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MONETARY TARGETS: MIFS PRESENTATION

The Chancellor has noted, and is broadly content with, the

draft MTFS passage attached to your minute of 11 January.
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TARGET RANGES FOR BROAD AND NARROW MONEY

I attach a draft bassage for the MTFS showing how option 3 in
Mr Cassell's paper on Monetary Targets (6 January) might look in
practice. It is based on the comparable passages last year,
paras 2.10 and 2.11 of the FSBR.
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DRAFT SECTION FOR MTFS

Money ranges

2.10  As announced in the Budget Speech, there will be two
target ranges for monetary growth in 1984-85. The target for
broad moﬁey is to be set / at the 6-10 per cent indicated in
last year's Financial Statement /. The target for narrow
money will be / X-Y per cent 7. [ls usual these ranges apply

to the annual rate of growth over the 14 months beginning in

February 1984;] Illustrative ranges for the next few years are

shown in table 2.2. Precise targets for the later years will

be decided nearer the time.

Table 2.2 Ranges for Monetary Growth

Percentage change during year
1984-85 1985-8é 1986-87

Broad money - £M3 (and PSL2)
Narrow money - MO (and M2)
ek The main measure of broad money for target purposes will
remain £M3; the authorities will continue to take account of
other indicators of broad money, especially PSL2. The target
Ton narrow money applies to MO; <dn judging the performance of
MO as an indicator of transactions balances, particular attention
will also be paid to the behaviour of M2. The interpretation
of monetary conditions will continue to take account of all the
available evidence, including the exchange rate. The rénges
shown in Table 2.2 have again been constructed on the assumption

that there is no major change in the exchange rate from year to

year.
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MONETARY TARGETS

on 22 December Mr Middleton chaired a meeting to discuss

the draft paper on monetary targets attached to Mr Cassell's
letter of 15 December to Mr George. Sir Terence Burns,

Mr Cassell, Mr Monck, Mr O'Donnell, Mr George, Mr Coleby

and Mr Allan were present. The meeting also had before

it Mr George's letter to Mr Cassell of 21 December. The
purpose of this note is to record the conclusions reached

at the meeting.

Handling of the paper

2 It was agreed following a brief discussion that it

would be more efficient for the Bank and the Treasury to

prepare separate papers. Mr Middleton said the Treasury

would revise its paper internally and then invite any

further Bank comments on it before submission to the Chancellor.
Mr George said the Bank would put in their own paper using

as a basis his letter of 21 December. It was agreed to

aim for a meeting between the Governor and the Chancellor
towards the end of the second week of January and that

Mr Cassell and Mr George would jointly agree an agenda

for the discussion.
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Comments on the substance of the paper

3 Mr George made some general observations on the Treasury
paper. The following were among the main points made during

discussion:

(Al Mr George cautioned against reading too much
into narrow money as a guide to short term interest
rate policy. Sir Terence Burns argued that
the messages given by narrow money were more
about interest rates than about funding and
fiscal policy but at the same time those messages
may be no better or clearer than those given
by broad money. Both sets of aggregates were
important and neither should be excluded as
a guide to interest rate policy. Mr George
said it was more a question of nuance and defining
the balance between the roles of narrow and
broad money and ensuring that outside commentators
understood the balance and did not come to believe
that the narrow aggregates were the only guide to

short term interest rate policy.

Mr George said the Bank continued to be disturbed
at the prospect that Mo might be regarded as

a serious indicator of narrow money. After

some discussion it was agreed that there was

a distinct difference of opinion between the

Bank and the Treasury about the role and usefulness
of Mo as an indicator or as a target of narrow

money.

Options for 1984

4. Finally, the meeting considered the options identified

'. in paragraphs 19 and 20 of the Treasury's paper. Mr George




said his preference would be to include four rather than

two specific indicators within the target ranges. Mr George suggested
that for broad money the two indicators might be £M3 and

PSL2 and for narrow money M2 and notes and coins. Mr Middleton

said he had a preference for option 6 and to say that £M3

and Mo were probably the best two aggregates for target

purposes within each grouping. Special attention would

be paid to these two indicators, but not exclusive attention,

and decisions would be taken in the light of the evidence

from all other indicators.

B It was agreed that only option 1, option 5 and option
6 should be included in the revised paper along with some
discussion of the advantages and disadvantages of two as

against four specified aggregates.

.
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Thank you for your letter of 15 December enclosing a draft paper on
Monetary Targets. Given the difficulty that there may be in

arranging an early meeting to discuss the draft, we agreed that I
should try to set down in this letter our approach to the questions you

consider in the paper.

We are, I believe, agreed that, conceptually, narrow money is a
relevant indicator alongside broad money of monetary conditions,
particularly of the development of "retail transactioné". We are
also agreed that the issue between us relates to the comparatively

limited point of which is the best available statistical measure of

narrow money, ie it is not about methods of monetary control. We
would be less confident than you are in rejecting M1 at the present
stage /for this purpose: 'but we recognise its deficiencies which are
likely to increase over time. (We also acknowledge that the public

criticisms already made of Ml have diminished its credibility.)

MO

From this starting point we begin by looking at MO, and I am afraid we

are still not able to find anything to commend it as an indicator

of "retail" money. Conceptually we see no justification for including
bankers' till money or bankers' operational balances in such an
indicator; and their inclusion adds quite unnecessarily to the

volatility of the statistical series. Given these obvious




(l&#dvantages, we have no convincing explanation as far as we can see

for choosing MO as our indicator rather than its principal component,
notes and coin with the public, even if it were accepted as sensible

to go as narrow as this in the first place.

The fact is that advocates of MO have seen it as a control variable
through which influence might be exerted on the banks' balance sheets
as a whole, but that is expressly not the role which either you or

we envisaged for it. This matters in our view even though over some
period one might expect MO and notes and coin with the public to move
quite closely together. It matters because our apparent failure to
draw the conceptual distinction between indicator and control variabile
would raise questions about whether we know what we are doing and
create a damaging confusion over whether or not we really intend,

covertly, to try to operate on MO as a control variable.

In the terms of your draft paper, this means we agree with many of the
points you make concerning the disadvantages of MO in paragraphs 14 and
15, but we would regard them as conclusive arguments against its use

as a measure of narrow money

Notes and coin

We then go to notes and coin with the public, which, while an
improvement on MO, is still conceptually unsatisfactory in that it
clearly excludes "retail" deposits. It is perhaps in this sense that
you describe it as "sounding primitive"; by the same token it is not
likely to carry conviction with outside commentators or markets as a
sufficient measure of transactions money. Such scepticism is likely
to be all the greater because outside commentators are as aware as we
are of a number of financial developments (the increasing use of bank
transfers for wage payments; increasing use of plastic cards;
increasing numbers of cash dispensers; increasing bank charges for
cheque payments, etc) that must necessarily have an uncertain but
important effect upon the distribution of transactions money between

cash and deposits.

