money (or for broad 

and narrow money) may act as triggers for corrective action 

on short-term interest rates, but that such action would 

not necessarily be expected to get aggregates in the ranges 

within the year. 

Explicitly demote money Largets to "guidelines," with 

greater emphasis on money GDP. 

- Set target for narrow money only, say that bload money 

will be treated in same way as the exchange rate (ie taken 

account of in setting interest rates, but with no 

predetermined guideline). 
friniv(s,,1 	C‘  

7. What ranges tO set for narrow money and (if any) broad 

money: 

as targets (or gUidelines) for 1986-87? 

as illustrative ranrs for later years? 

For 1986-87 options would seem tO, be: 

1. 	for narrow money (MO) either 2-6 per cent, as in 1985 

MTFS; or 1-5 per cent. 

ii. 	for broad money, either 9-13 per cent; or 10-14 per 

cent. 

3 
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For later years, given uncertainty about velocity trend for 

broad money, would there be advantage in displaying illustrative 

ranges/assumptions for money GDP and narrow money only? 

Refs: MP - paragraphs 29-32; NM A - paragraphs 8-9. 

• 

• 

• 
4 
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FROM: MRS R LOMAX 

DATE: 27 January 1986 

cc Sir T Burns 
Mr Cassell 

-2j41  
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OECD PAPER ON THE FORMULATION OF MQtETARY POLICY' 

The Chancellor was grateful for a sight of the OECD paper on 

monetary policy. He has commented that there is food for thought 

there, and it is highly relevant to forthcoming monetary policy 

meetings. 

RACHEL LOMAX 
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cc 	Sir T Burns 
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Mr Walsh 
Mr Matthews 
Mr Pickford 

CONFIDENTIAL 

OECD MONETARY EXPERTS MEETING: 23 -24 JANUARY 

This was rather a good meeting, on the theme of our various 

experience with monetary targetting. Only three of the eleven 

countries represented in the group were happy with their recent 

monetary performance - Germany, Japan and Switzerland. These 

banking systems had 

however, that this 

given freedom to 

had no doubt Lhat 

Swiss banks were 

system about to introduce a new electronic clearing 	that could 

virtually eliminate the need for cash reserves, and so disrupt 

the hitherto stable relationship between monetary base and the 

liquidity of the economy. 

All the other countries repu/tcd considerable difficulty 

in assessing monetary conditions. This was a matter of great 

concern to them even where they were targetting the exchange 

rate, not a monetary aggregate. I have tried to summarise in 

the attached table the current state of play in each of the 

overseas countries represented. 

Five general conclusions seemed to emerge:- 

i. 	Deregulation and financial innovation, by breaking 

down the distinctions between transactions balances and 

asset balances, had made MI a less reliable indicator of 

monetary conditions. Almost every country (but particularly 

was 

of course were the tiiree countries 

seen 

changing. 

least innovation. 

German banks 

There were 

have 

whose 

signs, 

just been 

issue CDs (though Dr Dudler of the Bundesbank 

they would use this freedom "responsibly"). 
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the United States and Canada) said that they were now putting 

less weight on Ml and more on M2 and M3; France had also 

redefined M2 to embrace more banks and a wider range of 

liquid assets. The argument sometimes took the rather 

curious form ot saying that Ml had become unsuitable for 
,r 

Ar  targetting because recent innovations had made it too 

interest-elastic. 	Steve 	Axilrod 	stressed 	this. 	In 

discussion it was conceded that this was not likely to 

be the ultimate effect of financial innovation, but rather 

a transitional effect where interest rates on some near-

money assets remained sticky. There was some sympathy 

for our decision to go from Ml to a much narrower aggregate 

(MO) that had a low interest elasticity with an unequivocal 

sign. But no inclination to follow it. (The Swiss are 

in a sense already there, but their main preoccupation 

at the moment is where they will move if MO breaks down - and 

their present thinking is that it would probably not be 

to Ml but to something wider.) The general impression 

was that broad aggregates had performed better than narrow 

ones over the past two or three years but (except in Jdpan, 

Germany and Switzerland) that no aggregate had performed 

very well. 

The recent rapid growth of money and credit in many 

countries carried a threat of resurgent inflation that 

might only be kept at bay by holding real interest rates 

high - with consequences for longer-term growth that could 

be serious. 

Given the uncertainties about velocity, greater emphasis 

on nominal GDP had attractions. There was much interest 

in our own views on this. The shotcomings of nominal GDP 

were recognised and - in a group heavily weighted with 

central bankers - it was felt not to be an appropriate 

monetary target, because it was not something that central 

banks could themselves control (unlike money supply!). 

Its value in estimating "velocity adjusted" money supply 
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was, however, 	recognised. The Bank of Canada has been 

looking closely at this question and has found that nominal 

income variables do contain useful information, especially 

(in Canada's case) nominal final gales (which washcs out 

the effects of inventory shifts). 

There were many constraints on the operation of monetary 

policy in current circumstances - the need to keep an eye 

on external as well as domestic objectives, the "fragility" 

(in some countries) of the banking system, the pressures 

to monetize budget deficits, the sheer uncertainty of key 

relationships like velocity. 	But one that particularly 

worried some (though not all) countries was the downward 

rigidity of wages. Several speakers expressed disappointment 

that monetary targetting seemed not to have influenced 

expe, rtations in 1- hr labour ffidiket. 	This muctia. that the 

leverage of monetary restraint on inflation had to be 

transmitted through activity. This could become a major 

constraint on its use, beyond a certain range. Most speakers 

seemed to think that this same rigidity would also inhibit 

pursuit of a nominal income objective, though some were 

hopeful that if the authorities were resolute enough 

attitudes in the labour market would change. 

Despite the disappointments, there was no option but 

to persist with monetary targetting in the major economies. 

Many would prefer to adopt the Japanese term "projection" 

for these exercises, but felt that they were stuck with 

\It'target'. was vital that financial markets recognised 

the difficulties that the authorities had in assessing 

monetary conditions, and accepted that "shift adjustments" 

in the aggregates were from time to time necessary. Monetary 

policy always required judgement, never more so than now. 

Targets should never be seen as iron rules. But too much 

discretion was very dangerous. Steve Axilrod saw the 

continuation of targets for monetary aggregates as a means 

of fencing in the area for judgement. 
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c) 

In short, the general conclusion was that monetary policy would 

have to go on much as before. The one consolation that most 

1 

	

	participants drew was that things on the whole had got better, 

rather than worse, in 1985. 
.. 

F CASSELL 
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Exchange rate 
target through 
membership of 
ERM; but also 
target for 
total domestic 
credit 

Bank of Italy regards domestic 
credit as best guide to monetary 
conditions; but speaker stressed 
importance of stable exchange 
rate in maintaining discipline 
in overall financial conditions 

Italy 

Central bank 
money as proxy 
for M3 

Droad money 
(M2+CDs) 
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Comments Country Target 

  

United States Ml, M2, M3, 
total domestic 
non-financial 
debt. 

M1 has been main target, but 
(because of financial innovation) 
now 	considered 	less 	reliable 
than broader aggregates. At 
present more attention being 
paid to M2 and M3 than to Ml. 

Canada AuthoriLies 	monitor 	monetary 
aggregates, as indicator of 
current monetary conditions/future 
inflationary pressure. M1 used 
to provide a fairly reliable 
indicator; no longer does so. 
Recent research suggests that 
aggregate of the M2 family is 
best indicator. 

No monetary 
target since 
1982. Exchange 
rate target 
(stability with 
$). 

France 

Japan 

Exchange rate 
target through 
membership of 
ERM; but also 
target for 
broad money (M2) 

Not called a 'target' but a 
'projection'. 	Bank 	of 	Japan 
has had considerable success 
in achieving it. 

Bundesbank considers broad money 
(M3) as best guide to monetary 
conditions 

M2 now redefined to include 
wider range of banks and deposits, 
including savings deposits. 
Recent research suggests that 
this wider aggregate has been 
a better indicator of monetary 
conditions than the old M2. 

Germany 

CONFIDENTIAL 
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Country 

Switzerland 

Comments 

Narrow money 	This had worked very well. Growth 
(monetary base) of monetary base reliable 

indicator of monetary conditinns, 
and effective way of controlling 
liquidity of the economy. But 
worries that new electronic 
system of bank clearing will 
reduce banks' demand for cash 
reserves, and destroy stable 
relationships on which present 
system rests. 

Target 

Exchange rate 
target (link 
to D-mark) 

Netherlands Central 	bank 	watches 	growth 
of broad money closely for signs 
of future trouble. If it judges 
that M3 is growing too fast 
it will seek to restrain it 
by requiring banks to fund more 
of their lending in the capital 
market - so steepening the yield 
curve. 

Belgium 

 

Exchange rate 
target through 
membership of 
ERM 

Central bank monitors growth 
of monetary aggregate for signs 
of impending troubles. 

    

    

Sweden No monetary 
target; main 
emphasis on 
stability of 
the exchange 
rate 

Central bank monitors all the 
monetary aggregates. Gives 
most wiy1iL Lo M3 as a guide 
to monetary conditions (but 
interprets movements in the 
light of growth of Treasury 
discount notes, introduced in 
1982 and widely held as liquid 
asset by private sector). 
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NOTE OF A MEETING IN HM TREASURY ON THURSDAY 30 JANUARY 1986 AT 4.00PM 

Present: Chancellor 
Economic Secretary 
Sir P Middleton 
Sir T Burns 
Mr Cassell 
Mr Odliny-Smee 
Mr Peretz 
Mr Riley 
Mr Walsh 
Mr H Davies 

Professor Griffiths - No 10 

Governor Bank of Ena'and 
Deputy Governor 
Mr George 
Mr Flemming 

MONETARY POLICY IN THE 1986 MTFS 

The meeting focussed on the annotated agenrla attached to 

Mr Murphy's minute of 23 January. Also relevant were "Monetary 

policy in the 1986 MTFS" (13 December 1985) and the Addendum 

on narrow money (3 January 1986). 

Operation of policy  

2. 	The Governor said that the Bank saw no need to change the 

way in which monetary conditions were assessed; policy should 

continue to take account of both broad and narrow money and the 

exchange rate. Sir Peter Middleton agreed that, on the assumption 

that both EMS and monetary base control were not options, the 

central issue was how to improve the explanation of present policy. 

Professor Griffiths thought that an element of discretion was 

absolutely right in current circumstances; there was no unique 

measure of money and it was necessary to look at a range of 

indicators in taking decisions about short-term interest rates. 

1 



Sir Terence Burns suggested that the extent to which the 

authorities were prepared to take responsibility for movements 

in short-term interest rates was still source of confusion. In 

discussion, it was noted that there had been a marked change 

in the public line over the last year or two; we no longer tried 

to argue that interest rates were set by the market. Reality 

was rather complicated; tactically, the room for manoeuvre was 

often quite small, and even in the longer term the markets were 

aware of the limits imposed by the Government's own policy 

objectives. The experience of the past fortnight had however 

been helpful in dispelling the market's belief that there was 

an unpublished exchange band with a lower limit of 78. 

The Chancellor concluded that the aim was to make present 

policy clearer. However the market was looking for numerical 

clarity, which was difficult to achieve, and very often tactically 

unwise. Whatever was said in the FSBR would therefore need 

expanding in a major speech shortly after the Budget. 

Narrow money  

The Chancellor said that in principle the narrow money target 

should be total non-interest bearing money rather than MO; however 

structural changes, associated with the introduction of interest 

bearing accounts, had made this impractical. 	There was no 

realistic alternative to MO. It was disappointing that the market 

had not been persuaded to treat it more seriously. He wondered 

if there was anything further that could be done to improve its 

credibility. 

Mr George thought not; the market was quite ready to accept 

the distinction between narrow and broad money and to attach 

significance to both. It would probably accept a NIB M1 target 

if that were feasible. But MO was not seen as a good proxy. 

In the absence of a suitable alternative, however, the right 

course was to stick to MO. 
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Sir Terence Burns doubted whether NIB M1 would be a suitable 

target aggregate, even in the absence of structural change. Past 

experience suggested it was too interest-sensitive. Mr Cassell  

added that the introduction of interest bearing current accounts 

was undermining the distinction between asset balances and 

transaction balances - broad and narrow money. 

Professor Griffiths noted that the market's attitude towards 

MO reflected the authorities' behaviour; in practice MO had not 

acted as a constraint on policy decisions. 	In discussion, it 

was noted that mu was only one element in assessing moneLcuy 

conditions; and monetary targets were never more than a starting 

point for evaluating the need for policy action. 

Summing up this part of the discussion, the Chancellor said 

that it was agreed that MO should be retained as the target for 

narrow money. Further consideration should 

be given to ways of improving its credibility; in particular, 

either the Treasury or the Bank should look again at the case 

for publishing a further article on MO at some stage. 

Broad money  

The Chancellor said that it was common ground that broad 

money should be taken into account in assessing monetary 

conditions. 	The key question was whether it should continue 

to be targetted. 

Sir Peter Middleton argued for dropping the sterling M3 

target on both policy and presentational grounds. It had always 

been difficult to control sterling M3 over a target period; on 

the present approach to funding, it was now impossible. Moreover, 

in present circumstances any feasible target for sterling M3 

would be a high number. The only reason for retaining it would 

be to demonstrate that the authorities still took broad money 

seriously. 	He doubted whether this would be convincing in 

practice; there was a real risk of missing any new target - and 

having to face again all the difficulties involved in suspending 

it. 	Other measures of broad money would raise the same sort 
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necessarily be expected to get the aggregate within 

not 

the range 

rates, such action could 
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of problems. The right course was to rely on money GDP and MO, 

and explain that the broad aggregates, included sterling M3, 

were taken into account in setting short-term interest rates, 

in very much the same way as the exchange rate. 

The Chancellor strongly agreed Lhat it would be most unwise 

to move to any other broad money target. There were immense 

problems of interpretation and control with all the available 

measures, and the act of moving to a new target aggregate would 

enhance the status of broad money. The choice therefore lay 

between retaining targets for sterling M3 and dropping targets 

for broad money altogether. 

The Governor said that the market was convinced of the need 

for a broad money target (though target was itself a term of 

art). This partly reflected the doubts about MO, and the fact 

that we had made a virtue of not having a target for the exchange 

rate. The perception was that without a broad money target the 

authorities would be effectively operating without targets at 

all; and such a regime would lack credibility. The Bank's first 

preference would be to move to another measure of broad money. 

If sterling M3 were to be retained, they foresaw real difficulty 

in selecting an appropriate target range. 

It was agreed that it would be important to explain the 

status of the targets for broad money clearly. Mr George argued 

that targets, whether for broad or narrow money, had never been 

rigidly interpreted; the numbers were there to create a presumption 

for action, but the possibility of overriding them, if there 

were good reason to do so, had always existed. 	In discussion 

it was pointed out that the distinctive feature of broad money 

was that, while targets could act as triggers for corrective 

over the target period. 	While short-term interest rates had 

a predictable effect on MO, their effect on broad money was far 

from clear. This was particularly true with the present approach 

towards funding. 
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Sir Terence Burns saw the force of Sir Peter Middleton's 

position, but thought that dropping sterling M3 altogether would 

appear to signal a greater change in policy than had actually 

occurred. There were many problems with broad money, of which 

the most serious was the difficulty of interpreting the recent 

behaviour of velocity. On balance, he did see a case for moving 

to another measure of broad money. Failing that, the best solution 

might be to keep sterling M3 but to set targets only for the 

year ahead, making it quite clear that the targets were only 

triggers for thought. 

Professor Griffiths  thought that, on intellectual grounds, 

Sir Peter Middleton was right. 	Broad money contained little 

information, it was hard to control, and targets had been 

repeatedly missed without adverse consequences for money GDP. 

But the market attached importance to broad money, partly as 

a measure of potential spending power, and partly as an indirect 

constraint on public sector borrowing. 	Dropping broad money 

altogether would therefore be a great gamble. 

In discussion, it was suggested that publishing ranges for 

sterling M3, even for the year ahead, could be dangerous. Sterling 

M3 had become increasingly volatile, as changes in relative 

interest rates led to large shifts in deposits between banks 

and building societies. Other broad money aggregates were rather 

better behaved. Indeed, it was arguable that sterling M3 would 

play a smaller role in internal deliberations than other measures 

of broad money. The presentational case for retaining sterling 

M3 was also debatable; the markets were expecting the authorities 

to retain a broad money indicator in the 1986 MTFS, but not 

necessarily sterling M3. 	Following the Mansion House speech, 

restating the target for sterling M3 might be greeted with 

surprise, and maybe scepticism. 

The Chancellor concluded that Sir Peter Middleton had a 

strong case  -  and also an honest one. The problem was that reality 

was rather complicated. The present approach to operating policy 

was not adequately portrayed either by setting a target for broad 

money, or abandoning it altogether. The key argument for sticking 
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to sterling M3 was continuity. Switching to a new broad money 

target could only serve to entrench the practice of targetting 

broad money But other measures of broad money were not obviously 

superior to sterling M3; their velocity trend was unpredictable, 

and they were difficult to control. On balance therefore the 

risks of sticking to sterling M3 were less than the risks of 

dropping it altogether. But the argument was finely balanced, 

and it would be wrong to give the impression that other broad 

measures were ignored. Equally, an effort should be made to 

explain the status of the sterling M3 target - and in particular, 

the point that corrective action could not necessarily be expected 

to bring it back within the target range. 

MTFS: targets and ranges  

The Chancellor said that given the problems with the monetary 

aggregates it was clearly right to give a higher profile to money 

GDP in the 1986 MTFS. There would be ample justification for 

setting sterling M3 targets for the year ahead only. The treatment 

of MO was more debatable; it was not subject to the same problems 

as broad money and, other than to maintain symmetry with broad 

money, there was no real reason to drop the illustrative ranges 

that had previously been provided for the later years. 

In discussion, it was agreed that there was a good case 

for making minimum changes to the MTFS; this would imply 

retaining the full set of figures for MO and money GDP, and only 

dropping ranges in later years for sterling M3. Since the ranges 

for later years had never been more than illustrative, the issue 

was essentially presentational. 	An asymmetrical treatment of 

MO and sterling M3 might look rather odd; on the other hand, 

dropping all money figures for the later years could give undue 

prominence to money GDP, and create the impression that the 

Government's committment to controlling monetary growth had 

changed. 