As a result - and the recent econometrics notwithstanding - neither we
nor the markets are likely to have much confidence in this component

of narrow money as an indicator of monetary conditions over the
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&l}atively short periods necessary for operational purposes. Nor =

given its partial nature and the developments likely to affect it - are
we persuaded that this component of narrow money will in practice
respond predictably to interest rate movements over a period of months.
(These comments apply of course equally to MO quite apart from the

disadvantages specific to that aggregate discussed earlier.)

M2

Leaving NIBMl aside, essentially because of its wide swings and because
it too ig likely to be distorted by current and prospective financial
developments, we are effectively left with M2. I think we - and
indeed market commentators - would agree that M2 is conceptually the
best measure of transactions money, and is probably less subject to
distortion than other measures of narrow money, though of course it

has no track record.

Putting these various considerations together we conclude that none of
the available measures of narrow money is very satisfactory on its own.
Of the two real candidates notes and coin with the public lacks
conceptual credibility and we lack statistical experience with M2, Tk
we had to go for a single measure at present we would incline towards
M2. But we think it would be much better to acknowledge gquite openly
that we do not have a satisfactory single measure at this stage and are
thus obliged to look at both. (By a somewhat similar process we would

favour retaining both the present broad target aggregates.)

Apart from the question of the choice of aggregates, we think the

paper for discussion between the Chancellor and Governor should also
address directly the question of the respective roles of narrow and
broad money in determining policy. We can agree as a practical matter
that fiscal and funding policy are of particular relevance to the
broader aggregates, and conversely. We can also agree that short-term
interest rates must be the primary means of seeking to influence narrow
money. But we do not agree that narrow money has now, or will prove
to have in future, any kind of primacy as a guide to short-term interest
rate policy, which we think must continue to "take account of all the
relevant factors, including the exchange rate". In particular, we
think lending to the private sector must continue as an important
influence on interest-rate policy, and we do not believe that there is

any serious or systematic evidence to show that such lending - even
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t.'ugh by no means highly interest-sensitive - is in general perverse
with respect to interest rates. (Nor do we have any evidence that
it was so, certainly over anything but the very short term, even at
the height of the monetary squeeze on companies.) Equally, we do
not think that short-term interest rate and funding (ie longer-term
interest rate) policy can in practice be very far divorced, as
particular emphasis on narrow money as a guide to short-term rates
would imply. Nor do we find any support for this special role for

narrow money among market commentators.

We are very ready for further discussion on all of this whenever that

can be arranged.

7

:/Z/G’m s e C,/L)(/é’7 :

PS A meeting has now been arranged for tomorrow afternoon, but I
felt it might help us forward if I sent over these comments

anyway.
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MONETARY TARGETS C—H%ir K=t

This paper sets out some issues still to be resolved on the form
of monetary targets for next year's MTFS - in pariticular what
aggregates should we target. I would stress that it is concerned
entirely with the form of the targets. The appropriate numbers
for the target ranges can be decided later — after Chevening. -
But it would be very helpful if we could now agree what we want
to target. ' :

2 The paper first records the points on which I think we are
all agreed (at least within the Treasury) following the discus-
sion of the Strategy papers last summer. It then surveys what
other people have said about monetary targets, and particularly
about MO, after the Mansion House speech and reports what we have
learned from our further research on narrow money since the
papers put to you in mid-October. It also looks in more detail
at the differences between MO and notes and coin, particularly in

the context of operating a target for narrow money. The final
section - paragraphs 20-21 sets out what look to be the main
options for the unext MITFS. These options might provide a
framework for discussion.

WHERE WE STAND
3 I think there is general agreement among us all that:

i. . In assessing monetary conditions it is necessary %o
look at both broad and narrow money (end other things).

CONFIDENTIAL
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ii. £M3 and PSL2 ‘are reasonably good measures of broad
money (or ligquidity).

iii. M1 is not a good measure of narrow money, because of
its substantial element of interest-bearing deposits.

iv. A better measure of narrow money would be provided by
a M2, NIB M1, MO or notes and coin.

Vi These narrower aggregates, with the possible exception
of M2, should respond unambiguously to changes in interest

rates.

vi. All are in greater or less degree subject to techno-

logical or institutional change.

4. All of us here, I believe, think that some change in the
form of the monetary targets is needed. In particular, we need

to find better measure of narrow money than M1 and to present’

the targets in a more even-handed way, as between broad and.

narrow money (at the moment we target two broad aggregates and
one narrow aggregate that has acquired some of the characteris-

tics of broad money).

Bl These considerations underlay your speech at the Mansion
House, which was very much a "thinking aloud" approach towards
reform of targetting in the next MIFS. MNMuch of the monetary part
of the speech was concerned with the search for a better measure
of narrow money. After pointing to the deficiencies of M1, you
looked briefly at M2, ("I think and hope that it will come to
play an important part in policy decisions. But its time has
not yet come") and then turned to narrower measures:

"Meanwhile there is some recent evidence that other measures
of narrow money - particularly measures of non-interest
bearing money such as the wide monetary base, MO, and its
predominant component, notes and coin with the public -
have not been subject to the same distortions as M1."

CONFIDENTIAL
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A little later in the Speech you said that:

" ... it does appear that MO could have a more important
part to play as a key indicator in the growth of narrow
money .

Whichever indicators we choose to emphasize, it is
unlikely that it would be appropriate to maintain a single
range for both broad and narrow aggregates ..."

Thére was no commitment to targetting MO, but a clear indication
that you were looking in that direction. It is this aspect that

has been seized on by most of those commenting on the speech.

REACTION TO MANSION HOUSE SPEECH

Bl Reaction has been mixed, with the critics (mainly from the

City) more vocal than the supporters.

i The serious press devoted a fair amount of space to
explaining the thinking behind your remarks. But the
brokers' worries and the December 1982 BEQB article are
also widely reported.

i Najority opinion in the City ds eritical Swath
particularly hostile pieces from Simon and Coates, Capel-
Cure Myers (Roger Bootle) and Messel's (Congdon). Hoare
Govett (Paul Temperton, ex Bank author of the BEQB article
on cash) and Laing and Cruikshank are tersely dismissive.
The exceptions are Phillips and Drew (Bill Martin, ex CPRS),
with a generally sympathetic and perceptive note, and
Greenwell's, who are welcoming but worried about controlling
MO "under present arrangements".

iii. There has been little serious comment outside the City,
none of it very helpful. Minford has been almost silent,
approving the "sensible upgrading" of MO in a single
sentence. Beenstock (in 'The Times') was enthusiastic, for
the wrong reasons, stressing that MO is "unique because it
is directly under the authorities' control ... controllable
down to the last penny ... The Chancellor has really stuck

2
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his neck out this time." The City University (Roy Batchelor),
long time MBC advocates, are actually critical, arguing that
MO is essentially a means of controlling broad money,and
unsuitable as a target in its own right. None of the out-
side forecasting groups (including the new LBS Financial
Outlook) have commented.

o Parts of the general argument of the Speech have emerged

almost unscathed:

! Most commentators are prepared to accept the case for
targetting narrow money as a measure of transactions

balances.

ii. More contentious, but still fairly widely accepted, 1is
the proposition that narrow money may be particularly
relevant to short term interest rate decisions. Notable
dissenters are Roger Bootle and Tim Congdon, who say

interest rate decisions should be based on an overall assess-
ment of "financial conditions"™, consistent with the

Government's objectives for inflation.
134w a0ty has 'nodefenders.

iv. Beenstock aside, the message that no move to MBC is
being contemplated seems to have got across (though it has
not pleased supporters of monetary base at Greenwell's and

the City University).

W e MO is widely seen as the main option, but there is

some recognition of alternatives. Several commentators

(eg the Economist, Greenwell's, Christopher Johnson) refer
to "retail" or NIB M1, with varying degrees of conviction.
Most (but not all) see notes and coin and MO as synonymous.

Criticism of MO is based on three oft-repeated points:

i. Interest rates have little or no direct effect on it,
so it will be difficult to control (other than by

4
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"controlling the economy"). Some commentators challenge
the sign of the effect (apparently on statistical grounds;
no-one gives a convincing economic explanation of why there
should be a perverse effect). The BEQB article - very
occasionally supported by a chart - is the sole basis for
these assertions. Only Christopher Johnson refers to the
small (0.5 per cent) semi-elasticity in the current public

version of the Treasury model.

ii. MO has been, and will go on being, heavily affected by

structural changes in the use of cash. The velocity trend

is high and has risen unexpectedly since the late 70's. So
target setting will be difficult. Again, the main source
is the BEQB.

iii. The relationship with future inflation is not well

established (though there may well be a link with past’or

current rates of inflation). This appears mainly in the
most critical of the brokers, unsupported by statistical ~
evidence other than charts. Some commentators note -that
the link looks closer since the mid 70's, but suggestAthat
Gl s ST OTRGT L GOS -

9. There are two widespread misconceptions:

Tl that MO would be a fourth target, additional to the
existing target variables. This is taken for granted in
early articles (some of which complain of a proliferation
of targets). On 18 November, Sam Brittan reported that
"the present intention is to replace the existing three
targets by two: one for so-called "little MO"™ ... the other

will be some measure of broad liquidityﬁ. This has been

picked up by Congdon, who complains of "uncertainty about
the Government's views on monetary policy":

il. that the chief appeal of MO is as a rationale for cuts
in interest rates. In the more superficial places, this is
tied simply to the relatively slow growth in MO in recent

5
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years. More sophisticated commentators argue that technical
change will make it easy to underestimate future trends in
MO velocity, and hence set a "soft target"; or that the lack
of interest sensitivity will mean that MO is not an effec-
tive brake on interest rate cuts.

The second point, very fashionable immediately after the Mansion

House Speech, is beginning to lose favour as some commentators

focus on the probable target range for MO. Serious suggestions

are: B
3-7 per cent Minford

4-8 per cent Greenwell's, Phillips and Drew,
Christopher Johnson

5-9 per cent Laing and Cruikshank

(The Banker notes a 6 per cent trend increase in MO velocity in
recent years, but spoils it by concluding that the 7-11 per cent
range set for the other aggregates would be uncomfortably tight).

Several people (eg GreénWéll*s, Henry Kaufman and Phillips and

Drew) have argued that with current MO growth well gbove last
year's rate and towards the top of any plausible range, target-
taipe MOl is not & soft option.

10. The brokers have not finished with this subject yet.
Substantial pieces are still coming in, and at least one
commentator (Peter Turner - James Capel) is known to be working
on a further major offering. Judging by informal contacts, one
question that we may hear more of over the coming weeks is: "If
you do not intend to move to MBC, why choose monetary base?"

The point has already begun to surface: the Economist noted that
operational balences are not included in any other monetary
aggregate, and Capel-Cure Myers suggest that MO is a surprising
choice 1f there is no intention to move the MBC. The point of
the CUBS article is, of course, to argue that targetting MO makes
no sense without a move to MBC. No-one yet appears to have
concluded that notes and coin would be a preferable option to MO:

6
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the focus has rather been on highlighting those objections to MO
that are common to notes and coin (and readily culled from the
BEQB article on cash).

FURTHER RESEARCH ON NARROW MONEY

11. We reported to you in the middle of October on our research
on narrow money*. Since then we have continued to examine the
demand for notes and coin and for MO and begun the preparation
of a Working Paper reporting this research. 4
12. This further work has been based on an agreed statistical
series for MO - which corrects some mistakes in the Bank's old
series that came to light as our research proceeded. We have had
further discussions with the Bank, who are still sceptical about
some aspects of our work. In addition we have consulted two
academics - Professor Hendry of Nuffield College and Dr Bean of
the LSE - who occasionally attend our academic panel. They have
made some helpful suggestions. Professor Hendry has published -

work on M1 and is currently undertaking similar research to our

own on the effects of financial innovation on the demand for money.

13. Our further work tends to confirm the assessments in the
earlier note, including the conclusion that, based on their
apparent demand and prediction properties, notes and coin would
seem to have a slight edge over NO.

4 There appears to be small but significant interest
sensitivity in the demand for both cash and MO. This issue
has particularly exercised some commentators since the
Mansion House speech. We have now investigated this effect
on a run of monthly data that goes back to the early 1960s.
This examination indicates that conclusions about interest

* "Research into Narrow Money and its Implication for the
Choice of Target Variable" submitted under my minute of
14 October 1983.
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sensitivity do to a certain extent depend on the period
used for estimation. While the size of the effect is
reasonably constant from the early 1960s, its statistical
significance varies. It has not been possible to find any

significant interest sensitivity when the equations are
fitted to data drawn solely from the early 1970s. There
does, however, appear to be some evidence of significant
interest sensitivity for notes and coin or MO in the 1960s,
and, more impressively, since the mid-1970s. The Bank's
economists agree with our findings insofar as they refer to
recent years; there is still some disagreement on the
nature and implications of the evidence in earlier periods.

ii. Our recent work confirms the importance in explaining
the rising trend in the velocity of notes and coin znd MO
of financial innovation in the means of payments as
indicated by a number of measures - such as the greater use
of cheques, credit cards and cash dispensers. We have not
yet decided which of these measures performs best in 1
explaining the growth of narrow money in purely statistical
terms. But whatever the final result of our research we
would not want to claim that the chosen measures are doing
more than proxy a process of innovation that has taken a

number of forms.

ity S The later work, like the earlier, yields better

results for notes and coin than for MO. Our greater ability
to account for fluctuations in notes and coin compared with
total MO reflects the erratic nature of the bankers:!
balances and, to a lesser extent, till money. JSeparate work
to explain movements in these confirms how difficult it is
to model them. '

iv. We have also looked further at the high short-term
volatility of MO. At least half the volatility in changes
in MO appears to be due to noise in bankers:' balances.