6 



21. Summing up, the Chancellor said that there was a presumption 

that illustrative ranges for MO would be published for all years, 

but the issue should be reconsidered in the context of a draft 

of the MTFS. Decisions about the numerical targets to set for 

narrow and broad money would also need to be taken at a later 

stage, in the light of the forecast. It had been agreed that 

the aim should be to raise the profile of money GDP in the 1986 

MTFS; but it was for consideration precisely how this should 

be done. 

RACHEL LOMAX 

31 January 1986 

Distribution  

Those present 
PS/Chief Secretary 
Sir G Littler 
Mr Sedgwick - o/r 
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ISSUES FOR THE 1986 MTFS 

We shall soon be starting to write the text of the 1986 MTFS. But before 

drafting starts in earnest, it would be helpful to discuss the outline 

of the document and the issues you wish to give most coverage. This 

minute is intended to serve as a backgrcund for that discussion. Two 

separate notes by MP on a range for money GDP and medium-term projections 

and fiscal prospects which were meant to accompany this minute are not yet 

finished. We hope to 3irculate them before tomorrow's meeting. 

The Role and Scope of the MTFS in the past  

2. The MTFS has in the past fulfilled a number of different functions. 

Previous versions have included: 

a statement of the Government's troad objectives, and the 

framework of policy 

an analysis of recent financial conditions and the implications 

for the way the Government operates policy 

paths for the monetary aggregates, including the target for 

the current year, and a statement of the Government's approach 

to interpretation of monetary conditions 
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a statement of' the factors considered relevant in setting 

the PSBR, and an illustrative path for the medium term 

assumptions for output, inflation and money GDP for the MTFS 

period 

projections of public expenditure, revenue, and fiscal 

adjustment. 

The length of the MTFS and the weigh; given to the various components 

have varied from year to year. After the relatively short inaugural 

version in 1980 the MTFS was noticeably lcnger between 1981 to 1984 before 

being cut back sharply in 1985. 	These variations have occurred mainly 

in the sections dealing with financial conditions and policy, which were 

given a much more summary treatment in 1980 and 1985 than on average in 

the intervening years. These changes are summarised below, with further 

details given in an annex. 

Approximate number of words in past versions of the MTFS 

Wt.. KIM 
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In the early years, the dominant purpose of the MTFS was to 

demonstrate the Government's commitment to reducing inflation, and to 

indicate the monetary and fiscal policies that were judged to be 

consistent with this. Inflation is now at a much lower level but there 

is considerable uncertainty about the role of the various indicators of 

monetary and fiscal conditions. It remains necessary to demonstrate the 

Financial Conditions 

and policy Fiscal Projections Total 

1980 1050 600 1650 

1981 2150 500 2650 

1982 2300 900 3200 

1983 1800 500 2300 

1984 2000 650 2650 

1985 1350 600 1950 

Objectives for the 1986 Version 	a_ikki \S' f\J 
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commitment to further progress on inflation, but possibly more attention 

will need to be given to our explanation of the way the Government SOC3 

the problems of operating macroeconomic policy; and the rationale for the 

particular intermediate targets that are chosen. 

5. This need not necessarily be done in the MTFS document itself - you 

have suggested that a major speech on monetary policy would be desirable 

after the Budget. But some of the ground will have to covered in the 

MTFS. As ever this will require a balance between simplification, in 

order to get across the main messages, and explanation of the complexities 

involved. 

6. In the light of the post Mansion House comment, this year's MTFS might 

have two main objectives: 

to restate the objectives of the MTFS and set out, as far as 

possible, how policy actually operates. 

to counter the belief in some quarters that the MTFS has 

effectively collapsed. Comment has centred on the suspension of 

the EM3 target, some perception of an increased role for the 

exchange rate in setting interest rates, doubts about the relevance 

of the PSBR as a fiscal indicator, Rnri the statement in the last 

Budget that there is nothing sacrosanct about the precise mix of 

monetary and fiscal policies. 

7. 	The remainder of the minute discusses some of the ground that might 

be covered in the 1986 MTFS under the conventional headings. Inevitably 

they will contain material found in previous MTFSs: 

medium term objectives and the framework of policy 

the operation of' monetary policy 

recent financial developments 

the PSBR path and the fiscal projections 

3 
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Medium Term Objectives and the Framework of Pclicy 

8. This section will need to demonstrate ;he success of previous MTFSs 

in delivering a satisfactory path for money GDP and inflation. It might 

also deal with money GDP as a strategic medium term objective, and the 

role of the monetary targets and the PSBR path. Some possible material is 

as follows: 

(i) A description of the behaviour of money GDP over the last few 

years, and how this compares with the Government's assumptions as 

set out in (some) recent versions of the MTFS. The conclusion 

would be that the operation of the MTFS has led to a satisfactory 

outturn for nominal demand with an output/inflation split that has, 

if anything, been better than expected. 

(ii; A description of the behavicur of the main monetary aggregates in 

recent years relative to the profile of money GDP; and how changes 

in observed velocity trends have led to changes in the ranges for 

the monetary aggregates, and the the choice of aggregates to be 

targetted. 

Some emphasis of the principle that the prime objective of the MTFS 

is to control the growth of nominal demand. Monetary targets are a 

means to that end, and changes in trend velocity due to financial 

innovation and other structural factors need to be accommodated if 

the Government's objectives are to be met. 

The nature of the strategic objective for money GDP/nominal demand 

in the medium term. The NEDC pledge. The money GDP path is 

subject to revision if changes in the supply side imply a change in 

the sustainable growth rate or level of output. Monetary and 

fiscal numbers are revised as necessary to be consistent with the 

objective for nominal demand. 

4 
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It would be possible to mention here that the Government's objectives 

for nominal demand can, within limits, be met with different mixes of 

fiscal policy and interest rates, and that this may have implications for 

monetary growth - particularly narrow money. But this and any discussion 

of criteria for the choice of mix should probably be in the fiscal policy 

section. 

It would be natural to conclude this section by setting out the 

objectives for money GDP and the monetary ranges for the current MTFS, 

and possibly also the assumptions for output and inflation. There is much 

to be said for having table 2.1 in last year's version fairly early in the 

document. 

The operation of monetary policy 

There are a number of possible ways of organising the material on 

monetary conditions and policy. One possibility would be to follow a 

section on the medium term policy framework by sections on the operation  

of monetary policy, covering recent monetary conditions; operational 

issues such as the role of monetary aggregates, exchange rates, and other 

indicators; and the monetary ranges. 

In a document relating primarily to medium term strategy, there is a 

case for making the section on recent monetary conditions shorter than has 

sometimes been the practice. Indeed it could even go into Part 3 - Recent 

Developments and _Prospects. If it were retained in Part 2, the aim would 

be to provide sufficient material cn the overall stance and mix of policy 

to lead into the sections setting out the monetary ranges and fiscal 

projections. 

Developments in 1985-86 which you might want to highlight are: 

(i) the temporary interruption in the middle of the last year to the 

declining path for money GDP and inflation, suggesting that the 

monetary and fiscal tightening that took place in early 1985 was 

necessary to bring the economy back onto the right medium term 

track. 

-5 
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the relatively high level of real interest rates 

the very rapid growth of all measures of broad money, partly 

continuing past trends and financial innovation, and possibly 

reflecting also the decision to cease overfunding. 

the satisfactory growth of MO 

the gyrations in the exchange rate, and their relation to oil price 

movements and prospects and the behaviour of the dollar. 

14. The section covering operational issues  might include material on 

some or all of the following points: 

the limited role that data on money GDP can usefully play in the 

short term. It may help to interpret past monetary developments. 

But given the delay in its becoming available, the likelihood of 

significant revisions, and the need for forward looking informa-

tion, it is of limited us e  in assessing current monetary 

conditions. 

the general nature of the monetary ranges, and what they imply 

about action should monetary growth fall outside or threaten to do 

so. Explain that action is always conditional on the behaviour of 

other indicators. 

a description of the particular problems with broad money and the 

background to the suspension of the £M3 target in the Mansion House 

Speech - the marked change in the relationship with money GDP since 

1980; the difficulty of control (particularly in the short term) 

by means of short term interest rate policy; the unsustainability 

of attempting to control broad money by systematic overfunding of 

the PSBR. 

-6 
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an explanation of why narrow money has been more useful and why 

MO is the preferred narrow aggregate; its more straightforward link 

with interest rates; its relatively stable velocity trend; and the 

more steady impact of financial innovation on that trend so far. 

the role of forward looking indicators, such as the exchange rate 

and asset prices. The exchange rate is important because of its 

rapid impact on money GDP, inflation and inflation expectations. 

Asset prices also provide earl, information on inflation prospects. 

ILA1) ? ) 

The final part of the monetary policy section might discuss the 

monetary ranges set out in the table, and place them in the current 

context. It would need to deal with the time period covered -quite 

possibly different for broad and narrow money - and the status of the 

ranges, if any, for the later years. 

It would also need to deal with the present roles of kM3 and MO. We 

could say that EM3 must play a less important role given its recent 

surprising behaviour. But should it move outside its range, we would 

think carefully about whether or not this reflected a velocity shift, and 

would tend to demand more convincing evidence from other indicators. MO 

is likely to be more important in the immediate future although we 

recognise its weaknesses. In particular it leads money GDP by a relatively 

short period. 

Fiscal Policy 

On past form, this section would set out the expected PSBR outturn 

for 1985-86, the forecast for 1986-87, and the illustrative path 

thereafter. Sometimes - notably in 1984, but not last year - there has 

also been material on factors which are relevant in deciding the 

appropriate path for the PSBR, and hence the fiscal/monetary mix. 

Given the speculation following your comment in last year's Budget 

Speech that there is nothing sacrosanct about the precise mix of policies, 

there may be some advantage this year in giving a little more detail on 

-7- 



tISCArc- 
fikaramo44 

SECRET 

your thinking in this area. This might throw light on the extent to which 

monetary policy is now thought to impose on fiscal policy, and help to 

dispel any impression that fiscal policy is now set in a more ad hoc  

fashion than in earlier years of the MTFS. 

In addition, you might consider including some material on the 

implications for the appropriate PSBR path of: 

North Sea revenues. More rapid decline in revenues now 

projected may justify less rapid decline in PSBR path 

because of their relatively small impact on nominal 

demand, and their implications for future taxation and 

expenditure. 

- Asset sales. Similar considerations to North Sea 

revenues, but in the opposite direction. Higher level 

of sales points to lower path for PSBR. 

Balance of arguments about the present policy mix, given 

world and UK real interest rates, the real exchange rate, 

and other factors such as the state of the cycle. 

Also, you might consider whether to include a brief discussion of the 

appropriate responses to unexpected developments. This would naturally 

have to be very selective, but with the present uncertainty about oil 

prices it might be helpful to discuss the implications of changing oil 

revenues. 

Fiscal Projections  

There is no obvious reason to depart from the past format of these 

sections. Comparison with last year's projections could be relegated to 

an annex, as in 1985. 	We would have to think about how to describe the 

money GDP path - in previous years it has been an assumption, but now we 

may want to convey more the flavour of an objective. 

8 
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Conclusion 

The purpose of this note has been to suggest a possible framework 

for this year's MTFS, and to list a number of issues that might be touched 

upon. Obviously you will want to give more weight to some and less - 

possibly none - to others. Coverage of all the issues listed could mean 

an MTFS as long as the record 1982 version. 

We would very much welcome a discussion on how to proceed. In 

particular we would welcome your views on: 

the length of the MTFS, and in particular whether it should 

be slightly longer this year than last year, with more discuss-

ion of the thinking underlying the present operation of policy 

the coverage and organisation of the text 

the issues to be highlighted, and how much prominence should 

be given to those discussed in this note. 

T BURNS 

9 



ANNEX: ESTIMATED NUMBER OF WORDS IN PREVIOUS VERSIONS OF THE MTFS  

1980  Objectives and Instruments 	 500 

Public Expenditure 	 142 

Revenue in the Medium Term 	 475 
Money Supply and Public Sector Borrowing 	 350 
Responses to alternative outcomes 	 187 

Total 	 1654 

1981 	Introduction 	 167 
Financial Developments in 1980/81 	 747 
The Path for monetary deceleration 	 205 
Fiscal Policy 	 345 

Public expenditure 	 238 

Revenue 	 278 
Money Supply and Public Sector Borrowing 	 695 

Total 	 2675 

1982  Introduction 	 357 
The financial framework 	 425 
Recent financial conditions 	 450 
Monetary Policy 	 438 
Fiscal Policy 	 434 
Public expenditure 	 115 
Revenue 	 272 

Public Sector Borrowing 	 25 
Comparisons with 1981 revenue and 	 505 

expenditure projections 
Conclusion 	 155 

Total 	 3176  

1983 	Introduction 	 321 
Recent financial conditions 	 380 
Monetary Policy 	 300 
Fiscal Policy 	 500 

Public expenditure 	 36 

Revenue 	 162 

Public Sector Borrowing 	 90 
Comparison with 1982 revenue and 	 260 

expenditure projections 
Conclusion 	 237 

Total 	 2286  



1984  Introduction 	 380 
Recent financial conditions 	 357 
Monetary Policy 	 460 
Fiscal Policy 	 600 
Public expenditure 	 156 
Revenue 	 178 
Public Sector Borrowing 	 85 
Comparison with 1983 revenue and 	 300 

expenditure projections 
Conclusion 	 131 

Total 2647 

1985 Introduction 160 
Recent financial conditions 360 
Monetary policy 255 
Fiscal Policy 394 
Public expenditure 292 
Revenue 140 
Public Sector Borrowing 90 
Conclusion 91 
Annex 187 

Total 1969 
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MEDIUM FINANCIAL STRATEGY 

There are three sets of papers for this meeting: -  

i. 	Policy implications of the forecast: Terry's summary 

of the conclusions of your recent discussions. He gives 

a clear steer towards a £7 billion PSBR, with a "very small" 

fiscal adjustment, taking $15 as the central case (para 32). 

You will want to give people a chance to have their say 

on this important conclusion. 

Issues for 1986 MTFS: an attempt - largely inspired 

by Odling Smee and Riley - to get you to give them some 

steer before they start drafting the MTFS. Some (very 

broad) questions are set out in the final paragraph. 

Peter and I privately think this is a rather doomed 

enterprise - it is difficult to see what will work, without 

an actual draft. But it would be much appreciated if you 

could indicate any issues about which you have strong 

feelings, including things you definitely don't want them 

to waste time on. The key issue for them is whether we 

are aiming for a short crisp MTFS, like last year, or 

something more discursive (assuming of course, that both 

are equally well written). 

iii. Fiscal arithmetic: there will be two paperson:- 

ranges for money GDP 

assumptions for the MTFS (ie numbers). 



They have not yet arrived. But with luck they should include 

a list of more concrete issues on which we should aim to 

take provisional decisions, to allow the number crunchers 

to start crunching numbers. 

At the end of this meeting, you should have:- 

- set the stage for unveiling Plan B on Monday; 

- given MP the guidance they need to start drafting the 

MTFS with real numbers. 

• 

RACHEL LOMAX 
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POLICY IMPLICATIONS OF JANUARY FORECAST 

You have seen the January forecast. The main change since Chevening 

has been the scale of the oil price fall. This note attempts to deal 

with some of its implications. 

BACKGROUND 

By way of background it is worth noting that more recent 

information adds emphasis to the view that we have seen a distinct 

pause in the growth of output in recent months . Output grew rapidly 

through 1984 and into the first quarter of 1985. Adjusted for the coal 

strike it has risen only slowly since then. 

There appear to be two reasons for this slowdown; a tightening of 

UK fiscal and monetary policy; and some slowdown of world demand 

growth. 
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)4. UK fiscal and monetary policy were both tightened decisively a year 

ago. Interest rates rose sharply. The average level of 3 month 

interest rates in 1985 was more than 2 per cent higher than in 198 14. 

The exchange rate recovered to the average level of 1983-8 14. And it 

now seems that the PSBR this year will turn out some £3 billion less 

than last year. This represents an unambiguous tightening of the 

fiscal stance as the special factors of the coal strike, VAT on 

imports, and privatisation receipts have a similar net effect in the 

two years. 

World demand grew less rapidly in 1985. Although some of the more 

pronounced fears of slowdown did not emerge the average growth rate of 

the major 7 industrial countries seems to have fallen from 14 1 2 per cent 

in 198 14 to 2 1 2 per cent. This slower growth was entirely due to US 

growth returning to a more sustainable rate. 

UK output is estimated to have grown by 3 1 2 per cent in 1985. 

This is close to the forecast shown in the 198 14 Autumn Statement 

despite a higher than expected level of interest rates. But the 

profile of growth was unexpected. Output increased rapidly into the 

first quarter of 1985 but has grown less than expected since then. 

The slower growth over the past year - both in the UK and for the 

average of the major 7 - has been accompanied by weak commodity prices 

and we are now seeing the benefits in lower inflation rates. This 

comes after a period of 3 years when little progress has been made in 

reducing UK inflation. 

A comparison with recent figures for the other G7 countries shows 

UK output and domestic demand growth keeping up with the average. But 

inflation is now somewhat above average and the interest rate 

differential is rather larger than the inflation differential. 

- 2 - 



SECRET 

THE FORECAST 

9. The main features of the forecast based upon an oil price of $20 

dollars are as follows: 

weak inflationary pressures in the world economy helped by lower 

commodity prices, and more recently falling oil prices; 

steady world economic growth helped by modest falls in overseas 

interest rates, outside the US; 

UK non-oil output growing at 2 1 2 per cent a year in 1986 after 

allowing for the coal strike) and 1987; 

inflation falling to 4 per cent by April and remaining around 

that level through 1986; 

unemployment showing little tendency to change but more likely 
 14},try 

to fall than rise; 

Fa Ike-co.-vs- 

a balance of payments surplus on current account b illion 

in 1986 and £1 1 2 billion in 1987; 

an average level for the exchange rate in 1986 some 3 per cent 

below the 1985 average; 

MO well inside its MTFS target ranges up to 1987-88 given the 

maintenance of high short term interest rates both absolutely and 

relative to those overseas. Long rates are expected to remain steady 

at between 10 and 11 per cent; 

continued difficulty in interpreting the behaviour of EM3. 

a healthier fiscal prospect than we might have envisaged given 

the lower oil revenues. The PSBR for this year is put at E7 billion 

and the fiscal adjustment for next year at £1 1 2 to £2 billion. 

3 
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The risks to the forecast are not all one way. World activity  

may do somewhat better than we are expecting. The trivial inflation 

rates in Germany and Japan combined with the benefits of lower oil 

prices leave their Governments with room for lower interest rates. US 

demand is more at risk but the benefits of lower commodity prices, 

including oil, will enable the dollar to fall further without putting 

undue pressure on inflation. It is difficult to see any resolution of 

the payments imbalances between the big 3 economies without domestic 

demand in Japan and Germany growing much faster than in the US. The 

present circumstances make some adjustment in this direction likely. 