During the last two years this Proportion seems to have
increased, while the notes and coin series seems to have

8
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become more predictable. The proportion of the noise in
total cash (ie non-bank holdings of notes and coin plus
banks' till money) that is due to fluctuations in till
money is just under 30 per cent. So once bankers' balances
have been excluded from MO there does not appear to be a
further major reduction in volatility to be achieved by
excluding till money.

While we can take some comfort from the progress of this research,
it must be recognised that it cannot point to conclusive evidence.
Such research, no matter how successful it may appear to be at

the time, can only have a modest role in any justification of
targetting a very narrow monetary aggregate. Data revisions or
new econometric techniques can all too often upset previous
resiiins),

14. There will always be room for legitimate doubts about fhe

extent to which our work "explains" the past, and still more
about how far it can be used to forecast the future. It would
be unwise to let any public target range for very narrow money

e

-~ rest on our assumptions about future financial innovation and
itsweffect on the demend for cash. 1t seems best here e Shick
firmly to the practice of not Jjustifying target ranges by
econometrics. But it is important to have reputable published
research available so that we are not vulnerable to the charge
of adopting targets for monetary aggregates without having
studied their past behaviour. The coming working paper will be

designed to fulfil that need.
MO OR NOTES OR COIN?

15. The research we have carried out gives notes and coin an
edge over MO: the statistical series is less noisy, the demand
equations are better specified and have lower standard errors.
As against that, MO sounds more like a serious monetary
aggregate - it is an "M" - with a good pedigree in monetary
theory. Targetting notes and coin sounds primitive. However,
MO has some distinctly unattractive features:-

9
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itk e It consists as to 90 per cent of notes and coin in
circulation outside the banks and a further 8 per cent is
notes and coin held in bank tills. So it is not containing

much additional information'to notes and coin themselves.

ii. Its non-currency component - bankers' operational
balances at the Bank of England - though only small is
subject to what look to be sharply erratic movements, which
generate a high level of variability in the series. It
would be possible, however, to smoothe this by averagiqg
the daily figures for these balances over the banking mbnth.
Our experiments with such averaging suggests that it
produces a much more stable series (see chart). This, of
course, would mean adopting a different means of measuring
MO from that used in the past.

iii. This non-currency component is not part of any monetary
aggregate and is of economic significance only if the banks
are being controlled by operating on their monetary base.-

1. MO consists ‘entirely of the liabilities of the monetary

authorities. This indeed is its great virtue if one is s
operating a system of monetary base control. But it is not
easy to explain why we are choosing this aggregate to target

if it is intended not to introduce MNBC.

In short, as an indicator it is hard to see what additional
information MO contains that i1s not already contained in the
movement of notes and coin. As a target it does not fit cleanly
1o the i hiererohy of~M§?and it would have connotations about
particular techniques of credit control that could confuse
markets about our longer term intentions.

16. In operating a target for MO, or any other aggregate, a key
question would be how the markets might react if it moved outside
the set range. We would certainly like them to regard a target
for MO as no more binding than the targets we have operated for
£M3. In that case, they, and we, would tolerate movements

10
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outside the target range if other indicators suggested that
monetary conditions in general were consistent with our medium—
term objectives for inflation, etc. They might not, however,

see it quite that way. The counterparts to MO are much narrower
than the counterparts to brozd money. £M3 is a joint product of
activities by the public sector and activities by the banks. For
this reason, it is generally recognised that its movements are
partly outside our control. MO, by contrast, is entirely the
product of central Government and Bank of England operations. 1In
choosing to target it we would appear (as some commentators have

noted) to be going for something that is more directly within our
control. Its movements would be closely watched in the City and
deviations from the target path would probably generate interest
rate expectations more quickly than would deviations in £M3. In
wime’ iof course . the market would come to learn that we did not
take the target for MO any more seriously than we took = target
Tor EME o But i Ehe learning process could be =z fairly confused
period. Notes and coin by contrast would be much more readlly

seen by markets as something we were using as an indicator.

17. However, the choice of narrow aggregate is not simply

between MO and notes and coin. The accompanying chart shows the
movements in four narrow aggregates: M2, NIB M1, MO and notes
and coin. Certain characteristics of each of these stand out
clearly:-

The wide swings in NIBMI: it would be difficult to set a
target range that included this and any other narrow
aggregate.

The gmoother path of notes and coin, as compared with MO.
The closeness of the movements of M2 to those of notes angd
coantiand N

This last feature is encouraging. Unfortunately, we have only a
short’ parlod %0 go’ on, - but on ‘the record so far it would seem
possible to embrace MO M1 and M2 in one target range (possibly
with an interest rate rider for M2).

11
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BROAD MONEY

18. Most of this paper has been concerned with narrow money -
because that is where the present targets seem most in need of
reformulation. However, there is one point about broad money to
be stressed. The recent strong growth of building society
deposits and advances, and the increasing likenesses between
building societies and banks, would make it unwise to do anything
that might suggest we were taking less interest in the activities
of building societies.

19. This argues for making the definition of broad money very

broad (and also for giving greater emphasis in our funding
operations to debt sales outside both the banks and the building
societies). If we wished to target only one broad aggregate,
PSL2 might now be preferable to £M3. However, to cease target-
ting £M3 would look like a radical change. This argues for a
definition of broad money that includes both £M3 and PSL2.

THE OPTIONS FOR 1984

20. For the reasons given at the beginning of this paper, there
are strong grounds for wanting to change the form of the monetary

targets. We would presumably not want more than two target

ranges - one for broad money, the other, and lower, one for
narrow money -— and we would like them to have equal status. We

would also want to stress that in assessing monetary conditions
we took account of all the aggregates (whether explicitly target-
ted or not) and other indicators as well.

21. The options set out below are essentially about how the target
ranges are labelled - whether they are defined in terms of

specific aggregates, or simply as "broad" and "narrow" money. If
the former, it is Important that each range contains the same
number of aggregates - to convey egual status. There are

numerous permutations possible among the various aggregates. To
keep the options to a manageable number, we exclude here any
containing M1 (because that aggregate does not now fit easily into
either broad or narrow money) - this rejects, therefore, the

12
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combination that most commentators seem to think was suggested
at the Mansion House: the existing three targets plus MO. The

main remaining options seem to be:-

Two aggregates: Option 1: £M3 (or PSL2) and MO (or notes and

coin, NC). Clearcut; even-handed between
broad and narrow. But hard to justify ditch-
ing target for PSL2 (or £M3); and MO and NC,
both have some unattractive features for
targetting. :

Option 2: £M3 or (PSL2) and NIB M1 (or M2).
Replacing M1 by NIB M1, or M2, would get rid
of the most glaring deficiency of the present
targets. But NIB M1 is highly interest-
sensitive (which would complicate the setting

of a target range for it), and M2 is still
something of an unknown quantity (and not
seasonally adjusted). Again, with only one
broad and one narrow targetted aggregate the
difficulty of justifying the ditching of
PSL2 or £M3 would arise.

Four aggregates: Option 3: £M3, PSL2, NIB M1 and MO (or NC).
Keeps both broad aggregates. But the swings

in NIB M1 are so great that it is difficult
to find a range that would both embrace it
and snother narrow aggregate.

Option 4: £M3, PSL2, MO and NC. Though this
includes two broad and two narrow,doubtful

1f this would be seen as even-handed as

between broad and narrow money, given overlap
between MO and NC. This grouping would
presumably be considered only if we were using
the existing "snapshot" measure of MO. It would
give the opportunity to stress that we
recognized that while MO provided g good
measure of narrow money over longer periods

13
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it was subject to considerable volatility in
the short-term and for shorter periods we
would accordingly give more weight to the
movement in NC.

Option 5: £M3, PSL2, M2 and MO (or NC).
This grouping has attractions because it

includes a wide range of aggregates; but it
also has risks, given our limited knowledge
gl M2,

money: Option 6: "Broad money" and "narrow

money". Unlike the others, this option would
not set target ranges in terms of specified

aggregates but one for broad money (which
would be said to include £M3 and PSL2) znd
another for narrow money (which would be saig

to include M2, MO and notes and coin). This
is less clearcut than the other options, but
it avoids many of their disadvantages, and
leaves the way open for future evolution -

perhaps to a more prominent role for M2.

F CASSELL

14
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From: P E MIDDLETON
Date: 7 December 1983

CHANCELLOR Economic Secretary
Sir T Burns
Mr Cassell

OM W Mr Battishill
Mr Monck
Lankester
Fl&ﬁfﬁksaﬁ Mr Odling-Smee
Mr P Sedgwick

*;éXN4r 6 Mrs Lomax

Mr Riley

Mr Mowl
k/\O. Mr Johnston

Mr Ridley

G g%’ q&’i)ﬂaUlrc

MONETARY TARGETS

Mr Cassell's paper below is the one I promised you to enable
us to have an early discussion about the options. There
a comprehensive list of permutations in the final paragraph

of his minute.

24l In putting this forward, I have two comments - one

on substance, one on procedure.

3 My slight quarrel with the substance of Mr Cassell's
remarks arises on his para 16. I do not believe that. GE
the Government said that it was targeting Mo but asserted
that the authorities were going to run the monetary system
in the same way as in the past, there would be the period
of confusion to which Mr Cassell refers. Furthermore,
Lde ‘not think that tnOSSlb}llty that such a target might
be seen as a step along the road to MBC would necessarily
be a bad thing. Not only is our stated policy that we

are taking measures which would be consistent with an eventual
move to MBC if at some stage we wanted to do it, but we
might also find that the increased range of public sector

debt we could sell to control Mo would be a positive advantage.
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' 0 can, however, expand on this view in discussion.

4. So far as procedure is concerned, we need an early
internal discussion. The Treasury, I think, needs to produce
a joint paper with the Bank so that the arguments can be

set alongside each other and a formal decision taken as

to what we target. Meanwhile, you might find it useful

to have the internal discussion before your Select Committee
appearance, though you will not wish to commit yourself

to anything on that occasion. I expect that the Governor
will make some anti-Mo noises when he sees you on Friday,

but he is unlikely to want to get into the sort of issues

raised in Mr Cassell's minute.

By I would hope that we could have taken decisions in
principle before Christmas so that we can take a more positive
line in presentation, and have a good basis for preparing

the Chevening papers.

P E MIDDLETON
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MONETARY TARGETS: NOTE OF A DISCUSSION
IN THE CHANCELLOR'S OFFICE
AT 10.00 A.M. ON 14 DECEMBER 1983

Present:-

Chancellor Mr Cassell Mr Kerr

Mr Middleton — Mr Battishill Mrs Lomax
Sir T Burns Mr Monck Mr Riley

Mr Littler Mr Lankester Mr Sedgewick
Sir A Walters Mr Ridley

Papers:-
Mr Cassell's minute of 6 December

Mr Middleton's minute of 7 December

Mr Cassell introduced his paper, and expressed his own preference for the last option set out

in its paragraph 21. Among measures of narrow money, M1 had no defenders; NIBM1 was
too vulnerable to technical change; too little was known about M2; with MO the main
problems would be to explain the point of including bankers' balances, and to explain why the
authorities would not in practice react on occasion to movements in an aggregate thought to
be entirely within their control; while Notes and Coin would be seen as a primitive measure.
It might therefore be best to avoid specifying a target range for a particular narrow
aggregate, but instead to set cne for "narrow money", defining this as including M2, MO and

Notes and Coin.

s Mr Middleton, Sir T Burns, Sir A Walters, and Mr Ridley hcwever thought it necessary

to choose a specific narrow target aggregate, though it would of course be possible to refer
to the intention to watch others, as indeed we would do. The candidates seemed to be M2,
MO and Notes and Coin. M2 had however to be ruled out on the grounds of inadequate past

information. As between Notes and Coin and MO, Notes and Coin looked the smoother
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series, but taking monthly MO figures as the average of daily figures over the month should

remove the difficulty. Further work on this in-month smoothing of MO was in hand.

3. The Chancellor identified the major problem over MO as establishing the rationale for
the inclusion of till money and bankers' balances. The former was some 8 times as large as
the latter, and also created the greater conceptual difficulty. Bankers balances were
virtually a constant: their inclusion would cause little comment, and their exclusion from
the published MO series would seem very odd. A further analysis of the pattern of
movement of till money was however required before one could decide whether it would
make sense to include it in the chosen target aggregate. Subject to further studies on MO
smoothing, and on till money, he would be inclined to show in the MTFS a target range for
£M3 and MO, while referring to the intention also to watch PSL2 and M2 (though without
specifying target ranges for them). Sir T Burns suggested that the MTFS table might instead
show target ranges for "broad" and "narrow" money, with the definitions -along the lines

proposed by the Chancellor - being set out in the subsequent prose.

4. It was agreed:-

a. that further pPapers on MO smoothing - including a smoothed series going back to

1975 - and on the behaviour of till money should be submitted as soon as possible;

b.  that, subject to (a), a paper on the proposed changes in monetary targeting should

be prepared for forwarding to the Bank of England before Christmas;

(S that a meeting with the Governor and Bank officials, to consider the paper and

their reactions to it, should be arranged for early January (ie pre-Chevening); and

d. that Sir T Burns would submit a draft of the FSBR table and explanatory
paragraph along the lines he had suggested.