But it is only likely to scratch the surface of the problem. 

It is also possible that our overseas trade performance will be 

better than expected. The forecasters have taken a fairly cautious 

line. Although they assume it will be better on average than in the 

post war years they have not continued the good performance that we 

saw from mid-198 24 to mid-1985. Although things could go better I think 

this is the prudent course for the published forecast. It is 

consistent with another sizeable surplus on current account. 

The risk to UK domestic demand is that high real interest rates 

will have a bigger impact than expected. The forecasters take the view 

that the adverse effects of high interest rates are partly offset by 

the ready availability of finance, especially in the private housing 

market. I worry that the cumulative impact of real rates at this level 

for so long may be rather greater; but we do not have much in the way 

of experience to go by. 

The uncertainties over the prospect for unemployment are 

considerable. Systematically we have understated the growth of 

productivity which in manufacturing industry has risen by over 3 1 2 per 

cent a year since 1979. If we are seeing a sustained move towards 

comparable productivity with other European countries this could 

continue. On the other hand the improved rate of return on capital 

should increasingly have a beneficial effect on the scale of 

economic capacity, and in turn the level of employment. 

• 
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Inflation  seems almost certain to fall. The only question is 

over the speed of decline in the months ahead and whether it will rise 

again. Most of the benefits of the lower oil prices are being 

cancelled out by a lower exchange rate and our performance in 1986 will 

again look disappointing compared with our G5 colleagues. Even so 

the UK should still see inflation at or below 4 per cent for much of 

1986. This should be on a more sustainable basis than the previous low 

point of 3.7 per cent which owed much to falling mortgage rates and 

low food prices. 

For this financial year we are now anticipating reaching the PSBR  

figure planned in the last budget despite a £2 billion shortfall on 

oil revenues. Non-oil revenues have been higher than expected this 

year and next year are expected to be £2 1 2 billion above the profile 

set out in the last MTFS. This substantially offsets the lost £4 

billion oil revenues and means that we still have a projected fiscal 

adjustment of £2 billion in the forecast assuming a £7 1/2 billion 

PSBR and oil prices at $20. Although the position has been helped by 

higher asset sales it is a rather better prospect than most observers 

are expecting. They may begin to revise their judgements when they see 

the latest monthly figures. This is an aspect of the forecast that has 

worried me most but I think the forecasters have made out a good case. 

The behaviour of broad money  continues to complicate the 

interpretation of monetary conditions. The forecast suggests that we 

shall have to live with these conflicts for sometime to come, with 

another year or two of rapid growth in £M3 ahead of us. Our 

explanation is in terms of the continuing effects of financial 

liberalisation and the turnround from negative real interest rates in 

the 1970's to positive real rates in the 1980's. But these have been 

with us for some time now. The chart on page 59 is a salutory reminder 

of the enormous difficulties of predicting the velocity of wide 

aggregates and can usefully be shown to anyone who tries to convince 

you that the velocity of broad money has been other than unpredictable. 

• 

5 
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OIL PRICES 

But it is the uncertainty about the behaviour of oil prices that 

makes the present position so difficult to analyse. We have been 

engaged in analytical preparations for this event for some years but 

this should not be allowed to hide the extent of the potential margin 

for error. 

Forecasters in general did rather badly in the face of the first 

oil shock. They underestimated the cumulative impact on prices and 

the damage to output. They did rather better after the second oil 

shock as we had absorbed the lessons of the first one. The big unknown 

now is the extent to which oil shock 3 will be the obverse of oil 

shocks 1 and 2. 

There are reasons for being wary about basing too much on the 

experience of the first two oil shocks. In particular some of the the 

damage to output following the oil price increases might have been the 

result of a large change to relative prices. This occurs whether oil 

prices are rising or falling. A second fear is that although wages 

and prices responded quickly to the effect of higher oil prices they 

—c. 	may move more slowly in reverse. 

4-457---t-610:3 	20. There is probably something in both of' these factors. 

Nevertheless I think that on balance the effects of the oil price fall 

4_1' Le 	 will be beneficial, at least in the industrial countries as a whole. 

ts,„cv 	They had considerable trouble coping with upward pressures to prices. 
Le  r - Real wages failed to adjust for the loss of national disposable income, 

profits were squeezed and the consequences for employment, investment 

and growth potential have been very obvioJs, especially in Europe. 

60(tes 
\ 	21. With falling oil prices these countries will have considerable 

tialLk'41-NT 	terms of trade gains; this will mean a rise in national disposable 

income and in the warranted real wage. Provided that this is not all 

absorbed in higher actual real wages we should see much improved 
poi—A. 

	

	 profitability and investment. And this comes on top of some 

considerable progress in recent years in some of the G7 countries. 

6 
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Of course the oil producers will be in trouble and there will 

be some nasty moments. At times there will be fears that this may 

dominate the beneficial effects outlined above. One consolation is 

that the problems may be reasonably well isolated and capable of being 

dealt with on a case by case basis. 

For the UK the short-term balance of costs and benefits is more 

touch and go. Our real national disposable income will fall a little 

b_it GDP should be broadly unaffected. The scale of the exchange rate 

depreciation we have seen is acceptable and should just about cancel 

out the benefits from lower crude prices. Manufacturing industry 

snould benefit considerably from this change for the reasons set out 

above. Profitability 	 ise;Ihe extent of excess wages should 

be diminished provided that real earnings do not rise in response 

to the higher profits. We stand to benefit from a more lively world 

demand and lower world inflation. 

The longer-term effects should be beneficial as they help our 

adjustment to falling oil production. It is much easier to cope with 

falling output of a commodity tnat has substantially fallen in value. 

If we can demonstrate That we can cope with this shock it puts  into the 
shade the issue of "what hapens when the  oil runs out". With the 

increased rate of return on manufacturing industry we should make 

some progress with the adjustment the House of Lords was worried about; 

and without the inflationary consequences of exchange rate depreciation 

as they are offset by the effects of falling oil prices and lower world 

inflation. 

POLICY IMPLICATIONS 

Rapid changes of relative prices tend to cause problems and this 

has the makings of a very big change. But on the basis of this analysis 

I see no urgent case for trying to prevent this happening by agreeing 

to cut North Sea oil production. 

-7 
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But we have to consider if there is any action that will enable 

us to survive the uncertainty with minimum disruption. Saudi Arabia 

seems determined to try to bring us - and some of their wayward fellow 

members of OPEC - to heel by increasing production and forcing down 

prices. I see no rational way of being able to tell what will happen 

to prices. The concept of an equilibrium price in these circumstances 

is difficult to apply. It could require a very large fall to stimulate 

demand and persuade producers voluntarily to cut back on production. 

Presumably at some point the other members of OPEC will call 

a halt if they see that we are not budging. That may not take long 

as some are desperately dependent on oil revenues to keep their public 

sector accounts in order and pay their import bills. But we cannot 

count on it. 

If we could be sure of oil prices levelling out at $20 dollars 

as shown in the main forecast I would see no problem in presenting 

the draft budget you have prepared. But we cannot be sure and 

therefore I am inclined to a more cautious approach. 

So far our approach to monetary policy has been to resist recent 

pressures to raise interest rates and to allow the exchange rate to 

fall as long as the net effect of the oil price and exchange rate 

falls do not add to inflation. I am sure that is the appropriate 

response. 

The design of fiscal policy is rather more complicated. We need 

to be prepared for a wide variety of possible outcomes. That includes 

a low price at budget time and the prospect of higher or lower prices 

afterwards. 

My own conclusion is that we should do very little in the way of 

tax changes in the budget. That way we give ourselves the greatest 

room for manoeuvre afterwards. 

Suppose we take as a central case an oil price of $15 dollars. 

On the basis of the forecast this would be consistent with a PSBR 

of £7 billion but only a very small fiscal adjustment. 

-8 



SECRET 

33. If the oil price falls below that level around Budget day or 

shortly afterwards the immediate response would be to take it on the 

PSBR. That should be possible as we would be starting from an obvious 

cautious position. If the lower prices persisted we would need to 

raise indirect taxes along the lines already discussed so that maybe 

half of the revenue loss was recovered and half taken on the PSBR. 

Obviously this would have to be reviewed according to the scale of 

the change. 

3 14. If the oil price were to rise there would be a choice of 

responses. 	There would be the possibility of a Summer package to 

include some or all of the measures in the Budget we have had under 

consideration. The alternative would be to take the opportunity to 

reduce interest rates. This might be possible as sterling would 

probably be strengthening. It would be important to take action in one 

or other of these ways to avoid the danger of an excessive tightening 

of financial conditions and damage to the prospects for output growth. 

35. This should be seen as a cautious fiscal stance. In these 

circumstances there is a stronger case for re-thinking our approach 

to the monetary target. Against the background of volatile oil prices 

it is unlikely that EM3 will give clear and correct signals for action 

on interest rates. One way to make sure that we would be able to 

respond correctly might be to follow Sir Peter Middleton's suggestion 

and abandon the EM3 target in the Budget. There would be a stronger 

case for doing so if the budget was based on a low oil price 

assumption. Alternatively if we decide to keep the CM3 target it must 

be made clear to the markets that we are likely to have to apply a 

considerable degree of judgement in interpreting the behaviour of broad 

money. 

T BURNS 

9 
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CONFIDENTIAL 

FROM: MRS R LOMAX 
DATE: 7 February 1986 

CHANCELLOR 

MTFS MEETING 

I attach the two remaining papers for this afternoon's meeting. 

2. 	We now have 4 rather discursive papers, which are nowhere 

conveniently summarised. 	I have discussed handling the meeting 

with Peter and we suggest you try to cover the following ground:- 

what sort of Budget should we be thinking about in the 

light of Terry's paper on the policy implications of the  

forecast? 	Do others share his preference for a E7 billion 

PSBR in 1986/87 and a very small fiscal adjustment, based on a 

central oil price case for $15 (see para 32). 

are the economic assumptions for the 1986 MTFS  

(proposed in paragraphs 2-6 of John Odling-Smee's issues 

paper) acceptable? On past form we would publish in the FSBR 

the figures for:- 

inflation 

total output growth 

non North-Sea output growth 

money GDP growth. 

(iii) can we take a provisional view about the PSBR profile  

for the MTFS period? It is too early to reach a firm decision. 

The path that is being used for working purposes is 
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last year's MTFS profile (plus one year) and is shown in the 

final table of John Odling-Smee's issues paper; and there is 

some discussion in paragraphs 22-24. I doubt whether a 

detailed discussion at this stage would be very fruitful. 

(iv) how should we approach the drafting of the 1986 MTFS? 

On general issues, the relevant papers are Terry's note on 

issues in the 1986 MTFS and the note on money GDP ranges 

attached to John Odling-Smee's minute of today. The two main 

issues on which they particularly want guidance are:- 

the presentation of money GDP as a strategic objective. 

Is the general approach outlined in paragraph 8 of 

Terry's note broadly on the right lincn? Do you agree 

that the idea of having ranges for money GDP growth can 

be ruled out? 

the explanation of how we operate monetary policy. Is 

the approach outlined in paragraph 14 of Terry's issues 

paper broadly on the right lines? 

RACHEL LOMAX 
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NOTE OF A MEETING IN HM TREASURY 
ON FRIDAY 7 FEBRUARY 1986 AT 4PM 

Present:  
Chancellor 
Chief Secretary 
Financial Secretary 
Economic Secretary 
Minister of State 
Sir P Middleton 
Sir T Burns 
Mr Cassell 
Mr Evans 
Mr Odling-Smee 
Mr Peretz 
Mr Scholar 
Mr Riley 
Mr Cropper 
Mr Lord 
Mr H Davies 

MEDIUM TERM FINANCIAL STRATEGY 

Papers  

Policy implications of January forecast: Sir T Burns, 

6 February. 

Issues for the 1986 MTFS: Sir T Burns, 6 February 

Issues for the 1986 MTFS: Mr Odling-Smee, 7 February. 

A range for money GDP: Mr Odling-Smee, 7 February. 

Policy implications of the forecast  

2. 	Sir Terence Burns said that the approach to the Budget 

was greatly complicated by considerable uncertainty about the 

likely course of oil prices, and about the effects of the major 

change that had already taken place. The appropriate response 

should be flexible enough to cope with a wide variety of 

circumstances, in the run-up to the Budget and thereafter. There 

were risks in both directions: in different circumstances, the 

BUDGET CONFIDENTIAL 
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Budget could prove too tight or too loose. It would be wrong 

to take decisions on the basis of a single "best guess". 

In recent years much effort had been devoted to analysing 

the possible implications of a sharp fall in oil prices; but 

the result should still be treated with caution. A large fall 

in the oil price was outside the experience on which conventional 

economic relationships were based. The effects of lower oil 

prices were not necessarily the obverse of the two previous 

sharp rises. 

On balance, there were clear gains to industrial countries 

as a whole from lower oil prices. In the short term the UK's 

position would be relatively unaffected though there would be 

significant differences between and within various sectors .of 

the economy. 	The longer term effects should be beneficial; 

with lower oil prices the adjustment to falling oil production 

would be smoother and easier to cope with. 

Against this background, it was right to approach the Budget 

with caution, to be prepared for a wide variety of possible 

outcomes, and to create as much room for manoeuvre after the 

Budget as possible. 

The Chancellor said he had reached very similar conclusions. 

The outlook was highly uncertain. While the sharp fall in oil 

prices had reduced the scope for tax cuts, it was not necessarily 

bad for the economy. The political mood was also right for 

a cautious Budget. It would be important to consider how the 

policy stance might subsequently be adjusted, if the assumptions 

on which the Budget was based proved wrong. He would prefer 

to be faced with a need to relax policy - either by cutting 

tax or reducing interest rates - rather than to tighten up. 

- 2 - 
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Deliberate caution might be reflected in the assumptions 

chosen for oil prices or the PSBR - or a mixture of the two. 

In practice it would be very difficult to base the Budget figuring 

on an oil price which was significantly different from the 

prevailing price (spot or forward). A higher figure could easily 

look ridiculous; though it might be possible to go, say, $2 below 

the current price. 

With oil prices around their current level ($17-18) he 

would be inclined to go for a PSBR of £7 billion (or perhaps 

a fraction under, for presentational reasons). 	It would be 

sensible to consider the scope for tax cuts within this figure 

on the assumption that oil prices might fall further - say to 

$15. At this stage, he would rule out tax increases; a very 

much lower oil price - $10-12 - would probably mean taking the 

strain on the PSBR. This did not seem very likely. At some 

stage oil prices could well rebound, and clearly the further 

the oil price fell, the smaller the risk of further falls. 

In discussion, it was suggested that the correct response 

was to construct two parallel Budget packages consistent with 

a £7 billion PSBR, on different assumptions about oil prices. 

The existing package would still be feasible, with an oil price 

of around $20; but it would also be right to look at a much 

smaller package - of around a £4 to £1/2 billion. 	In practice, 

especially with the OPEC meeting on Budget Day itself, 

circumstances were likely to point to the smaller package. But 

were the oil price to recover during the course of the Finance 

Bill, it might be possible to introduce additional measures 

from the existing Budget package. 

The Chief Secretary stressed the difficulty of announcing 

further tax cuts once the public expenditure round was under 

way. The Chancellor agreed that it would be desirable to make 

any changes during the course of the Finance Bill. 

- 3 - 
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11. It was agreed that:- 

the working assumption for the PSBR in 1986/87 should 

be £7 million - 11/4 per cent of GDP. 

an alternative Budget package, of around £1/4 billion, 

should be considered at the Overview meeting on Monday. 

A range for money GDP  

12. The Chancellor said that he wanted to give money GDP a 

higher profile in the 1986 MTFS. But he was convinced that 

having a target range for money GDP was not the way to do it. 

It might still be useful to publish some of the information 

about variability, and the extent of data and forecasting errors. 

Economic assumptions for the HTFS  

13. After a brief discussion, the assumptions proposed in 

paragraphs 2 to 7 of Mr Odling-Smee's paper were approved. 

14. The Chancellor said he would be reluctant to publish the 

sort of profile for the annual fiscal adjustment shown in the 

table in paragraph 17 of Mr Odling-Smee's note; but he noted 

that the size of the fiscal adjustment would depend on the oil 

price assumption, and no decisions could be taken yet. 

15. It was provisionally agreed that the MTFS should assume 

a PSBR of 11/4 per cent of GDP in 1987/88, 1988/89 and 11/2 per 

cent of GDP in 1989/90. 

16. The Chancellor asked for a further note on the relationship 

between oil revenues and the PSBR; the TCSC would certainly 

ask how far oil revenues could be treated in the same way as 

other revenues, and what adjustments had been made to the PSBR 

to allow for the change in oil revenues. This would be important 

in presenting the PSBR profile in the MTFS, and in explaining 

4 
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any subsequent adjustments, in the light of unexpected changes 

in oil prices. 

Drafting the MTFS  

The Chancellor said the underlying aim should be to reaffiLm 

the importance of the MTFS. Money GDP was at the heart of the 

policy, though it could not be an operational target. He doubted 

whether it would be possible to describe the operation of monetary 

policy in any great detail in the MTFS itself; it would require 

a longer exposition and he was therefore considering making 

a major speech on the subject shortly after the Budget. He 

was quite attracted to moving the section on recent financial 

developments to Part III of the FSBR. 

On the description of fiscal policy, the Chancellor doubted 

whether he would want to expand on his comment in last year's 

Budget Speech that there is nothing sacrosanct about the precise 

mix of fiscal and monetary policy; but he invited Mr Odling-

Smee to prepare a draft for consideration There should probably 

be some discussion of the implications for the appropriate PSBR 

path of North Sea oil revenues and asset sales, as in the past; 

but this need not be very elaborate. 	Discussion of the 

appropriate responses to unexpected developments might be better 

handled in the Budget Speech; he was not inclined to cover this 

ground in the MTFS. 

It was agreed to use last year's format for the fiscal 

projections. 