Distribution
Those present

Chief Secretary

Financial Secretary J O KERR
Minister of State
Economic Secretary

Mr Bailey
Mr Hall

Sir A Walters - No.10

14 December 1983
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H M Treasury

Parliament Street London SWIP 3AG

Switchboard 01-233 3000
Direct Dialling 01-233 DG

F. Cassell 15 December 1983
Deputy Secretary

E A J George Esqg
Bank of England
Threadneedle Street
LONDON EC2R B8AH

® 0

by, S J

MONETARY TARGETS

As promised at Peter Middleton's meeting on Tuesday, I attach a
draft paper on Monetary Targets, which focusses particularly on
narrow money.

This is not in the form that we would want to put to our
respective chiefs as background to their coming discussion. It
will need substantial reshaping, and possibly some of the
material could be consigned to annexes. I would not want to
commit all my colleagues here to its arguments. However, I think
it useful to get it to you at this stage so that you can see how
we are approaching these guestions.

The range of options at the end is deliberately wide. I dare
say we could slim it down when we look at it together, but it is
probably best to start with a fairly long menu.

I hope we can discuss this next week to agree how we should go

about producing a paper for the discussion between the

Chancellor and the Governor in the New Year - whether the

attached could be made into a joint paper that could provide an
\/ annotated agenda for the discussion.

i
S—t

e LS

F CASSELL

CONFIDENTTIAT,




CONFIDENTIAL

MONETARY TARGETS

This paper sets out some issues still to be resolved on the form

of monetary targets for next year's MTFS - in particular what
n

aggregates should we target. It is concerned entirely with the
form of the targets. The appropriate numbers for the target
ranges can be decided La%er.&,ggbakbr

J

2l The paper first records the points on which there is
agreement following the discussion of the Strategy

summer. It then surveys what other people have

monetary targets, and particularly about MO, after the

House speech and reports what we have learned from our further
research on narrow money since the papers circulated in mid-
October. It also looks in more detail at the differences between
MO and notes and coin, particularly in the context of operating a
target for narrow money. The final section - paragraphs 19-20 -
sets out what look to be the main options for the next MTFS.
These options might provide a framework for discussion.

WHERE WE STAND
There seems to be general agreement that:

g In assessing monetary conditions it is necessary to
look at both broad and narrow money (and other things).

il £M3(énd PSLE)are reasonably good measures of broad
money (or liquidity).

CONFIDENTIAL
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iii. M1 is not a good measure of narrow money, because of
its substantial element of "wholesale" interest-bearing

deposits.

iv. A better measure of narrow money would be provided by
a M2, NIB M1, MO or notes and coin.
oy
| dwuwwf- i These narrower aggregates, with the possible exception
of M2, should respond unambiguously to changes in interest

/” ~
i 2 QW;/‘ rates.
\a e dy JM_\ .

\ techno-

Some change in the form of the monetary targets is desirable.
In particular, we need to find a better measure of narrow money
than M1 and to present the targets in a more even-handed way, as
between broad and narrow money (at the moment we target two broad
aggregates and one narrow aggregate that has acquired some of the

characteristics of broad money) .

Bis These considerations underlay the Chancellor's speech at the
Mansion House, which was very much s "thinking aloud" approach
towards reform of targetting in the next MTFS. Much of the
‘\/\ monetary part of the speech was concerned with the Seareh foris
LRIV AR : R4
better measure of narrow money. After pointing to the deficien-

ciles | of M1 iy T ooked briefly at M2, ("I think and hope that it

.'/ s, :
f‘\j\ & ‘”be1iL come to play &mJimportant part in policy decisions. But its
A0y .

3! time has not yet come:3 and then turned to narrower measures:

"Meanwhile” there is some recent evidence that other measures
of narrow money - particularly measures of non-interest
bearing money such as the wide monetary base, MO, and its
predominant component, notes and coin with the public - have
not been subject to the same distortions as M1."

A little later in the Speech the Chancellor said that:
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"... it does appear that MO could have a more important
part to play as a key indicator in the growth of narrow

money.

Whichever indicators we choose to emphasize, it is unlikely
that it would be appropriate to maintain a single range for
both broad and narrow aggregates ..."

There was no commitment to targetting MO, but a clear indication
of looking in that direction. It is this aspect that has been

seized on by most of those commenting on the speech.
REACTION TO MANSION HOUSE SPEECH

Gils Reaction has been mixed, with the critics (mainly from
City) more vocal than the supporters.

i, The serious press devoted a fair amount of space to
explaining the thinking behind the Chancellor's remarks.
But the brokers' worries and the December 1982 BEQB article

are also widely reported.

ii. . Majority opinion in the City is critical, with particu-
larly hostile pieces from Simon and Coates, Capel-Cure Myers
(Roger Bootle) and Messel's (Congdon). Hoare Govett

(Paul Temperton, ex Bank suthor of the BEQB article on cash)
and Laing and Cruikshank are tersely dismissive. The excep-
tions are Phillips and Drew (Bill Martin, ex CPRS), with 3
generally sympathetic and perceptive note, and Greenwell's
who are welcoming but worried about controlling MO "under
present arrangements".

1ii. There has been little serious comment outside the City,

none of it very helpful. Minford has been salmost silent,
approving the "sensible upgrading" of MO in s single
sentence. Beenstock (in 'The Times') was enthusiastic, for
the wrong reasons, stressing that MO is "unique because it
1s directly under the authorities' control «++ COntrollable
down to the last penny ... The Chancellor has really stuck

3
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his neck out this time." The City University (Roy Batchelor),
long time MBC advocates, are actually critical, arguing that
MO is essentially a means of controlling broad money,and
unsuitable as a target in its own right. None of the out-
side forecasting groups (including the new LBS Financial
Outlook) have commented.

Parts of the general argument of the Speech have emerged

almost unscathed:

Tie Most commentators are prepared to accept the case for
targetting narrow money as a measure of transactions
balances.

ii. More contentious, but _still fairly widely accepied, is

the proposition that narrow money may be-parsieuierly

relevant to short term interest rate decisions. Notable

dissenters are Roger Bootle and Tim Congdon, who say

interest rate decisions should be based on an overall assess-
ment of "financial conditions", consistent with the
Government's objectives for inflation.

LAttt ha st e defenders.

iv. Beenstock aside, the message that no move to MBC is
being contemplated seems to have got across (though it has
not pleased supporters of monetary base at Greenwell's and
the City University).

Vs MO is widely seen as the main option, but there is
some recognition of altermatives. Several commentators
(eg the Economist, Greenwell's, Christopher Johnson) refer
to "retail" or NIB M1, with varying degrees of conviction.
Most (but not all) see notes and coin and MO as synonymous.

Criticism of MO is based on three oft-repeated points:

Lk Interest rates have little or no direct effect on it,
so it will be difficult to control (other than by

4
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"controlling the economy"). Some commentators challenge
the sign of the effect (apparently on statistical grounds;
no-one gives a convincing economic explanation of why there
should be a perverse effect). The BEQB article - very
occasionally supported by a chart - is the sole basis for
these assertions. Only Christopher Johnson refers to the
small (0.5 per cent) semi-elasticity in the current public
version of the Treasury model.

ii. MO has been, and will go on being, heavily affected by

structural changes in the use of cash. The velocity trend

is high and has risen unexpectedly since the late 70's. So
target setting will be difficult. Again, the main source
is the BEQB.

iii. The relationship with future inflation is not well

established (though there may well be a link with past'or

current rates of inflation). This appears mainly in the
most critical of the brokers, unsupported by statistical
evidence other than charts. Some commentators note that
the link looks closer since the mid 70's, but suggest that
thas g fTortuitous.

9. There are two widespread misconceptions:

144 that MO would be a fourth target, additional to the
existing target variables. This is taken for granted in
early articles (some of which complain of a proliferation
of targets). On 18 November, Sam Brittan reported that
"the present intention is to replace the existing three
targets by two: one for so-called "little MO" ... the other
will be some measure of broad liquidity“. This has been
picked up by Congdon, who complains of "uncertainty about
the Government's views on monetary policy":

11. that the chief appeal of MO is as a rationale for cuts

in interest rates. In the more superficial places, this is
tied simply to the relatively slow growth in MO in recent

CONFIDENTIAL
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years. More sophisticated commentators argue that technical
change will make it easy to underestimate future trends in
MO velocity, and hence set a "soft target"; or that the lack
of interest sensitivity will mean that MO is not an effec-
tive brake on interest rate cuts.

The second point, very fashionable immediztely after the Mansion
House Speech, is beginning to lose favour as some commentators
focus on the probable target range for MO. Serious suggestions
are:

3-7 per cent Minford

4-8 per cent Greenwell's, Phillips and Drew,
Christopher Johnson

5-9 per cent Laing and Cruikshank

(The Banker notes a 6 per cent trend increase in MO velocity in
recent years, but spoils it by concluding that the 7-11 per cent
range set for the other aggregates would be uncomfortably tight).

Several people (eg Greenwell's, Henry Kaufman and Phillips and
Drew) have argued that with current MO growth well zbove last

year's rate and towards the top of any plausible range, target-
ting MO is not a soft option.

10. The brokers have not finished with this subject yet.
Substantial pieces are still coming in, and at least one
commentator (Peter Turner - James Capel) is known to be working
on a further major offering. Judging by informal contacts, one
question that we may hear more of over the coming weeks is: "If
you do not intend to move to MBC, why choose monetary base?"

The point has already begun to surface: the Economist noted that
operational balances are not included in any other monetary -
aggregate, and Capel-Cure Myers suggest that MO is a surprising
choice 1f there is no intention to move the MBC. The point of
the CUBS article is, of course, to argue that targetting MO makes
no sense without a move to MBC. No-one yet appears to have
concluded that notes and coin would be a preferable option to MO:

6
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the focus has rather been on highlighting those objections to MO
that are common to notes and coin (and readily culled from the
BEQB article on cash).

FURTHER RESEARCH ON NARROW MONEY

11. Over recent months Treasury economists have undertaken
extensive research on narrow money, examining in particular the
demand for notes and coin and for MO. There have been several
discussions with the Bank, who are still sceptical about some
aspects of the work. In addition we have consulted two academics -
Professor Hendry of Nuffield College and Dr Bean of the LSE - who
occasionally attend our academic panel. They have made some

helpful suggestions.

12. The Treasury's latest work tends to confirm the assessments
in the note reporting the earlier work*, including the conclusion
that, based on their apparent demand properties, notes and coin
would seem to have a slight edge over MO.

BN There appears to be small but significant interest
sensitivity in the demand for both cash and MO. This issue
has particularly exercised some commentators since the
Mansion House speech. We have now investigated this effect
on a run of monthly data that goes back to the early 1960s.
This examination indicates that conclusions about interest

sensitivity do to a certain extent depend on the period used

for estimation. While the size of the effect is reasonably

constant from the early 1960s, its statistical significance

varies. It has not been possible to find any significant
interest sensitivity when the equations are fitted to data
drawn solely from the early 1970s. There does, however,
appear to be some evidence of significant interest sensi-
tivity for notes and coin or MO in the 1960s, and, more

* "Research into Narrow Money and its Implication for the
Choice of Target Variable", October 1983.

CONFIDENT IAL
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impressively, since the mid-1970s. The Bank's economists
agree with those findings insofar as they refer to recent
years; there is still some disagreement on the nature and

implications of the evidence in earlier periods.

ii. The recent work confirms the importance in explaining
the rising trend in the velocity of notes and coin and MO
of financial innovation in the means of paymendts as
indicated by a number of measures - such as the greater use
of cheques, credit cards and cash dispensers. It is not
easy to decide which of these measures performs best in
explaining the growth of narrow money in purely statistical
terms. But whatever the final result of the research we
would not want to claim that the chosen measures are doing
more than proxy a process of innovation that has taken a

number of forms.

iili. The later work, like the earlier, yields better results
for notes and coin than for MO. Our greater ability to
account for fluctuations in notes and coin compared with
total MO reflects the erratic nature of the bankers'
balances and, to a lesser extent, till money. Separate work
to explain movements in these confirms how difficult it is
to model them.

iv. We have also looked further at the high short-term

volatility of MO. At least half the volatility in changes

in MO appears to be due to noise in bankers' ‘balances.
During the last two years this proportion seems to have
increased, while the notes and coin series seems to have

become more predictable. The proportion of the noise in

total cash (ie non-bank holdings of notes and coin plus

banks' till money) that is due to fluctuations in till money
is just under 30 per cent. So once bankers' balances have
been excluded from MO there does not appear to be a further
ma jor reduction in volatility to be achieved by excluding
till money.

CONFIDENTIAT
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While we can take some comfort from the progress of this research,
it must be recognised that it cannot point to conclusive evidence.
Such research, no matter how successful it may appear to be at

the time, can only have a modest role in any justification of
targetting a very narrow monetary aggregate. Data revisions or
new econometric techniques can all too often upset previous
results .

13. There will always be room for legitimate doubts about the
extent to which such work "explains" the past, and still more
about how far it can be used to forecast the future. It would be
unwise to let any public target range for very narrow money rest
on particular assumptions about future financial innovation and
its effect on the demand for cash. It seems best here to stiek
firmly to the practice of not justifying target ranges by
econometrics. But 1t is important to have reputable published
research available so that we are not vulnerable to the charge

of adopting targets for monetary aggregates without having studied
thelir past bkehaviour.

MO OR NOTES OR COIN?

14. The research, as noted above, gives notes and coin an edge
over MO: the statistical series is less noisy, the demand

equations are better specified and have lower standard errors.