RACHEL LOMAX 
11 February 1986 

Distribution  

Those present 
Mr Sedgwick (or) 
Mr Walsh 
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From: J ODLING-SMEE 

7th February 1986 

CHANCELLOR OF THE EXHEQUER 
cc Chief Secretary 

Financial Secretary 

Economic Secretary 

Minister of State 

Sir Peter Middleton 

Sir Terence Burns 

Sir Geoffrey Littler 

Mr F E R Butler 

Mr Cassell 

Mr Evans 

Mr Peretz 

Mr Scholar 

Mr Sedgwick o.r 

Miss Peirson 

Mr Riley 

Mr Cropper 

Mr Lord 

Mr H Davies 

ISSUES FOR THE 1986 MTFSC6SC_At-Ocie.i11-1-71A-c-110 

I attach copies of the two notes mentioned by Sir Terence Burns in 

his minute of 6th February. The fiscal prospects are set out in paragraphs 

13-21 of the note on medium-term projections and fiscal prospects. 

2. 	I am sorry that it was not possible to circulate these last night. 

J ODLING-SMEE 
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MEDIUM-TERM PROJECTIONS AND FISCAL PROSPECTS 

This minute presents our first estimates of the fiscal prospects over 

the MTFS period. Economic developments and fiscal prospects to mid-1987 are 

assumed to be identical to those in the forecast reported by Mr Evans on 

30th January. Beyond that the economy follows the medium-term path implied 

by the MTFS assumptions. The fiscal prospects for 1987-88 and 1988-89 

therefore differ from those shown in Miss Peirson's report of 30th January. 

Economic Assumptions  

The assumptions for inflation  that you have asked us to use, together 

with those in the 1985 MTFS and the January forecast, are: 

Growth of GDP Price Deflator  

(percentage changes on previous financial year) 

1984-85 1985-86 1986-87 1987-88 1988-89 1989-90  

1986 MTFS (proposed) 

January forecast 

1985 MTFS 

4 1 2 

4 1 2 

4 1 2 

51 2  

5 1 2  

5 

4 

4 

412 

4 

4 1 2 

312 

31 2  

5 

3 

3 

Although the inflation assumption is higher than envisaged in Sir 

Terence Burns Chevening paper, there is no strong reason for altering the 

output  assumptions suggested there. These reflected a view about supply 

side and labour market developments over the medium term, and a small change 

in inflation does not alter it significantly. 

4 • 	The proposed output growth assumptions compared with those in the 1985 

MTFS and the January forecast are therefore: 

Growth of Real GDP  

(percentage changes on previous financial year) 

1984-85 1985-86 1986-87 1987-88 1988-89 1989-90 

1986 MTFS 	(proposed) 01 
c- 	2 312 2 1 4 2 1 2 2 1 2 2 1 2 

January forecast 212 312 2 1 4 2 1 3 4 

1985 MTFS 2 1 14  312 2 2 2 
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• The slower GDP growth in 1986-87 than in later years reflects a relatively 

rapid reduction in oil production and the forecasters' judgment that the 

slowdown in 1985 is likely to persist for another year or so. 

In Sir Terence Burns' Chevening paper part of the increase in output 

growth since the 1985 MTFS was expected to come from a slower rundown of 

oil prcd7tion and part from faster growth of the non-oil economy: 

Growth of Non-North Sea Real GDP   C\\)  

	

I\\ 	 (percentage changes on previous financial year) 
\ 

The money GDP figures that go with the above assumptions for inflation 

and output growth are: 

Growth of Money GDP  

(percentage changes on previous financial year) 

1986 MTFS (proposed) 

January forecast 

1985 MTFS 

1984-85 1985-86 1986-87 1987-88 1988-89 1989-90 

7 

7 

634 

9 

9 
812 

6 3 4 

6 3 4 

612 

6 1 2 

6 3 4 

53 4 

6 

7 

5 

512 

If we followed last year's precedent we would publish in the FSBR the 

figures for inflation, total output growth, non-North Sea output growth, 

and money GDP growth in paragraphs 2, 4, 5 and 6. 

Medium-Term Projections  

We have prepared a coherent set of projections of the economy 

consistent with the proposed economic assumptions. They assume that the 

oil pr:Ice is $20 in 1986 and 1987 and then rises in line with the general 

44 , 
level of world prices, and that the PSBR to GDP ratio is as in the 1985 

MTFS, extended to 1 1 2% in 1989-90. Other key assumptions relate to the 

exchange rate and interest rates, and to productivity growth and labour 

market adjustment. 

We assume that, given fiscal policy, high real interest rates will 

\ continue to be required to keep money GDP growth on a downward path. Some 

/I  : 

, 1986 MTFS (proposed) 

1985 MTFS 

1984-85 1985-86 1986-87 1987-88 1988-89 1989-90 

212 

2 
334 
312 

2 3 4 

2 1 2 

2 3 4 

2 1 2 

2 3 4 

2 1 2 

2 3 4 

2 
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decline in real rates is envisaged so that nominal short-term rates come 

411 	down to 8% at the end of the MTFS period: 

Interest Rates and the Exchange Rate 

1989-90 

8 

Short-term interest rates (%) 

nominal 

1985-86 

12 

1986-87 

12 

real 612 712 5 

Exchange rate index (1980 = 100) 

nominal 791 2  751 2  71 

real 85 81 1 2 79 

Memo: 

GDP deflator growth (%) 51 2  4 3 

The exchange rate drifts gradually downwards, consistent with the formula 

we usually publish: "It is assumed that there is no major change in the 

sterling exchange rate index from year to year". Some decline in the real 

exchange rate is to be expected as oil production falls and the labour 

market adjusts. 

As discussed in Sir Terence Burns' Chevening paper, productivity 

growth is assumed to be slightly higher than in 1979-85. It is assumed to 

account for about 60% of the output growth in 1985-89, with 40% being 

associated with employment growth. The latter proportion is higher than it 

has been since the war: 

Productivity and Employment Growth in Non-North Sea Economy 

1973 -79 1979- 85* 1985*-89 

Output 1 2 1 2 34 

Productivity 1
4 1 34 134 

Employment 1 4 - 34 1 

Labour supply 1 2 
1 2 34 

*Adjusted for the coal strike 

With employment growing at 1% a year and labour supply, taking account 

of the expected rise in participation, at about 34%, some fall in 

unemployment is envisaged. Some of the rise in employment in excess of the 

3 
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increase in labour supply is associated with a reduction in non-claimant 

110 	unemplcyment, and so claimant unemployment fans by less than 40,000 a year. 
The labour market projections and the conclusion that unemployment 

will fall slightly represent an area of considerable uncertainty. If real 

earnings were to grow more slowly - after 1986 they are assumed to grow in 

line with productivity - employment would grow faster. But there is an 

obvious danger that the rapid rate of growth of real earnings - 2 34% a year 

since the end of 1982 - will ccntinue into the MTFS period. If so, the 

effect would be to raise both productivity growth and unemployment. In 

previous MTFS projections we have often under-estimated the extent of fUture 

growth in real wages and productivity. This was the main reason why the 

output-inflation split of money GDP growth has more often than not turned 

(Lit better than expected but unemployment has been worse. 

Fiscal Prospects  

The public sector accounts have been projected on two separate 

assumptions about public expenditure: 

The Forecast case. This makes the same type of assumptions about 

overspending as in Miss Peirson's report of 30th January. 

However, inflation is below that in the January forecast, and 

so the level and growth of public expenditure in cash terms are 

lower. The planning total in 1989-90, the year beyond the PEWP 

period, is projected to grow at a similar rate in real terms to 

that in the earlier years. 

The Plans case. This assumes that the public expenditure 

planning total is as in the 1986 White Paper. It is assumed to 

be 3% higher in cash terms in 1989-90 than in 1988-89, that is, 
constant in real terms. 

We regard the Forecast case as being the more realistic - indeed 

expenditure could well turn out still higher. In practice the published 

plans have nearly always been exceeded, at least in the later years. This 

is especially likely to be the case with the upward revision of the 
inflation assumption. This will increase the pressure on the existing cash 

plans through formal price uprating and attempts to avoid cuts in real 

terms. In other words, part of the fiscal adjustment in projections based 

14 



SECRET 

on the Plans case should be expected to be allocated to expenditure 

increases rather than to tax cuts. The tables published in the MTFS are 

normally based on the Plans case and therefore overstate the likely scope 

for tax cuts. 

15. 	The Forecast and Plans public expenditure planning totals, together 

with those in the January forecast and 1985 MTFS, are: 

Public Expenditure Planning Total  

£ billion 

1985-86 1986-87 1987-88  1988-89 1989-90  

Forecast case 	134.0 	138.9 	145.8 
	

152.1 	158.2 

Plans case* 	 134.0 	,139.1 	143.9 	148.7 
	

153.2 

January forecast 	133.9 	139.0 	146.2 	154.1 

1985 MTFS 	 134.2 	139.0 	143.9 	148.2 

*As in 1986 PEWP for 1986-87 to 1988-89; 1989-90 3% above 

1988-89. 

J
The  cumulative 

£5 billion. 

difference between the Forecast and Plans cases is about 

 

The PSBR is assumed to decline to 1 34% of GDP in 1988-89 as in the 

1985 MTFS, and then to 1 1 2% of GDP in 1989-90. North Sea oil revenues are 

projected to decline as in the January forecast: from £11.8 billion in 

1985-86 and £7.8 billion in 1986-87 to £6.2 billion in 1989-90. Of course 

this projection is particularly uncertain, and subject to significant change 

before the Budget. Non-oil revenues are projected on the usual MTFS 

assumptions of constant tax and contribution rates and allowances and full 

indexation and revalorisation. 

The detailed fiscal projections are shown in the Annex tables. The 

summary for the Forecast case is: 

1c4 

44.) 



Expenditure, Receipts and Borrowing 

1985-86 1986-87 1987-88 

General Government expenditure 157.8 163.6 171.2 

General Government receipts 149.4 157.9 168.7 

Fiscal adjustments from 

previous years 2.6 

Annual fiscal adjustment 

PCs' market and overseas 

borrowing -1.3 -0. 7 	-0.8 

-7 
PSBR (£ billion) 7.1 7.6 7.1 

(% of GDP) 2.0 2.0 1.75 

• £ billion 

1988-89 1989-90  

	

178.3 	184.8 

	

178.6 	186.0 

5.4 	8.9 

-1.1 
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Money GDP at market prices 
	

356 	380 	405 	 453  9 

18. 	According to these projections, there is a cumulative fiscal 

adjustment of £9 billion over the MTPS period. It is larger with the lower 

expenditure in the Plans case: in the Forecast case some of the fiscal 

adjustment is being allocated to increases in expenditure: 

Cumulative Fiscal Adjustment  

1986-87 1987-88 

Forecast case 2.5 5.4 

Plans case 2.4 7.3 

1985 MTFS 3.7 6.6 

£ billion 

1988-89 1989-90 

	

8.9 	9.1 

	

12.3 	14.2 

10.0 

The fiscal adjustment in the Plans case is, by the end of the period, 

somewhat higher than that in the 1985 MTFS. This reflects an almost 

identical path for the planning total (paragraph 16 above), and lower oil 

revenues more than offset by higher non-oil revenues. The higher non-oil 

revenues in both Forecast and Plans cases than in the 1985 MTFS reflect the 

higher level and growth rate of money GDP  -  both output growth and inflation 

are assumed to be higher -than in the 1985 MTFS projections. It is perhaps 

unrealistic to assume the same planning total in cash terms in the face of 

higher inflation. 

6 



SECRET 

As usual, the fiscal adjustment is attributable mainly to public 

11/ expenditure restraint (including the benefits from privatisation). This 

is clear from a comparison of the main items (in the Forecast case) compared 

with money GDP: 

Expenditure and Receipts Relative to Money CDP  

(per cent of GDP) 

Public expenditure 

1985-86 1986-87 1987-88 1988-89 1989-90 

planning total 37.6 36.5 36.0 35.4 34.9 

Other expenditure 6.7 6.5 6.2 6.1 5.9 

General Government Expenditure 44.3 43.0 42.2 41.5 40.8 

Taxes on Income, Expenditure 

and capital* 31.9 31.6 31.9 32.0 31.7 

Other receipts 10.0 9.9 9.7 9.6 9.4 

General Government Receipts 41.9 41.5 41.6 41.6 41.1 

Cumulative Fiscal Adjustment - -0.7 -1.3 -2.1 -2.0 

PCs Market and Overseas 

Borrowing -0.4 -0.2 -0.2 -0.3 -0.3 

PSBR 2.0 2.0 1.7 1.7 1.5 

*of which: 

North Sea Taxes 3.3 2.0 1.6 1.5 1.4 

The planning total declines by 2 1 2-3 percentage points of GDP by the 

end of the period. With some decline also in debt interest (included in 

other expenditure), general government expenditure falls by 3 1 2 percentage 

points. Over half of this is available for tax cuts - the cumulative fiscal 

adjustment is 2% of GDP. The rest contributes to the reduction in the PSBR 

( 1 2%), the decline in interest and other receipts ( 1 2%), and minor items. 

The remarkable feature is that there is no significant decline in the total 

of North Sea and non-North Sea taxation relative to GDP - not even in 

1986-87 when North Sea taxation falls by 40%. The buoyancy of non-North 

Sea revenues has already been noted in the short-term forecast. 

7 
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21. 21. 	Rough calculations of the fiscal prospects with lower oil prices 

• 

	

	suggest that, with the same PSBR path, the cumulative fiscal adjustment  0: 
would be about £2 1 2-3 billion on the Forecast case if the oil price was $5 

lower throughout. 

The PSBR Path 

These medium-term projections assume the same PSBR as in the 1985 

MTFS. If it is decided tc reduce the PSBR in 1986-87 because of the 

increase in privatisation proceeds, the uncertainty over the oil price, the 

high interest rates or for other reasons, consideration will have to be 

given to the subsequent path of the PSBR. To the extent that the reduction 

in 1986-87 reflected privatLsation proceeds or interest rates, there would 

be a case for reducing the path by much the same amount throughout the 

period because these factors are projected to persist. A lower level of 

the PSBR throughout would not alter the annual fiscal adjustments in 1987-88 

and later years. 

Oil price uncertainty on its own does not necessarily point to a 

different PSBR path once the uncertainty has been removed. But oil price 

developments have another implication. We have argued that one reason for 

having only a very gradual decline in the PSBR over the MTFS period was the 

fall in oil revenues. But we are now expecting a much slower fall in oil 

revenues after 1986-87 than formerly, from 2.0% of GDP in 1986-87 to 1.4% in 

1989-90*. This suggests that the decline in the PSBR after 1986-87 might be 

slightly faster than in the 1985 MTFS. 

These are issues to return to when the view about the 1986-87 PSBR 

becomes firmer. 

*In the 1985 MTFS they were projected to fall from 3.1% of GDP in 1986-87 

to 2.C% in 1988-89. 

8 
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PLANS CASE • 
Fiscal Arithmetic in Cash Terms  

1985-86 1986-81 1987-88 

£ billion 

1988-89 	1989-90 

General Government Expenditure 

1 Public Expenditure Planning Total 134.0 139.1 143.9 148.7 	153.2 

2 Interest Payments 	 17.5 18.3 18.6 19.0 	19.2 

3 Other Adjustments 	 6.3 6.4 6.8 7.2 	7.3 

4 Total General Government 

Expenditure 	 157.8 163.8 169.2 174.9 	179.7 

General Government Receipts 

5 Taxes on Income, Expenditure 

and Capital 	 113.6 120.1 129.3 137.3 	143.5 

6 National Insurance and Other 

Contributions 	 24.3 26.2 28.1 29.9 	31.6 

7 Interest and Other Receipts 	12.1 11.9 11.8 11.5 	11.5 

-0.1 	-0.5 8 Accruals Adjustment 	 -0.5 -0.4 -0.5 

9 Total General Government Receipts 149.4 157.9 168.7 178.6 	186.0 

10 Of which: North Sea Tax 	 11.8 7.8 6.5 6.6 	6.2 

Public Sector Borrowing 

11 General Government Expenditure 	157.8 163.8 169.2 174.9 	179.7 

12 General Government Receipts 	149.4 157.9 168.7 178.6 	186.0 

13 Implied/ Fiscal Adjustment(C) 	- 2.4 7.3(4  12.3(757o) 14.2( 1 1) +ts 

14 General Government Bbrrowing 

Requirement 	 8.4 8.3 7.9 8.6 	7.9 

15 PCs Market and Overseas 

Borrowing 	 -1.3 -0.7 -0.8 -1.1 	-1.1 

16 Public Sector Borrowing 

Requirement 	 7.1 7.6 7.1 7.5 	6.8 

17 - As % of GDP 	 2.0 2.0 1.75 1.75 	1.5 

18 Money GDP at Market Prices 

(£bn) 	 357 	380 	405 	430 	453 

c,t204,, 	c-te-sa-4-fe  
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FORECAST CASE 

Fiscal Arithmetic in Cash Terms  

General Government Expenditure 

1985-86 1986-87 1987-88 

£ billion 

1988-89 	1989-90 

1 Public Expenditure Planning Total 134.0 138.9 145.8 152.1 158.2 

2 Interest Payments 17.5 18.3 18.6 19.0 19.2 

3 Other Adjustments 6.3 6.4 6.8 7.2 7.3 

4 Total General Government 

Expenditure 157.8 163.6 171.2 178.3 184.8 

General Government Receipts 

5 Taxes on Income, Expenditure 

and Capital 113.6 120.1 129.3 137.3 143.5 

6 National Insurance and Other 

Contributions 24.3 26.2 28.1 29.9 31.6 

7 Interest and Other Receipts 12.1 11.9 11.8 11.5 11.5 

8 Accruals Adjustment -0.5 -0.4 -0.5 -0.1 -0.5 

9 Total General Government Receipts 149.4 157.9 168.7 178.6 186.0 

10 Of which: North Sea Tax 11.8 7.8 6.5 6.6 6.2 

Public Sector Borrowing 

11 General Government Expenditure 157.8 163.6 171.2 178.3 184.8 

12 General Government Receipts 149.4 157.9 168.7 178.6 186.0 

13 Implied Fiscal Adjustment - 2.6 5.4 8.9 9.1 

14 General Government Borrowing 

Requirement 8.4 8.3 7.9 8.6 7.9 

15 PCs Market and Overseas 

Borrowing -1.3 -0.7 -0.8 -1.1 -1.1 

16 Public Sector Borrowing 

Requirement 7.1 7.6 7.1 7.5 6.8 

17 - As % of GDP 2.0 2.0 1.75 1.74 1.5 

18 Money GDP at Market Prices 

(£bn) 357 380 405 430 453 
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• 	A RANGE FOR MONEY GDP 

Introduction 

This note considers the arguments for and against setting ranges for money 

GDP in the MTFS. It is assumed that money GDP figures would continue to 

be given for all four years of the MTFS. 

The Status of Money GDP  

In all previous versions of the MTFS, the figures for money GDP have 

been presented as assumptions, rather than objectives or targets. It is 

intended, however, that a higher profile should be given to them in the 

1986 version. But we are still agreed that it would not be appropriate 

for money GDP to be a target.  

Therefore this note assumes that it will be included in the MTFS as 

a statement of the Government's strategic medium term objective for 

nominal demand. In addition money GDP may play a relatively limited role 
r- 

()t- 
v-/ 	in monitoring monetary conditions in the short term. 

Errors and Variability in the Data  

4 •  Before considering the arguments about ranges, it is helpful to look 

at information on the size of data and forecasting errors and variations 

in money GDP growth about its trend. This indicates the sort of fluctua-

tions in money GDP growth that might be expected. 

The CSO published an analysis of past data errors  for both real and 

money GDP in tne July 1985 issue of Economic Trends,  and this is used to 

indicate the range of values of the data after revision which is consis-

tent with first published quarterly estimates. For money GDP the width 

of the range is currently 2%, consistent with a two thirds probability of 

the final revised data lying within it. 

In looking at the variability of money GDP growth and forecast errors 

there is a good case for concentrating on the period since 1979-80. The 
policy background in the 1970s was materially different from the present 

framework of the MTFS; there was less emphasis on controlling the growth 

of nominal demand; and the general rate of inflation and nominal income 



growth was higher. This would lead us to expect less variation in money 

GDP growth now than in the 1970s, and hence lower average forecasting 

errors. The data for the 1970s would be expected to be towards the upper 

bound of the necessary range. 

• 
A further consideration is whether the measures of variability and 

forecast error should include or exclude major shocks, or should exclude 

only shocks of a certain nature. For example they might exclude readily 

identifiable supply shocks - such as the miners' strike, the three-day 

week or the short term impact of the oil shock in 1979-80. The case for 

doing this is that we wish to measure "normal" variability and error only. 

If the Government were in fact to have ranges for money GDP, it would 

probably be necessary to accommodate major shocks or to reassess both 

forecasts and policies. There is a parallel here with the monetary 

ranges: it is to be expected that major shocks such as the ending of the 

corset would take monetary growth outside the ranges. 

In practice, adjusting for the miners' strike makes very little 

difference to the figures for the last five years. Figures are thus given 

only on a strike adjusted basis. But inclusion or otherwise of 1979-80 

does make a difference, so figures are given on both bases. The table 

below gives figures for the variability of money GDP growth about its 

trend, and deviations of outturn from the forecasts made each year at 

Budget time. 

The variability of money GDP growth is clearly lower in the 1980s than 

in the 1970s, as one would expect. This is true for both financial year 

and quarterly data, with the standard deviation over the last five years 

for year on year changes put at around 1%. Variability of the quarterly 

data is slightly greater than for the financial year data, as one would 

expect, but the standard deviation is still only about 1 1 4% for the period 

since 1980-81. 



• 	Money GDP Growth: Variability and Forecast Errors' 

Standard deviation of 

money GDP growth 

about its trend 

 

Root mean square 

forecast error, for 

year-on-year growth 

  

   

Year on Year 

Quarter on a 

year earlier 

One year 

ahead 

Two years 

ahead 

1971-72 to 1979-80 3.2 4.2 2.5 6.5** 

1980-81 	to 1984-85 0.9 1.3 1.6 1.3 

1980-81 	to 1985-86 1.0 1.3 1.5 1.2 

* Strike adjusted. 

** 1972-73 to 1979-80 

The same picture emerges when looking at forecast errors. 	Using 

financial year data, the root mean square error of the one year ahead 

forecast of money GDP growth in the 1970s - using the factor cost measure 

- was about 2 1 2% when looking one year ahead, compared with 1 1 2% in the 

1980s. 

The implication of these figures is that there is a 95% probability 

that money GDP growth will lie within a range of 4-6 percentage points 

around the central figure, assuming the experience since 1980-81 were to 

be repeated. There is a roughly two-thirds chance that it will lie within 

a range of 2-3 percentage points. 

These ranges would be wider if more weight was given to the 

experience of the 1970s. 	The change in policy since 1979 - designed to 

bring inflation down and maintain a stable nominal framework - seems to 

have succeeded in reducing variability and forecast error. Since 1981 

the money GDP path has been remarkably stable. But this is a short period 

on which to base any firm conclusions. We should not necessarily assume 

that the path of money GDP will be as smooth in the future as it has been 

in the last few years. 
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Possible Reasons for Setting Ranges for Money GDP  

With monetary aggregates, the upper and lower points of the target 

range are essentially triggers for the Government to take action - or at 

least triggers for thought. 	For money GDP the situation would be rather 

different because its operationa: role in the short term is more limited. 

There would be more emphasis on thought and less on action. 	With this in 

mind it is possible to set out a number of possible reasons for money GDP 

ranges. 

The range could indicate the likely range of forecasting error, with 

no presumption of either thought or action should money GDP fall outside 

it. 	But this objective could be achieved just as well by giving general 

information on margins of error, which would depend on how far ahead the 

Government was forecasting, along the lines of Table 3.7 and 3.8 of the 

FSBR (copy attached). 

The range could reflect the normal variation  of annual money GDP 

growth about its trend, given the policy framework, again with no presump-

tion of action should money GDP fall outside. 	But it is not clear what 

purpose this would serve as it would not take into account the extent to 

which the variation could be forecast. 

The range could reflect the extent of average errors in the  data, and 

so give an indication of the range of actual  growth rates compatible with 

any given recorded  growth rate. 	This could certainly be useful to 

commentators and markets. 	Indeed, such information would be essential 

for interpretation of out-turn data in relation to the government's 

forecast. But again it is not clear that providing ranges in the MTFS 

would be the best means of promulgating this information. 

The range could describe the variation in money GDP growth which the 

Government would regard as accep:able  in the short term, 	given its 

strategic objectives in the medium term. In this case there clearly would 

be some presumption that action would be taken if money GDP growth fell 

outside the range, though it would not follow that action would be taken 

within the year. 

This would be rather different in nature from the other three reasons. 

This interpretation of the ranges would not simply provide information on 



the degree of uncertainty underlying the projections; 	the ranges would 

also indicate to the markets and to commentators the sort of conditions 

which would occasion a policy response from the Government. They would 

therefore be of considerably greater significance and should presumably 

play a greater role in the formation of expectations. 

• 

It is far from clear, however, that setting ranges for money GDP on 

this basis would be helpful to the Government in implementing its 

policies. 	If money GDP growth were to fall outside the range for the 

current year, it would not necessarily be desirable that action should be 

taken within the year to bring it back within the range - though of course 

it may be. 	Since money GDP is a strategic objective relating to the 

medium term, it does not carry the same significance in the short term as 

the monetary aggregates. 	It may be that action to bring it back onto 

track should be taken in the next Budget rather than within the year. 

Alternatively, it may be that the objective for money GDP should itself be 

altered. 

The Government would wish to take account of what was happening to 

the split of money GDP, as well as the overall growth rate, 	before 

deciding on the appropriate monetary and fiscal responses. This is quite 

unlike situations where the monetary aggregates move outside their target 

ranges, which indicate - in principle at least - the need for a fairly 

immediate monetary response. 

Giving ranges for money GDP thus runs the risk of misleading the 

markets, since there would be an inevitable tendency for the end points 

of the ranges to be seen as trigger points. 	This may result in 

destabilising behaviour unless it can be made clear that the ranges for 

money GDP carried different implications from the ranges for the monetary 

aggregates. 	The government might have some difficulty in making this 

distinction clear to the markets. 

- 5  - 



Conclusion  

22. The main conclusions of this note are as follows: 

There is little to be gained from having ranges for money 

GDP growth to indicate the variability of the series, or the 

extent of data and forecasting errors. It may well be useful 

for such information to be given, but this can be done by 

other means. 

It would be potentially more useful to give ranges for money 

GDP which indicate the government's willingness to tolerate 

short term divergences from the desired medium term path. 

But money GDP has a different status from the monetary 

aggregates. The limits of a range for it may not necessarily 

indicate the need for a policy response within the year, and 

would contain no information about the desirable mix of 

monetary and fiscal responses. 	It runs the risk, therefore, 

of misleading the markets 	and 	causing destabilising 

behaviour. 

C.cw. unto 4 
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II 
Table 3.7 Forecast and outturn 

Average 
error from 

past 
Forecast 	Outturn 	forecasts 

RPI: per cent Increase between the 
fourth quarters of 1983 and 1984 

Total output: per cent change 
between 1983 and 1984 

Current account of the balance of 
payments in 1984, £ billion 

PSBR, financial year 1984-85, 
IE billion 

	

44 	 41 	 2 

Average 
Latest errors from 

	

estimate/ 	past 

	

Forecast 	forecast 	forecasts 

324 
	

1 
(3) *  

2 	 0 	 24 
(21)* 

74
4 
 4 

1 ) ` 4  

Figures in brackets adjust the latest estimates for the direct effects of the coal strike. 

Table 3.8 Short-term economic prospects 

Forecast 

 

Average errors 
from past 

forecasts* 

   

Output and expenditure at constant 1980 prices 
Per cent changes between 1984 and 1985: 

Gross domestic product (at factor cost) 	 4 	 1 
Consumers' expenditure 	 3 	 1 
General Government consumption 	 2 	 1+ 
Fixed investment 	 2 	 2 
Exports of goods and services 	 64. 	 2+ 
Imports of goods and services 	 31- 	 24. 
Change in stockbuilding (as per cent 

of level of GDP) 	 0 	 1 

Balance of Payments on current account 
£ billion: 

1984 	 0 	 — 
1985 	 3 	 24 
1986 first half (at an annual rate) 	 3 	 4 

Public Sector Borrowing Requirement 
£ billion (in brackets per cent of 

GDP at market prices): 
Financial year 1984-85 	 104(34) 
Financial year 1985-86 	 7(2) 

1(4) 
44(14.) 

Fourth quarter 1984 to fourth 
St-loRX quarter 1985 	 5 	 2  Second quarter 1985 to second 	 ecar‘&414 quarter 1986 44 84 eekotwarcc: 

The errors relate to the average differences (on either side of the central figure) between 
forecast and outtum. The method of calculating these errors has been explained in earlier 
publications and government forecasts (see Economic Progress Report June 1981). The 
calculations for the constant price variables are derived from forecasts made during the period 
between June 1965 and October 1982. For the current balance and the retail prices index, 
forecasts made between June 1970 and October 1982 are used. For the PSBR, Budget 
forecasts since 1967 arc used. The errors are after adjustment for the effects of major 
changes in fiscal policy where excluded from the forecasts. 

D. Retail Prices Index  
CAW' 1-  Per cent change: 
corrverl 
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FROM: P WYNN OWEN 

/DATE: 10 February 1986 

PS/SIR P MIDDLETON  cc PS/Chief Secretary 
PS/Financial Secretary 
PS/Economic Secretary 
PS/Minister of State 
Sir T Burns 
Mr Cassell 
Mr Peretz 
Mr Scholar 
Mr Walsh 
Mr Wood 
Mr Cropper 
Mr Davies 
Mr Lord 

GERMAN MONETARY TARGETS FOR 1986 

The Chancellor has seen the attached section (marked X) in the 

Monthly Report of the Deutsche Bundesbank. He notes this is 

relevant to the monetary section of the MTFS (and his subsequent 

speech). 

P WYNN OWEN 



'Monetary target for 1986 
and revision of the 
minimum reserve 
regulations  

Monetary target for 1986 	 13 

At its meeting on December 19, 1985 the Central 
Bank Council of the Deutsche Bundesbank adopted 
the monetary target for 1986. It provides that the ex-
pansion of the central bank money stock between 
the fourth quarter of 1985 and the fourth quarter of 
1986 is to be kept within a range of 3 1 /2 to 5 1 /2 0/0. 

Through this envisaged increase in the money 
supply, strong real growth of the economy is facil-
itated from the monetary angle while the virtual 
price stability already achieved is safeguarded. As 
in the previous year, the derivation of the monetary 
target was based on the expected average annual 
rise in production potential calculated at current 
prices. For the present year this rise was put at 
4'/2/o. 

When estimating the production potential, it was 
found that in the current year the scope for real 
economic growth will expand by about 2 1 /2 0/0 and 
that at the same time it will be possible to restrict the 
increase in the overall price level, as measured by 
the GNP deflator, to 2°/o. The rise in "real" produc-
tion potential, i.e. the expansion of productive 
capacity and the labour potential, will probably be 
slightly greater in the present year than in the last 
two years. The overall supply of labour is growing 
because of a further inflow of manpower to the 
labour market (a mounting proportion of women, in 
particular, in the labour force and a consistently 
strong influx of young people wishing to start work), 
and in the next twelve months the stock of utilisable 
fixed assets is likely go up slightly faster than hith-
erto, benefiting from the high level of investment in 
machinery and equipment and the upturn in con-
struction investment. This stronger expansion of 
overall production potential has enabled the Bun-
desbank to raise the target corridor for the growth of 
the central bank money stock by 1 /2 percentage point 
compared with 1985. The price component included 
corresponds to the actual increase in the GNP de-
flator in 1985. This normative targeting on the price 
side certainly involves an ambitious stabilisation 
policy stance, since the level of prices towards the 
end of 1985 alone would mean that, given complete 
price stability during 1986, on an annual average the 
deflator would turn out 3/4 percentage point higher 
in 1986 than it did last year. In the fourth year of the 
economic upswing, which has now started, prices 
and costs will undoubtedly be exposed to some 
pressure, for in numerous areas of the manufactur-
ing sector, and especially in the capital goods field, 

Monthly Report of the Deutsche Bundesbank, January 1988 



production is beginning to come up against capacity 
barriers. Moreover, the outcome of this year's wage 
round is still uncertain. 

From the monetary angle, the envisaged expansion 
of the central bank money stock will not only permit 
the growth of real GNP to continue but also allow 
available productive reserves to be utilised as well; 
this is likely if — as widely expected — real GNP in-
creases by 3 to 3 72°/0 in 1986. This will tend to 
enable employment to rise even more strongly than 
before. Any such rise will owe a good deal to the 
fact that in 1986 exports will not play such an unduly 
prominent part in the expansion of demand. Besides 
the continuation of the strong upswing in capital 
spending, a recovery of consumer demand and de-
mand for construction work is to be expected in the 
course of this year. The industries which will derive 
particular benefit from this tend to be labour-in-
tensive. At the same time the Federal Republic of 
Germany, through the strengthening of its domestic 
demand and the expected acceleration of its eco-
nomic growth compared with the previous year, will 
make a major contribution to the revival of global 
business activity and the containment of its external 
surplusco. 

Favourable economic trends at home presuppose, 
however, that domestically determined prices and 
costs remain nearly stable (as was assumed when 
deriving the monetary target). Under this condition 
monetary policy can continue to be conducted in the 
same way as in the year which has just ended, when 
the central bank money stock increased by 4 1 /2 0/0 
between the fourth quarter of 1984 and the fourth 
quarter of 1985 (see page 6 of this Report). The 
average annual growth of likewise 4 1 /2 0/0 in the 
money supply aimed at in the present year is 
matched by a similar four -quarter growth rate of the 
central bank money stock (between the fourth quar-
ter of 1985 and the fourth quarter of 1986). This 
yields in purely arithmetical terms the adopted 
target corridor of 3 1 /2 to 5 1 /2 0/0, if a target range of 
2 percentage points is retained for the current year, 
as it has been for the last two years. This range has 
proved to be sufficient to absorb statistical fluctua-
tions in such a complex aggregate as the central 
bank money stock. 

The envisaged expansion of the central bank money 
stock in the course of this year is on roughly the 
same scale as in the last two years. Hence the Bun-
desbank's policy is in practice largely complying 

1 The new pattern of reserve ratios is expected to be as follows: 
(a) Reserve ratios for liabilities to residents: 

Sight liabilities 
up to DM 10 million 	 6.0 °/o 
over DM 10 million to DM 100 million 	90 
over DM 100 million 	 11.0 °,0 

Time liabilities 	 4.5 ° /ci  

with the recommendation to adopt a medium-term 
orientation of monetary targeting that has re-
peatedly been made by the German Council of Eco-
nomic Experts. In formal terms, however, the Bun-
desbank is not following the advice to set a mone-
tary target for several years ahead, since the under-
lying domestic and external conditions cannot be 
foreseen over the longer term. This is why, for the 
present year, the Bundesbank has abided by its 
practice of setting the monetary target for only one 
year at a time. 

Revision of the minimum reserve regulations 

At its meeting on December 19, 1985 the Central 
Bank Council of the Deutsche Bundesbank took a 
decision of principle concerning the future revision 
of the minimum reserve regulations. This decision 
is not primarily motivated by monetary policy aims 
but is mainly intended to take account of recent 
developments in national and international financial 
markets by means of an appropriate amendment of 
the minimum reserve regulations. 

In order to make German financial centres more 
Competitive, the Bundesbank considers it justifiable 
to lower noticeably the reserve ratios for time liabil-
ities and savings deposits. For the same reason the 
pattern of reserve ratios is to be altered simultane-
ously.' In addition, banks' foreign currency liabilities 
to non-residents are to be largely (i.e. to the extent 
of their book claims on non-residents in foreign cur-
rency with maturities of less than four years) ex-
empted from reserve requirements as part of an 
offsetting arrangement. 

Especially in the case of large-scale time deposits, 
which are not subject to minimum reserve require-
ments in the Euro-markets but constitute a major 
means of funding international lending operations, 
foreign money-dealing centres have an interest rate 
advantage that varies according to the interest rate 
level and the reserve ratios. This advantage tends to 
favour banking transactions in financial centres 
abroad where minimum reserves are not required. 
The planned substantial reduction of the minimum 
reserve burden on time liabilities and savings de-
posits (which are linked with such liabilities in a 
certain sense) as well as the extended offsetting 
arrangements for foreign currency liabilities will 
help to lessen the competitive advantages of for-
eign banking centres; even so, certain other advan-
tages enjoyed by these centres—some of which may 

Savings deposits 	 3.75 °/0 
(b) Reserve ratios for liabilities to non-residents: 

Sight liabilities 	 11.0 % 
Time liabilities 	 4.5 % 
Savings deposits 	 3.75% 
without any differentiation by stages on the progressive scale. 



Obe very important — (such as easy supervisory rules, 
tax incentives and locational benefits) will remain 
effective. Upon the entry into force of the new regu-
lations the minimum reserves required of the banks 
will go down by a total of about DM 8 billion, but as 
no relaxation of monetary policy is intended thereby, 
this "release effect" will have to be neutralised in 
due course by liquidity-absorbing measures in the 
opposite direction (such as cuts in the rediscount 
quotas and the non-renewal of securities repurchase 
agreements). 

As soon as the revision of the minimum reserve reg-

ulations has come into force, the Bundesbank will 

not raise any further objections to the issue by banks 

licensed in Germany of bonds denominated in Deut-
sche Mark which have the characteristics of certif-
icates of deposit. However, the Bundesbank at-
taches importance to any future market for such 
paper being based in Germany and hence to DM-
denominated certificates of deposit being issued 
only in this country. By authorising the issue of such 
paper the Bundesbank is continuing the policy it 
initiated last May of further enhancing the attrac-
tiveness of domestic financial centres by allowing 
internationally well-established financial instru-
ments to be used in Germany as well. Following the 
introduction of variable rate notes, zero-coupon 
bonds and bond issues in conjunction with swap 
agreements, the possibility of issuing, in future, cer-
tificates of deposit denominated in Deutsche Mark 
represents a further enrichment of the range of bank 
products available in Germany to domestic and for-
eign investors. 

In connection with the new approach planned for 
DM-denominated certificates of deposit, the Bun-
desbank expressly reaffirms that the minimum re-
serve regulations must be retained as an effective 
monetary policy instrument. In recent years, it is 
true, the minimum reserve instrument has no longer 
had to be used for the short-term control of bank 
liquidity, since the Bundesbank has devised for this 
purpose open market instruments that can be 
wielded more flexibly. But another important feature 
of the minimum reserve regulations is that the 
banks' obligation to maintain deposits at the Bun-
desbank over and above the "working balances" 
they need for current payments acts as a "brake on 
money creation". This is because any increase in 
required minimum reserves generates a demand 
among the banks for additional central bank bal-
ances, and the Bundesbank is able to decide how 

and at what rates it will satisfy this demand. This 	15 
objective is underlined by the fact that bearer and 
order bonds newly issued by banks and with original 
maturities of less than two years which form part of 
an overall issue arrangement will in future be sub-
ject to minimum reserve requirements in accord-
ance with section 16 of the Deutsche Bundesbank 
Act. Hence the reserve ratios for banks' time liabil-
ities will apply in future to DM-denominated cer-

tificates of deposit issued in this form, too. Without 
this extension of the application of section 16 of the 
Bundesbank Act to bank bonds with original matu-
rities of less than two years there would have been 
reason to fear that deposits subject to minimum re-

serve requirements would be shifted in future into 

short-dated DM-denominated certificates of deposit 
and thus taken out of the reach of the minimum 
reserve instrument. Already at times in the past the 
banks were seen to be issuing more short-dated 
bonds with maturities of about one year and offering 
them to non-banks as a "substitute" for short-term 

time deposits, which were subject to minimum re-
serve requirements. To this extent the planned re-
vision will close an existing "gap" in the minimum 
reserve regulations which has placed those banks 

which issue no shorter-dated bank bonds at A diSad-

vantage. 

The measures adopted will come into force in a few 
months. Further details will be communicated to the 
banks in good time. 
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From: K F MURPHY 

Date: 19 February 1986 

NOTE OF A MEETING HELD,ON TUESDAY 18 FEBRUARY 1986, IN SIR PETER  

MIDDLETON'S ROOM, HM TREASURY  

Present: 	Sir Peter Middleton 
Sir Terence Burns 
Mr Cassell 
Mr Peretz 
Mr Scholar 
Mr Odling-Smee 
Mr Riley 
Mr Walsh 
Dr Rowlatt 

drafts for the 1986 MTFS, Dr Rowlatt's note of the same date 

on possible ranges for monetary aggregates in the MTFS and Mr 

George's draft MTFS section. 

Sir Peter Middleton said he would like to focus first on 

the money GDP figures given in Mr Riley's note. These had been 

discussed with the Chancellor and provisionally agreed. 	The 

figures were higher than the previous year's MTFS. 	But they 

were bound to be different on a $15 oil price variant; the money 

GDP growth rate in 1986-87 would be higher, while in succeeding 

years it would be lower, compared to last year. There was a 

policy decision for the Chancellor as to whether he wished to 

publish such figures which were, at least in later years, 

counterintuitive as effects of a rapid decline in oil prices. 

The Chancellor might wish to show a different split in future 

years between output and inflation. 

It was agreed that a number of options for the published 

money GDP figures would have to be submitted to the Chancellor. 

MTFS 11 The meeting had before it Mr Riley's note of 17 February with 
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In preparing the analysis, it would be useful to distinguish 

between the oil and non-oil economy. Sir Peter Middleton said 

that it would be desirable to add a section on money GDP to Dr 

Rowiatt's paper for submission on Thursday. Sir T Burns pointed 

out that it would not be possible to produce the numbers for 

the Chancellor's meet,i.ng on Friday. It was agreed, therefore, 

that Dr Rowlatt's paper would not include the money GDP analysis. 

Rather, it would be necessary to put a covering note on the paper 

to the effect that, while the Chancellor would receive a note 

during the course of the following week on the precise options 

for the money GDP path, the figures would not be dramatically 

different from those in the present note. 

The meeting turned to consider the 2M3 figures and the options 

set out in Dr Rowlatt's note. It was agreed that the analysis 

in Dr Rowlatt's note reinforced the argument that 2M3 would not 

be a good target. 	Four possible ranges were offered. 	There 

was a case for widening the target range from four to five 

percentage points on the grounds that the change in velocity 

of 2M3 was faster in the recent past than over the last few years. 

And a range of 10-15% had an approximate ring to it in keeping 

with the downgraded status of 2M3 relative to last year's MTFS. 

But Sir T Burns and Sir Peter Middleton argued that changing 

the size of the range from previous years would draw attention 

to 2M3 and suggest that the authorities had a specific reason 

for so doing. There was not a compelling reason for a change 

in the range on operational grounds. They argued that a range 

of 11-15% would be the most appropriate if the February 2M3 figure 

were, as expected, to be around 15%. 	If the February figure 

should turn out at nearer 14%, a range of 10-14% might be more 

appropriate. 	Sir Peter Middleton said that Dr Rowlatt's paper 

should retain the alternative options, but lean towards a range 

of 11-15% on the assumption that the February figure was 15%. 

The meeting turned to consider the options for MO in Dr 

Rowlatt's paper. 	Sir T Burns said that he would be hesitant 

about keeping the same path as last year. If it were necessary 

to publish a row of figures for future years, he would be inclined 

to pick a path which declined by one percentage point every 2 

2 
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411 	years such that the 1986-87 range would be 2-6, the 1987-88 range 
also 2-6, but the 1988-89 and 1989-90 ranges 1-5. 	He believed 

that to publish figures of 1/2 percentage points indicated a degree 

of fine tuning which was inappropriate. Mr Odling-Smee argued 

that 1/2 percentage point figures were quoted for moncy CDP. 

It was not clear why they could not also be given for MO. Other 

countries had publihed 1/2 percentage point figures for MO. In 

addition, the ranges for the future years were illustrative not 

targets and a reduction of 1/2 percentage point in each year would 

convey the impression of a gradual reduction. Sir T Burns replied 

that the use of 1/2 percentage points gave a precision to the 

boundaries of the range which was very considerable relative 

to the width of the range. Summing up, Sir Peter Middleton said 

that it would be necessary to look again at the MO figures in 

relation to the option chosen 

was a consensus in sticking to 

would be content for table 5 in 

for the money GDP path. 	There 

a range of 2-6 for 1986-87. He 

Dr Rowlatt's note to be retained, 

but the text might indicate an emphasis on the option which reduced 

the range by one percentage point every other year. This ought 

to be included in table 7. 

6. 	The meeting turned to consider the draft MTFS texts attached 

to Mr Riley's note of 17 February. 	Sir Peter Middleton said 

that there was a case for including the paragraphs on recent 

financial conditions at the start of the MTFS, as in previous 

years. But these paragraphs might also fit in the section on 

the forecast. He assumed that the introduction to the MTFS section 

would be similar to that in previous years. But he thought that 

paragraph 2.03 brought the importance of money GDP in this year's 

MTFS too much to the fore. It was too starkly different from 

previous years' MTFS. He suggested that one alternative might 

be to begin the section with the standard sentences on the objects 

of the MTFS. The introductory paragraph might go on to argue 

that the success of the MTFS could be gauged by the effect on 

money GDP - a fall from 20% to 8%. The argument might continue 

then as in the first sentence of paragraph 2.04 emphasising the 

improved split between inflation and output. Such a presentation 

would succeed in giving money GDP the desired higher profile, 

but would do so as an explanation of recent history. 

3 
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Sir T Burns and Mr Cassell said that the first chart showing 

the growth in money GDP and the target aggregates looked very 
unusual. 	It would be preferable, if there were such a chart, 

to remove the money GDP line. The important point on money GDP 

was in any event made in the chart on the second page. The first 

chart could; as an indication of the growth in the target 

aggregates, be moved to a later part of the MTFS section. 

It was agreed that the opening should be redrafted along 

the lines Sir Peter Middleton had suggested. The usual section 

on recent financial developments might then be put at the start 

of the forecast section of the FSBR. 

The meeting turned to consider the remainder of Mr Riley's 

draft paragraph by paragraph. 	The square bracketed section of 

paragraph 2.04, while true, was not very convincing and might 

better be deleted. 

The meeting turned to consider the latter half of paragraph 

2.05. Such an argument had not been presented in previous FSBRs, 

but had been set out in an EPR article. It was agreed that the 

penultimate sentence might be redrafted to read "If the 

Government's estimate of potential output growth compatible with 

a given inflation objective changes, it may be appropriate to 

review the money GDP path". 	The last sentence could then be 

deleted. 

On paragraph 2.06, it was agreed that the phrase "nominal 

demand" in line 4 ought to be removed. After a brief discussion 

it was suggested that the paragraph might read along the following 

lines: 

"The money GDP path underlying this year's 
MTFS is shown in table 2.1. Fluctuations 
about this path will inevitably occur without 
necessarily requiring a policy response. 
The figures reflect the Government objectives 
for financial policy over the medium term. 
They are not targets." 

14 
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411 	It would be possible to split up the second sentence to reflect 
the two points in the current draft viz, that changes in policy 

instruments may not bring money GDP back on path quickly and 

that external changes may affect the money GDP path without it 

being appropriate for the Government to react. Mr Riley was 

invited to redraft tl?e paragraph along these lines. 

On paragraph 2.07, it was agreed that the second sentence 

was 	broadly 	consistent 	with 	the 	Chancellor's 	previous 

pronouncements which had been in terms of the mix of monetary 

and fiscal policy being "not sacrosanct". It was agreed to replace 

the word "change" in the third sentence by "review". 

On paragraph 2.08, it was agreed to add at the end of the 

last sentence the phrase "particularly the exchange rate". 	It 

would be appropriate to have the first chart in Mr Riley's draft, 

stripped of its money GDP line, inserted after paragraph 2.08. 

On paragraph 2.09, Mr Peretz suggested that the last sentence 

should begin "This has proved consistent with ...". 

On paragraph 2.10, Sir Peter Middleton suggested deletion 

of the first sentence and, in the second sentence, adding the 

words "of broad money" after the word "response" in the second 

sentence. 

In paragraph 2.11, it was agreed that the reference to 

overfunding becoming a way of life should be deleted. The second 

sentence should be redrafted along the lines that "The authorities 

have offset some of the expansionary effects on broad money by 

heavy funding". The next sentence could then read "But systematic 

overfunding can make monetary policy harder to operate ...". It 

would not be appropriate to refer to the Mansion House Speech 

in the FSBR; the words "in his Mansion House Speech" should 

therefore be deleted. 	Finally in that sentence it would be 

desirable to move the word "recorded". 

There was a discussion of whether it was necessary to retain 

paragraph 2.12. 	Mr Riley argued that it was needed in order 

5 
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• 	to establish the need for retaining MO. Sir T Burns suggested 
that there should be a reference to the fact that M2 data had 

been collected only for a short time period. 

On paragraph 2.16, Mr Cassell said that the importance of 

asset prices was over.stated. It might be preferable to say "Asset 

prices can provide a warning of ...". 

On paragraph 2.17, Sir Peter Middleton said that there was 

a need to include a reference to present policy which implied 

that if 2M3 were to move outside its range and this was regarded 

as an indicator of changed monetary conditions, it might be 

necessary to take action which might have an offsetting effect 

on MO. 	Mr Odling-Smee said that this might best be done by 

including a reference to changes in short term interest rates 

as a tool of monetary policy in the last sentence to the effect 

that they were more likely to affect MO than 2143. In the first 

sentence it was agreed to remove the words "a presumption that" 

and also to retain the passage in square brackets. 

In a brief discussion of versions B and C of the draft, 

Sir Peter Middleton said that version B required a few sentences 

to explain why figures for a run of years for MO were not being 

provided. The table looked very bare at present. One solution 

might be to remove the money GDP figures from it and to have 

the table focussing merely on the monetary aggregates. On version 

C, there should again be an explanation for why MO figures were 

not provided for later years. In the text, it would be preferable 

to retain a range for 2M3 rather than to quote a spot figure. 

And in paragraph 2.18 of version C, it was agreed to remove the 

second set of square brackets. 

Finally, there was a brief discussion of next steps. 	It 

was agreed to submit Dr Rowlatt's note to the Chancellor by 

Thursday evening for his meeting on Friday. 	This note would 

need to contain a health warning that the figures for money GDP 

in it while close to those which would be publishable in the 

MTFS, were subject to change in a further submission in the 

following week. Additionally, Mr Riley should redraft the MTFS 

6 
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sections attached to his note of 17 February along the lines 

discussed in the meeting and submit them again to the Chancellor 

by Thursday evening for his meeting on Friday. It would be 

desirable to invite Professor Griffiths to the Chancellor's meeting 

on Friday. The outcome of Friday's meeting could be reflected 

in a further draftt,ogo to the Chancellor along with the remaining 

paragraphs Of the MTFS section of the FSBR on Tuesday evening 

of next week. They would then go to the printers. Also on Tuesday 

evening, Mr Evans would be submitting the forecast update. At 

about the same time, the revised GDP figures would be available 

for submission to the Chancellor. It would therefore be possible 

for a further meeting to be held with the Chancellor later next 

week to discuss and agree the precise path for money GDP in the 

MTFS and any changes which that necessitated in the presentation 

of the monetary section of the MTFS. On the basis of this meeting 

it would be possible to send a draft section to the Bank of England 

by the end of next week, with a view to a meeting between the 

Chancellor and the Bank in the following week. 

Circulation: Those present 

7 
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CONFIDENTIAL 

CHOICE OF TARGET RANGES FOR MONEY GROWTH IN THE 1986 MTFS 

This note considers factors relevant to the choice of rangps 

for money GDP growth in the 1986 MTFS. It assumes that a target 

range for 043 will be published for 1986-87 only and that a range 

or ranges for MO will be published either just for 1986-87 or 

for the whole of the MTFS period. 

In this note the numbers for1986-87 come from the main January 

forecast, which had an oil price of $20, while those for the 

later years are based on the money GDP and other assumptions 

agreed with the Chancellor at his meeting on 7 February. However, 

further work is now being done on a $15 case and as a result 

there may be changes in these numbers. It is unlikely that the 

changes in money GDP growth will be much more than ½ per cent. 

Even without the final figures iL mdy be possible to come to 

some provisional conclusions about appropriate target ranges 

based on the calculations in this paper. When the final figures 

are available early next week new numbers will be calculated 

and a further submission presented. 

Targetting fM3  - past performance 

Table 1 shows the target ranges set in previous MTFSs along 

with the one year ahead predictions for nominal GDP that were 

available at the time the targets were set. The following features 

of target setting in the past are clearly apparent. 

For 1980-81 and 1981-82 the forecast for nominal GDP 

was well above the target range for £M3 in the first year, 

implying that considerable downward pressure would be exerted 

on the broad money aggregates. 

In the subsequent years, on each occasion, the target 

range for the first year encompassed the projection for 

money GDP. 
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TABLE 1 : £1613 TARGETS AND OUTCOMES 
	 • 

1980-81 1981-82 1982-83 1983-84 1984-85 1985-86 1986-87 1987-88 1988-89 

Published ranges for 043 targets 

1980 MTFS 7-11 6-10 5-9 4-8 

1981 MTFS 6-10 5-9 4-8 

1982 MTFS 8-12 7-11 6-10 

1983 MTFS 7-11 6-10 5-9 

1984 MTFS 6-10 5-9 4-8 3-7 2-6 

1985 MTFS 5-9 4-8 3-7 2-6 

(1) 
Outcome for £M3 - percentage change to Ql 

18 	14 	11 

Forecast of money GDP growth to Ql of next year 

8 

in MTFSs 

12 13 (3)  

16 	111/2 81/2 9 61/2 71/2 

Outcome for money GDP
(2) growth 

10 

91/2 

7 

8 

71/2 

7 

81/2 (3)  

9 (3)  

to Ql 	 10 	101/2 

financial year 

averages 	14 	10 

 Derived from latest break-adjusted, calendar quarter data - not the . precise measure that was targeted. 

(3) Market prices not strike adjusted. 	Estimate. 



In each MTFS the convention has been to reduce the 

level of the range by 1 percentage point a year over the 

MTFS period. 

The width of the range has always been -2 percentagc 

points. 

The target ranges have been revised upwards only once, 

in the Budget of 1982. 

Taken at face value the target levels set in the first two years 

implied that a sharp rise in velocity was expected (see table 2), 

while targets set for subsequent years suggest that little change 

in velocity was foreseen. 

4. 	The outcome figures indicate that the velocity of 043 has 

in fact fallen in each of the years covered (see table 2). 

However, it tell relatively little in 1982-83 and 1983-84, and 

these were the only two years in which £M3 growth did not exceed 

the top of the target range. There was a near miss in 1984- 

It is interesting to note that nominal GDP growth has been 

close to or within the £M3 target range in every year during 

this period and is virtually certain to be so again in 1985- 

Forecast errors of nominal CDP growth have generally been 

small so this confirms that the problem has been with the forecasts 

of velocity change. 

TABLE 2 : GROWTH OF VELOCITY OF fM3
(1) 

(percentage change Ql, on year before) 

1980-81 	81-82 	82-83 	83-84 	84-85 	85-86 

Implied by 
centre of MTFS 
range given 
forecast of 
nominal GDP 
to Ql of 
next year 	 +7 	+31/2 	-11/2 	0 	-11/2 	1/2 

Outturn 	 -8 	-31/2 	-1 	-% 2 	- 31/2 	-5 (2)  

End-quarter data for £M3 

 Estimate 



111- The centre of the 043 range for 1986-87 

There are two approaches that can be taken to presenting 

the choice of a level for the centre of the £1\13 target range. 

It can be viewed as depending on a projection of the demand for 

money or it can be derived in an ad hoc assessment of the trend 

in velocity combined with a projection of money GDP growth. 

A projection for the demand for money which is made in the 

context of a fully articulated forecast of the whole economy 

will incorporate what is likely to happen to interest rates, 

nominal income, wealth and so on. This forecast would have to 

be consistent with the government's broad aims for inflation, 

money GDP growth and interest rates if the growth of money relative 

to the target ranges was to give the right signals. The Treasury's 

internal forecast provides such an estimate for £1■43, namely 121/2 per 

cent for the average four-quarter rise to financial year 1986- 

87. 	Thib average is the appropriate figure on which to base 

the level of the target range now that targets apply to the 

12 month rates of growth of the aggregates through the financial 

year. 

There are disadvantages to this approach. As always, there 

is a possibility of quite substantial errors in thc forecast 

-in particular, money demand functions are notoriously unstable. 

However the main disadvantage relatcs to the difficulty of 

presenting and explaining the factors taken into account in 

arriving at the chosen level. 

An alternative way of presenting a level for the centre 

of the target range would be to base it on the growth of nominal 

GDP making an adjustment for any trend change in velocity. This 

avoids the use of a (possibly controversial) £M3 equation and 

of forecasts of interest rates and so on. But there is then 

the problem of assessing the appropriate figure to use for the 

trend in velocity: 

(i) the average (trend) decline in velocity over the six 

years since 1980-81 is 31/2 per cent a year (given the projected 

value of 5 per cent for the year to 1986 Ql); 



(ii) 	since the downward trend has accelerated during the 

last few years it might be thought appropriate to project 

a continuation of the latest rate, that is, the 5 per cent 

fall expected in 1985-86. 

There are three reasons for expecting 043 velocity to continue 

to decline fairly rapidly, as in 1985-86, rather than to return 

to the trend of the whole six years. First, financial innovation 

in the form of high interest accounts within EM3 may encourage 

relatively rapid growth of 043. 	The distinction between the 

assets included in 043 and some of those excluded is becoming 

eroded: the money that would have flowed into building society 

accounts in earlier years may be split more evenly between banks 

and building societies, swelling the growth of £1 ■13. 

Secondly the present high real interest rates may increase 

the tendency on the part of companies to invest in financial 

raLher than physical assets. This may be partly offset by the 

incentives given by the high interest rates to switch from the 

non-interest bearing element of 043 into interest bearing assets 

outside FM3. 

Finally, there is the possibiity that the decision to end 

overfundinq will mean a faster growth in £M3 for a given path 

of nominal GDP (ie a larger decline in velocity) than was the 

case during the years 1980 to 1985. 

These considerations, which are automatically incorporated 

in the money demand projection, do seem to suggest that the decline 

in velocity will be above the 5 year moving average, at around 

4-6 per cent say. Combined with the pre-Budget forecast projection 

of an average 634 per cent rise in nominal GDP during financial 

year 1986-87, this would imply a figure around 11 to 13 per cent 

for the centre of the target range for £M3 growth in 1986-87, 

broadly in line with the forecast. This suggests that 9 13 per  

cent, 10-14 per cent or 11-15 per cent would be realistic target 

ranges for 0/13 in 1986-87. Given the magnitude of the upward 

revision to the range involved with any of these, there is probably 

a greater cost to coming out of the top of the range than out 

of the bottom so a higher one is, on balance, to be preferred. 



411 13. On information currently available the February figure for 

fM3 growth (provisionals published in March) is expected to be 

14 or 15 per cent. The rates currently expected for March and 

April are 16 per cent and 131/2 per cent (the sharp rise in 

April 1985 will come out of the 12-month comparison). It may 

be that the £M3 target range would lack credibility if the latest 

published figures were outside its upper limit so the final choice 

should perhaps await these figures (first guess due on 

28 February). 

Targeting MO - past performance 

The projections for the growth of MO given in the 1984 and 

1985 MTFS are shown in table 3 along with the outcome for 1984- 

85, the estimate for 1985-86 and the projections for the years 

to 1989-90 consistent with the provisional 1986 MTFS. Figures 

for the growth of nominal GDP and for MO velocity growth are 

also shown. 

TABLE 3 : MO TARGETS, OUTCOMES AND FORECASTS 

1984-85 1985-86 1986-87 1987-88 1988-89 1989-90 

1984 and 1985 MTFS 	4-8 	3-7 	2-6 	1-5 	0-4 

MO growth 
Outcome/ 
projected 	 5.5 5.5 	41/2 	3 	31/2 	5 

	
4 

Money GDP growth 
Outcome/ 
projected 	 7.3 7.3 	0.4 	63/4 	61/2 	6 

	
51/2 

MO velocity growth 
Outcome/ 
projected 	 11/2 	41/2 	33/4 	3 	1 

(1) Average growth in financial year (GDP not strike adjusted) 

The choice of levels for the target ranges for MO is not 

so problematic as that for 043. MO has been more predictable 

and, so far, has stayed comfortably within its target range. 



• - The MO target range for 1986-87 
There would seem to be no case on economic grounds for 

altering the 2-6 per cent range for 1986-87 of previous MTFSs. 

The projection for the growth of the demand for MO through 198-

87 in the pre-Budget forecast varies between 21/2 and 4 per cent, 

averaging 3 per cent. 	This projection reflects the assumption 

of a continuing high level of interest rates along with nominal 

GDP growth of around 8 per cent at the start of the period falling 

to 6 per cent by 1987 Ql. It also incorporates the forecasters' 

view on the continuing effects of innovation on MO. It is broadly 

consistent with an extrapolation of the past trend in MO velocity. 

On average, in recent years, this has increased at around 4 per 

cent (the figure for 1984-85 is unusually low) suggesting MO 

growth of around 2 to 4 per cent in 1986-87. 

As the expected growth for MO is in the bottom half of the 

2-6 per cent range there is a case for considering reducing it 

to 1-5 per cent. 	Moreover one could argue that a one point 

downward adjustment to the range would help expectations at a 

time when the 043 target range was being raised. However, the 

risk of finding MO above its range in 1986-87, for example because 

of unexpected developments in financial innovation, might be 

considered a worse ontrome than finding it bclow the range - 

given the scale of the present uncertainty on £M3. This suggests 

that, whatever the decision on the £M3 range, the 2-6 per cent 

range for MO in 1986-87 should probably remain in place. This 

would have the further advantage of minimising the changes to 

the MTFS. 

- The later years 

In the later years the growth in MO is not expected to fall 

as much as nominal GDP growth over the MTFS period because of 

declining interest rates. As nominal GDP growth is projected 

to fall by around 1/2 per cent a year this suggests very little 

decline in MO growth. 	Despite this, the projections for (the 

growth in MO demand in table 3 are within the ranges published 

in 1984 and 1985 until 1988-89. 



41/19. The figure for MO growth implied by a simple extrapolation 

of the velocity trend - which has been fairly steady at around 

4 per cent for some years - would suggest a slightly slower growth 

of MO than that given in the MTFS projection for the later years. 

The effect on the growth of MO of the projected fall in short-

term interest rates - at about ½ a percentage point in 1986- 

87 followed by 4 percentage points during the period to 1990 

- is shown in table 4. 

TABLE 4 : MO PROJECTION BASED ON TREND VELOCITY AND PATH OF INTEREST RATE 

1986-87 

Money GDP growth 	 634 

Velocity trend 	 4 

Allowance for 
tall in interest rate 	 ½ 

Implied MO growth 	 31/4 

1987-88 1988-89 1989-90 

61/2 6 51/2 

4 4 4 

11/2 111 11/2 

4 31/2 3 

20. These figures all suggest that if the 1985 MTFS target ranges 

are kept unchanged, the growth of MO is likely to move up to 

or out of the top of the range by 19811-89. A decline of 1/2 per 

cent a year in the target range, or a 1 point decline every other 

year, would reduce the likelihood of this. It would also be 

in line with the projected path for nominal CDP growth and could 

be presented as such. Possible ranges are shown in table 5. 



TABLE 5 

1985-86 

1985 MTFS 	 3-1 

	

) h point 	 3-7 

	

a year 	 3-7 

: POSSIBLE MO RANGES 

	

1986-87 	1987-88 

	

2-6 	1-5 

	

2-6 	11/2-51/2 

	

11/2-51/2 	1-5 

1988-89 

0-4 

1-5 

1/2-41/2 

1989-90 

1/2 - 41/2 

0-4 

1 point every 3-7 2-6 2-6 1-5 1-5 

second year 3-7 2-6 1-5 1-5 0-4 

1-5 1-5 0-4 0-4 

1 - S7  

1 point every 

year 3-7 2-6 1-5 0-4 -1-3 

MO growth 

MTFS projection 41/2 3 31/2 5 4 

Trend velocity 
with adjustment 
for interest rate 31/4 4 31/2 3 

The width of target  ranges 

21. 	The table below shows, over various periods, the average 

trend in velocity growth of 0/13 and MO and the standard deviation 

of the variations around the trends, along with the growth of 

nominal GDP and its standard deviation. The trend velocity of 

MO has varied less than that of £M3 (columns 1 and 2). 



TABLE 6 : VELOCITY GROWTH VOLATILITY FOR £M3 AND MO 

Annual percentage 
growth of Volatility of growth of

(1) 

	

fM3 	MO Nominal 	fM3 	MO Nominal„ 

	

Velocity Velocity GDP 	Velocity GDP"' 

	

1 	 2 	3 	4 	5 	6 

1964Q1-68Q2 (2) 	k 	2 	7 	21/2 	11/2 	11/2 

1968Q3-70Q4 	 31/2 	41/2 	9 	2 	11/2 	11/2 

1971Q1-74Q2 	 -61/2 	21/2 	121/2 	41/2 	31/2 	21/2 

1974Q3-80Q2 	 7 	51/2 	181/2 	51/2 	31/2 	31/2 

1980Q3-85Q2 	 -3 	4 	91/2 	11/2 	2 	2 

 Measured by standard deviation about average growth over 
relevant period. The average growth is shown in the first 
three columns. 

 The periods have been chosen with reference to the turning 
points in the £M3 trend velocity. 

Not strike adjusted. 

A range width based on a standard deviation encompasses 

two-thirds of random fluctuations. It is clear from the table 

(columns 4 and 5) that target widths of ±2 per cent would have 

contained a large proportion of the fluctuations in £M3 and MO 

velocity in recent years, assuming that the trend change in 

velocity was correctly foreseen. However, in periods of rapid 

change in velocity - during the early 1970s when £M3 velocity 

fell steeply and in the later 1970s when it rose sharply - the 

volatility of £M3 velocity growth was much greater. The above 

suggests that in normal circumstances a target width of -2 per 

cent is probably appropriate. 

Concluding remarks  

The principles determining the choice of target ranges for 

the 1986 MTFS are the following: 

(i) 	the levels and widths should be realistic - so that 

the probability of the margins being breached with policy 

assessed to be on course is kept as low as possible; 



the levels need to carry the message of a continuing 

commitment to sound financial conditions and steady downward  

pressure on inflation; 

they need to maintain the credibility of the continuing 

MTFS strategy by minimising the change from one MTFS to 

the next. 

For 043 there has to be a change from last year and it has to 

be a substantial upward shift so the concern is simply that it 

should be realistic. This suggests that 10-14 per cent or 11-  

15 per cent should be chosen. The 12-month growth rate is expected 

to be near the top of these ranges, possibly over the top, in 

February and March of 1986, but should decline later in the year. 

The final choice could be made after the February provisional 

figures are available. For MO no change would mean that the path 

of the centre of the ranges was out of line with the profile of 

the MTFS projection for money GDP. Further, there would be a 

distinct possibility that MO growth would move out of the top 

of the range as interest rates come down. The table below 

incorporates a slower decline in the MO range than in previous 

MTFSs. 

TABLE 7: GROWTH OF THE MONEY SUPPLY AND MONEY GDP 

1984-85 1985-86 1986-87 1987-88 1988-89 1989-90 

MO 
	

5.3 	33/4 	2-6 	2-6 	1-5 	1-5 

EM3 
	

9.2 	15 	11-15 
(or10-14) 

Money GDP (1) 	
7.3(8.7) 	83/4 '(71/2) 	61/4 
	

61/2 	6 	51/2 

(1) 
Figures in brackets are adjusted for the coal strike 
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FROM: C J RILEY 

DATE: 20 February 1986 

CHANCELLOR 

MONETARY SECTIONS OF THE 1986 MTES 

cc Economic Secretary 

Sir Peter Middleton 

Sir Terence Burns 

Mr Cassell 

Mr Odling-Smee 

Mr Peretz 

Mr Scholar 

Mr Walsh 

Mr Culpin 

Mrs Row latt 

Mr Cropper 

Mr H Davies 

Professor Griffiths - No.10 

I attach a draft of the monetary sections of the MTFS, for discussion at 

your meeting tomorrow morning. It reflects comments by Sir Peter 

Middleton, Sir Terence Burns and others on an earlier version. 

The main text is based on the assumption that ranges will be given for 

MO covering the whole of the MTFS period, and for EM3 in 1986-87 only. 

Versions of some paragraphs are also provided (at the end) on alternative 

assumptions: 

Version B - a range is given for one year only for both  MO and EM3 

Version C - EM3 growth after 1985-86 is discussed in the text but 

not given in the table. 

The draft assumes that the target range for £1 ,43 in 1986-87, if there 

is to be one, will be 11-15%. The presentational issues would be fairly 

similar if the range chosen were marginally different - say 10-14%. The 

MO range for 1986-87 is assumed to be as in last year's MTFS. The ranges 

are discussed in detail in an accompanying note by Mrs Rowlatt. 

cc 	r"I 
li..`1164 
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4) 14• The draft follows the broad aproach outlined by Sir Terence Burns in 

his minute of 6 February. It reflects your intention to give money GDP a 

higher profile than in previous versions of the MTFS. It assumes that 

a section on financial developments over the last year, part of the MTFS 

in previous versions, will this year be included in part "R on recent 

developments and prospects. 

5. You should note that moving to a $15 oil price assumption would have 

implications for the money GDP path. The assumptions provisionally agreed 

at your meeting on 7 February were based on $20, and showed a steady 

decline in money GDP growth over the period. With a $15 assumption, the 

figure for money GDP growth in 1986-87 may need to be lower, without any 

necessary presumption that the figures for later years should be changed. 

We intend to submit a note early next week on the issues involved, 

including the monetary implication, but in the meantime the text tries to 

avoid formulations which necessarily imply a steady  decline in money GDP 

growth. 

CZ-1.---T 
C J RILEY 

-2 _ 
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	 CON FIDEN TIAL 

MEDIUM-TERM FINANCIAL STRATEGY 

(-f A..-+ tw. 

2.01 The Medium Term Financial Strategy (MTFS) 

provides the framework for macro-economic 

policy. It is designed to achieve falling 

inflation by means of firm financial policies 

[, with lower monetary growth supported by 

lower public sector borrowing]. It is 

complemented by micro-economic policies that 

encourage enterprise, efficiency and flexibil-

ity, enhancing the growth of output and the 

creation of jobs. These policies are 

succeeding, and the Government will continue 

with them. 

2.02 The success of the MTFS since its introduction 

in 1980 can be gauged from the paths of money 

GDP and inflation. Over the past six years, 

money GDP growth has declined from nearly 20% 

to around 8%, broadly in line with the assump-

tions underlying successive versions of the 

MTFS. The division of money GDP between output 

growth and inflation has improved considerably. 

ort.  Inflation has come down to 5% a d L i  sin w i ri  
fall further. The economy is 	to its 

r 	i F-th  successive year of growth, the longest 

period of growth since the 1973 oil crisis. 

2.03 Numbers in work are up by around 600 thousand 

since mid-1983, and productivity has improved 

considerably.  / cTbe gowth in new jobs, however, 

has  --matahed  the growth in the labour 

force, and unemployment has remained high. 

Moderation in pay increases would help to 
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• lAtIVX re that rising prosperity was reflected 

in lower unemployment as well as in higher 

living standards for those in work. 

Money GDP__zrowth  and the Output Inflation Division 
25- 	 -25 

20 - MEM 
0.•;,te 'Money GDP 

15 - 

1220 Real GDP 
rii 

20 

-15 

-1 0 

-5 

-r 	1 
197B-75 19L7-so 198o-11 19131-82. 19E12-81 196341 1964-t5 

Objectives and the Framework of Policy  

La_16, L. 

6 (CV 	 -cry, I 

CL.N. tJa<4.* (j# c1 

(1-e-ifre-.. C4-4 

2.04 The MTFS is designed to ensure that the growth 

of nominal demand is neither excessive nor 

deficient. The path set out for money GDP in 

Table 2.1 reflects the underlying objective for 

inflation and the growth of output that is 

considered sustainable in the medium term. [If 

the government's estimate of potential output 

changes it may be appropriate to review the 

money GDP path.] 

The money GDP path 2.05 Fluctuations around the path of money GDP shown 

in Table 2.1 will inevitably occur, without 

necessarily requiring any policy response. 

[And because the economy takes time to adjust 
to changes in policy instruments, money GDP 

2 
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1986-87 	1987- 88  1988-89 	1989-90  

(3) 

Monetary and eo  

Fiscal policy 1,„4  

Sb &:17-1117: 

--6V e. 

Ca.AC—Ot, 
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• cannot necessarily be brought back to its 

medium term path very quickly.] The figures 

indicate broad medium term objectives; they 

) are not targets. 

Table 2.1 Growth of the Money Supply and Money GDP  

1 984 -85 	1 985-86  

Money GDP (1)(2) 	7.3(8.7) 834(712) 

M0(3) 	 5.3 	334 
£M3(3) 	 9.2 	15 

6 3 4 	6 1 2 	6 

2-6 	2-6 	1-5 

11-15 

51 2  

1-5 

The money GDP figure for 1986-87 is a forecast; 	and in subsequent years 

the figures describe the_government's objective for nominal demand. 

Percentage change on previous financial year. 	See Table [2.4] for 

further detail. 	Figures in brackets for 1984-85 and 1985-86 are adjusted 

for the coal strike. Rounded to nearest 1 4 per cent. 

1984-85: 	percentage change during the year (mid-March to mid-March). 

1985-86: percentage change from mid-February to mid-February. 

Monetary and fiscal policies both d.ffect money 

GDP. There is some scope for varying the (?,b,-.4/,z, .,01  

balance between them, consistent with any given 

money GDP path. The Budget provides the main 

opportunity to review fiscal policy. At other 

times interest rates are the principle 

means of influencing money GDP. 

Monetary Policy  

2.07 Monetary policy is directed to maintaining 

monetary conditions that are consistent with 
tlhe_R2yernment2s money Gpp objective. Monetary 
conditions are assessed in the light of move- 
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ments in the monetary aggregates, in relation 

to their targets, and the behaviour of other 

indicators, particularly the exchange rate. 

MONETARY GROWTH 

annual 
percent 
Change 

Broad Money 	 2.08 Broad and narrow money have grown at very 

different rates. 	Measures of broad money have 

persistently grown faster than money GDP over 

the last six years, unlike the experience of 

the 1970s. High real interest rates have 

increased the relative attractiveness of 

financial assets; and financial liberalisation 

and increased competition between banks and 

building societies have led to a rapid build up 

of both liquidity and debt. This has proved 

consistent with declining inflation and money 

GDP growth. 

14 



Monetary Velocity 

MO Velocity 
26- -26 

24- -24 

22- 22 

20- 20 

18 18 

16 -18 

14- . -14 

12 - -12 

3.6 
EM3 Velocity 

3.4 - 

3.2 - 

- 

2.8 

2 - 

2.4 

2.2 	 

   

3.2 

3 

2.8 

2.8 

- 2.4 

    

2.2 

    

     

1970 1972 1974 1976 1978 1980 1982 1984 

2.09 The high proportion of interest bearing 

deposits means a highly uncertain response of 

broad money, both in size and direction, to 

changes in short term interest rates. And the 

full effects take a considerable time to come 

through. 

2 10 Since the ending of controls over the banking 

3/s1,em in 1980, bank lending has grown rapidly. 

In recent years the authorities have offset 

some of the expansionary effects on broad money 

, by heavy funding. But systematic overfunding 

t 

	 of the PSBR can make monetary policy harder to 

rN\ 
	

operate, and is not a sustainable approach. 

The Chancellor therefore announced in October 

1985 that the authorities would no longer seek 

to control the growth of EM3 by this means. 

Narrow Money 
	

2.11 There have been significant differences in the 

behaviour of the various measures of narrow 

money. The growth of M1 has fluctuated 

greatly, in part due to interest rate changes. 

5 

313 



Monetary targets 
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• In recent years it has been inflated by the 

rapid growth of its interest bearing component; 

and the boundary between interest bearing and 

non-interest bearing accounts has been subject 

to considerable short term variation. The 

growth of M2 has been more stable, but data 

has been available only since late 1981 and the 

figures are subject to frequent sizeable 

revisions. 

2.12 MO has behaved in a much more stable fashion 

than the other narrow aggregates. Since it is 

wholly non-interest bearing it responds in an 

unambiguous manner to changes in short term 

interest rates, though by rather less than non-

interest bearing Ml. Its velocity trend has 

been rising as institutional change and techno-

logical improvements lead to a progressive 

reduction in the use of cash. But the upward 

trend has been very steady, and not subject to 

wide variation. Although it contains only a 

small proportion of total non-interest bearing 

transactions balances, it has proved a good 

indicator of monetary conditions in recent 

years. It remains the government's preferred 

measure of narrow money. 

2.13 The government is setting targets in 1986-87 

for MO, as a measure of narrow money, and £M3 

as a measure of broad money. They are shown in 

Table 2.1. [For MO the target range is the 

same as indicated in last year's MTFS. For 

EM3, the range has been raised to reflect the 

rapid fall in velocity observed during the last 

six years and the end of overfUnding.] 

6 
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Interpretation of 

Monetary Conditions 

■ IK 

2 14 For the later years, illustrative ranges are 

given for MO. Precise target ranges will be 

decided nearer the time, taking into account 

any changes in the trend of velocity. 

Illustrative ranges for future years are not 

given for EM3 because of the uncertainties 

surrounding its velocity trend. Targets for 

the later years will be chosen, consistent with 

the government's strategic objective for money 

GDP, so as to maintain downward pressure on 

inflation. 

2.15 In implementing policy and making decisions 

about interest rates, the government has to 

make a careful assessment of monetary con-

ditions. This involves judging the behaviour 

of the monetary aggregates in the light of 

other indicators. The exchange rate is an 

Important indicator because of its implications 

for inflation and money  GDPCthough  its move-

ments have to be interpreted in the light of 

external developments such as changes in oil 

prices. 	sset prices can provide a  warningl)ii‘s 6  • 

of future inflation. Money GDP is of fairly 	Ivt-13 -7  
limited use in this context because it mainly 

reflects monetary conditions in the past rather 

than the present; and reliable measures of it 

are available only with a considerable delay. 

2.16 If the underlying growth of MO were to move 

significantly outside its target range, the 

government would take action designed to bring 

it back inside unless other indicators 

 

evirtft_ 

 

suggested clearly that monetary conditions 

remained satisfactory. If EM3 were to move 

outside its target range, more convincing 

evidence would be required from other 

indicators that monetary conditions were 

 

L. p:ru—S 

. 	 1r,r,---111C; 

4Z-PI•.S ,4•"4-cJavt4t 	aT"--ftl•-•"--tse"i" 

	

SI-Le.-Je•otSli 4A-6; 	 1,•—• 

	

Ncb C? frev 	kr.. 7 

ro—f • V fmek.4171  

-7- 

 



• 
CONFIDENTIAL 

satisfactory. Changes in short term interest 

rates required to keep monetary conditions 

on track are more likely to affect MO growth 

than EM3 growth in the short term. 

_ 8 - 
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Table 2.1 Growth of the Money Supply and Money GDP  

Money GDP 

MO (3 

£M3(3) 

(1)(2) 

1984-85 1985-86 1986-87 1987-88 1988-89 1989-90 

7.3(8.7) 

5.3 

9.2 

8 3 4(7 1 2) 

334 

15 

6 3 4 

2-6 

11-15 

6 1 2 6 51 2  

The money GDP figure for 1986-87 is a forecast; 	and in subsequent years 

the figures describe the government's objective for nominal demand. 

Percentage change on previous financial year. 	See Table [2.4] for 

further detail. 	Figures in brackets for 1984-85 and 1985-86 are adjusted 

for the coal strike. Rounded to nearest 1 4 per cent. 

1984-85: percentage change during the year (mid-March to mid-March). 

1985-86: percentage change from mid-February to mid-February. 

Monetary targets 2.13 The government is setting targets in 1986-87 

for MO, as a measure of narrow money, and £M3 

as a measure of broad money. They are shown in 

table 2.1. [For MO the target range is the 

same as indicated in last year's MTFS, For 

£M3, the range has been raised to reflect the 

rapid fall in velocity observed during the last 

six years and the end of overfunding.] 

2.14 Illustrative ranges are not being given for 

the later years. This reflects uncertainty 

about trends in velocity at a time _of rapid 

bt■A 0 	financial innovation. Appropriate targets 

( 	 will continue to be set at Budget time for 

the year ahead. They will be chosen to be 

consistent with the government's strategic 

objective for money GDP taking into account any 
changes in velocity trends. The overriding aim 
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• will be to to maintain downward pressure on 

inflation. 

2.15 In implementing policy and making decisions 

about interest rates the government has to make 

a careful assessment of monetary conditions. 

This involves judging the behaviour of the 

monetary aggregates in the light of other 

indicators. The exchange rate is an important 

indicator because of its implications for 

inflation and money GDP, though its movements 

have to be interpreted in the light of external 

developments such as changes in oil prices. 

Asset prices can provide a warning of future 

inflation. Money GDP is of fairly limited use 

in this context because it mainly reflects 

monetary conditions in the past rather than 

the present; and reliable measures of it are 

available only wiLh a eunaiderable delay. 

2.16 If the underlying growth of MO were to move 

significantly outside its target range, the 

government would take action designed to bring 

it back inside unless other indicators 

suggested clearly that monetary conditions 

remained satisfactory. If EM3 were to move 

outside its range, more convincing evidence 

would be required from other indicators that 

monetary conditions were satisfactory. Changes 

in short term interest rates required to keep 

monetary conditions on track are more likely to 

affect MO growth than EM3 growth in the short 

term. 

Interpretation of 

Monetary Conditions 



2.15 Illustrative ranges are not being given for 

MO in the later years because of uncertainty 
about the trend in velocity at a time of rapid 

CONFIDENTIAL 

RSION C 

Table 2.1 Growth of the Money Supply and Honey GDP  

1984-85 	1985-86 	1986-87 	1987-88 	1988-89 	1989-90  

Money GDP (1)(2) 	7.3(8.7) 834(7 1 2) 	634 	6 1 2 	6 	512 

MO(3) 	 5.3 	334 	2-6 	[ 2-6 	1-5 	1-5 ] 

[ £M3(3) 	 9.2 	15 ] 

The money GDP figure for 1986-87 is a forecast; 	and in subsequent years 

the figures describe the government's objective for nominal demand. 

Percentage change on previous financial year. 	See Table [2.4] for 

further detail. 	Figures in brackets for 1984-85 and 1985-86 are adjusted 

for the coal strike. Rounded to nearest 1 4 per cent. 

1984-85: percentage change during the year (mid-March to mid-March). 

1985-86: percentage change from mid-February to mid-February. 

Monetary targets 2.13 The government will continue to set targets 

for MO, as a measure of narrow money. The 

target for 1986-87, shown in Table 2.1, is the 

same as in last year's MTFS. Iii implewenting 

policy the government will continue to take 

particular account of the growth of broad money 

and movements in the exchange rate. [In both 

cases the aim will be to avoid sharp changes.] 

  

  

   

2.14 Given the recent behaviour of velocity, the 

rate of growth of £143 is now expected to be 

above the illustrative range in last year's 

MTFS - Rerha s in the range 10-15%. Other 

/51,--,  et- 	measures of broad moneY-ii-a:y-gr64- at about the 

(1,5-1,(•, ..CY • 	same rate, though the margin of error4s 

considerable for all the broad aggregates. 
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financial innovation. Appropriate targets will 

continue to be set at Budget time for the year 

ahead. They will be chosen to be consistent 

with the government's strategic objective for 

money GDP, taking into account any changes in 

velocity trends. The overriding aim will be to 

maintain downward pressure on inflation. 

Interpretation of 	2.16 In implementing policy and making decisions 

Monetary Conditions 	 about interest rates the government has to make 

a careful assessment of money conditions. This 

involves judging the behaviour of the monetary 

aggregates in the light of other indicators. 

The exchange rate is an important indicator 

because of its implications for inflation and 

money GDP, though its movements have to be 

interpreted in the light of external develop-

ments such as changes in oil prices. Asset 

prices can provide a warning of future 

inflation. Money GDP is of fairly limited use 

in this context because it mainly reflects 

monetary conditions in the past rather than 

the present; and reliable measures of it are 

available only with a considerable delay. 

2.17 If the underlying growth of MO were to move 

significantly outside its target range, the 

government would take action designed to bring 

it back inside unless other indicators 

suggested clearly that monetary conditions 

remained satisfactory. If EM3 growth were to 

differ greatly from expectations, more 

convincing evidence would be required from 

other indicators that monetary conditions were 

satisfactory. Changes in short term interest 

rates required to keep monetary conditions on 

track are more likely to affect MO growth than 

EM3 growth in the short term. 
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CONFIDENTIAL 

NOTE OF A MEETING IN HM TREASURY ON FRIDAY 21 FEBRUARY 1986 AT 

10.00 AM 

Present 	Chancellor Economic Secretary 
Sir Peter Middleton 
Sir T Burns 
Mr Cassell 
Mr Odling-Smee 
Mr Peretz 
Mr Scholar 
Mr Culpin 
Mr Riley 
Mr Walsh 
Mrs Rowlatt 
Mr H Davies 

MONETARY SECTIONS OF THE 1986 MTFS 

Papers  

Monetary Sections of the 1986 MTFS: Mr C J Riley, 20 February. 

Monetary target ranges: Mrs Rowlatt, 20 February. 

Monetary targets: alternative presentations.  

1. 	Mr Riley's draft MTFS included three presentations of the 

ranges for MO and sterling M3 on the following assumptions:- 

Version A: 	Target ranges for both MO and Sterling M3 in 

1986/87; but illustrative ranges for the later years for MO 

only. 

Version B: 	Target ranges for both MO and sterling M3 in 

1986/87; no ranges for either aggregate in the later years. 

Version C: 	An MO target for 1986/87, shown in table 2.1: 

no figures for sterling M3 in the table but discussion of 

a range for 1986/87 in the text. 	(This option might also 

include illustrative ranges for MO in the later years.) 

1 
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Sir Terence Burns said that his initial preference had been 

Version B. But there was a real difficulty in providing a convincing 

explanation for dropping illustrative ranges for MO in the later 

years. 	For this reason, he had come round to Version A. 	In 

discussion, it was suggested that a possible justification for 

dropping all monetary ranges in the later years was that other 

countries did not provide medium term monetary targets. On the 

other hand, this had not prevented the UK from publishing 

illustrative ranges in any previous versions of the MTFS: a change 

of practice now would require some explanation. 

Sir Peter Middleton said his first preference was Version 

C, though he would include illustrative ranges for MO covering 

the whole MTFS period. This would be consistent with a presentation 

which made it clear that money GDP was the objective of policy, 

MO was a proper monetary target, whilst sterling M3 held a subsidiary 

position - as an indicator which was taken into account, but not 

a target in the same sense as MO. If the eventual aim was to drop 

sterling M3 altogether, it would be far better not to reinforce 

its position by including it in the table. He saw no merit in 

Version B; it was presentationally bad, and extremely difficult 

to explain. His second choice would therefore be Version A. 

The Economic Secretary thought that dropping sterling M3 from 

the table altogether would be running ahead of the the market's 

perceptions. The status of sterling M3 would be down graded by 

simply dropping illustrative ranges for the future years; this 

would leave open the option of dropping it altogether at some future 

date. The difficulty with Version B was that it appeared to equate 

MO and sterling M3. 	His first preference was therefont Version 

A. 

The Chancellor suggested that Version B was closer to reality. 

The aim of the MTFS was to reduce inflation, which implied a medium 

term strategy for money GDP. Annual money targets were a means 

to that end. In practice they were reconsidered each year. In 

discussion, it was pointed out that in reality MO and Sterling 

2 
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M3 were not of equal status, as Version B implied. And the dropping 

of all figures for money supply in the later years gave the figures 

for money GDP undue prominence. On the whole, Version B was too 

sharp a break from past experience and as such was open to 

misinterpretation. 

The Chancellor concluded that the best option on offer was 

Version A. The explanation of the ranges given in paragraph 2.14 

of Mr Riley's draft would need some expansion. 	In particular, 

the text should not concede, explicitly or implicitly, that equal 

account was taken of MO and sterling M3 in taking operational 

decisions. 

Table 2.1  

The Chancellor noted that Mrs Rowlatt's paper made a case 

for setting illustrative ranges for MO such that the mid-points 

fell by half per cent a year. Final decisions about the ranges 

were subject to the forecast. But he was not attracted to setting 

ranges which included halves. A better solution might be to have 

ranges of varying widths, such as:- 

1986-87 	1987-88 	1988-89 	1989-90 

MO 	2-6 	2-5 	1-5 	1-4 

In discussion, it was suggested that while there was some 

justification for narrower ranges, given lower rates of monetary 

growth, ranges of varying widths might look peculiar and over 

precise. The text would anyhow need to explain that the projected 

path of nominal GDP would be consistent with only a very gradual 

decline in MO. It might be simpler to rest on this explanation, 

and present broadbrush ranges in table 2.1, rounded to the nearest 

whole digit (as in Mr Riley's present draft). 

The Chancellor said that table 2.1 should draw a clearer 

distinction between past monetary growth and future ranges; there 

• 

ir 
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should be either more detail t the past or less. There was 

also a case for comparing outturn with target in previous years. 

Following a brief discussion, it was agreed that figures for the 

past (inlcuding target ranges) should be shown separately, maybe 

in an Annex table. Table 2.1 should begin in 1985/86. 

Draft Text 

10. The Chancellor made the following points: 

The text should begin with a clear statement of the 

purpose and nature of the MTFS and the role of micro economic 

policies, before analysing performance since 1980. 

Interest rate policy should feature more prominently, 

covering both the importance of interest rates as an instrument 

of policy, and a description of the factors taken into account 

in setting them. 

There should be a clearer description of the difference 

between the nature of MO and sterling M3 ranges. MO was the 

target: and the aim was to keep it within the target range 

by varying short term interest rates. By contrast, an excessive 

growth in sterling M3 would establish a presumption in favour 

of tightening policy, but there would be no expectation that 

higher short term interest rates would bring sterling M3 back 

within the target range. 

The reference to the role of the exchange rate in 

paragraph 2.15 was too dissimilar to what had been said last 

year: the second half of the third sentence should therefore 

be deleted. 

The reference to asset prices in paragraph 2.15 should 

either be deleted, or expanded into a more general statement 

about other factors taken into account in setting interest 

rates. 

4 



CONFIDENTIAL 

The reference to overfunding (in paragraph 2.10) should 

be made more convincing and should make it clear that the 

authoritie s' instrument for influencing monetary conditions 

was short term interest rates (as in the Mansion House speech). 

The analysis of the behaviour of narrow money in 

paragraph 2.11 should include some reference to financial 

innovation, and maybe to similar experience in the United 

States. 

The description in the effect of short term interest 

rates on broad money (in paragraph 2.09) 	should be toned 

down; in the first sentence, the phrase "both in size and 

duration" should be deleted. 

The precise published ranges for MO and sterling M3 were for 

later consideration. The aim would be to choose figures that were 

both achievable (and possibly allow some safety margin) whilst 

offering some prospect of deceleration from present rates of growth. 

There was some presumption in favour of a range for sterling M3 

of 11-15 per cent. 

Next Steps 

The Chancellor asked Sir Terence Burns to submit a revised 

draft of the monetary sections of the MTFS, incorporating the 

specification of monetary targets in Version A, for discussion 

at a future meeting with the Bank. Alternative text and tables 

consistent with Version B should also be included, though the 

covering note should give a strong steer to Version A. 

RACHEL LOMAX 
Distribution those present 

PS/Chief Secretary 
PS/Financial Secretary 
PS/Minister of State 
Professor Griffiths No 10 
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