As against that, MO sounds more like a serious monetary aggregate -
it is an "M" - with a good pedigree in monetary theory.

Targetting notes and coin sounds primitive. However, MO has some
unattractive features:

S It consists as to 90 per cent of notes and coin in
circulation outside the banks and a further 8 per cemt is
nctes and coin held in bank tills. So it is not containing

much additional information to notes and coin themselves.

1il1. It does not fit cleanly into the structure of monetary
aggregates. Two of its components - till money and bankers
balances - are bank assets, whereas the other monetary
aggregates are built on non-bank holdings of notes and coin
and bank liabilities.
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iii. TIts non-currency component - bankers' operational
balances at the Bank of England - though only small is
subject to what look to be sharply erratic movements, which
generate a high level of variability in the series. It
would be possible, however, to smoothe this by averaging
the daily figures for these balances over the banking month.
Our experiments with such averaging suggests that 1t
produces a much more stable series (see chart).

iv. This non-currency component is not part of any monetary
aggregate and is of economic significance only if the banks
are being controlled by operating on their monetary base.

Wi MO consists entirely of the liabilities of the monetary
authorities. This indeed is its great virtue if one is
operating a system of monetary base control. But it is not
easy to explain why we are choosing this aggregate to target
if it is intended not to introduce MBC.

The problem of short-term volatility can probably be dealt with
by calculating MO as a daily average for the month. There is
indeed much to be said for that. This series would then differ
from notes and coin mainly because it included till money. If
changes in till money are related to changes in non-bank holdings
of notes and coin it may be helpful to look at the two together.
If so, MO (smoothed) would have some additional information over
notes and coin, even though it does not fit cleanly into the
hierarchy of Ms and, as a target, would have connotations about
particular techniques of credit control that could confuse

markets about our longer term intentions.

15. In operating a target for MO, or any other aggregate, a key
question would be how the markets might react if it moved outside

the set range. We would certainly like them to regard a target

for MO as no more binding than the targets we have operated for
£M3. In that case, they, and we, would tolerate movements out-
side the target range 1f other indicators suggested that monetary
conditions in general were consistent with our medium-term
objectives for inflation, etc. They might not, however, see it

quite that way. The counterparts to MO are much narrower than

10
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Ahe Eauﬁtenp@EE§~39~EZS§f_ff;EZ;.)£M3 is a joint product of
activities by the public séctor and activities by the banks. For
this reason, it is generally recognised that its movements are
partly outside our control. MO, by contrast, is entirely the
product of central Government and Bank of England operations. In
choosing to target it we would appear (as some commentators have
noted) to be going for something that is more directly within our
control. Its movements would be closely watched in the City and
deviations from the target path might generate interest rate
expectations more quickly than would deviations in £M3. In time,
of course, the market would come to learn that we did not take
the target for MO any more seriously than we took a target for
£M3. But the learming process could be a fairly confused period.

Notes and coin by contrast would be much more readily seen as

something we were using as an indicator.

16. However, the choise of narrow aggregatle is not simply
between MO and notes and coin. The accom ying chart shows the
movements in four narrow aggregates: M2, NIB M1, MO and notes
and coin. Certain characteristics of eg@h of these stand out

/

clearly:-

The wide swings in NIBMI: it woqld be diffieult to =e&'a
target range that included thiqfand any other narrow
aggregate. j
/ “‘
The smoother path of notes gﬁd coin, as compared with MO.
/
/

/
The closeness of the movemgnts of M2 to those of notes and
/

coin and MO. W f
/

/

This last feature is encoura%ing. Unfortunately, we have only a
short period to go on, but oﬁ the record so far it would seem
possible to embrace MO, M1 Id M2 in one target range (possibly
with an interest rate rider/ for M2).

BROAD MONEY

17. Most of this paper has been concerned with narrow money -
because that is where the present targets seem most in need of

11
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reformulation. However, there is one point about broad money to

be stressed. The recent strong growth of building society

deposits and advances, and the increasing likenesses between
building societies and banks, would make ¥t unwise to do anything
that might suggest we were taking less imterest in the activities

of building societies.

18. This argues for making the definition of broad money very
broad (and also for giving greater emphasis in our funding
operations to debt sales outside’ both the banks and the building
societies). If we wished to tdarget only one broad aggregate,
PSL2 might now be preferable /to £M3. But to cease targetting
£M3 would look like a radical change. However we express the
target for broad money it will be important to make clear that

we remain interested in the growth of building society deposits.

THE OPTIONS FOR 1984

19. TFor the reasons given at the beginning of this paper, there
are strong grounds for wanting to change the form of the monetary
targets. We would presumably not want more than two target

ranges - one for broad money, the other, and lower, one for
narrow money - and we would like them to have egual status. We

would also want to stress that in assessing monetary conditions
we took account of all the aggregates (whether explicitly target-
ted or not) and other indicators as well.

20. The options set out below are essentially about how the
target ranges are labelled - whether they are defined in terms of
specific aggregates, or simply as "broad" and "narrow" money. If
the former, it is important that each range contains the same
number of aggregates - to convey equal status. There are numerous
permutations possible among the various aggregates. To keep the
options to a manageable number, any containing M{1 have been
excluded (because that aggregate does not now fit easily into
either broad or narrow money) - this rejects, therefore, the
combination that most commentators seem to think was suggested

at the Mansion House: the existing three targets plus MO. The

main remaining options seem to be:

12
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Two aggregates: Option 1: £M3 f(ow=P&H2) and MO {fer—rotes—=nd
—<coin, NC), Clearcut; even-handed between

Four aggregates:

broad and narrow. But hard to justify
ditching target for PSL2 (or £M3); and MO

and NC, both have some umattractive features
for targetting. Essential to emphasise that
we would be monitoring other aggregates as well
as those specifically targetted.

Option 2: £M3 or (PSL2) and/NIB M1 (or M2).

Replacing M1 by NIB M1, #gr M2, would get rid
of the most glaring deficiency of the present
targets. But NIB My is highly interest-
sensitive (which #ould complicate the setting
of a target rande for it), and M2 is still
something of unknown quantity (and not
seasonally Ad justed). Again, essential to
emphasisg’ that we would be monitoring other
es as well,
o
Option 3: £M3, PSL2, NIB M1 and MO (or NC).
Keeps both broad aggregates. But complicated.

And the swings in NIB M1 are so great that it
is difficult to find a range that would both
embrace it and another narrow aggregate.

Option 4: £M3, PSLQ; MO and NC. Though this
includes two broad and two narrow, doubtful

if this would be seen as even-handed as
between broad and narrow money, given overlap
between MO and NC. This grouping would
presumably be considered only if we were
using the existing "snapshot" measure of MO.
It would give the opportunity to stress that
we recognized that while MO provided a good
measure of narrow money over longer periods
it was subject to considerable volatility in
the short-term and for shorter periods we
would accordingly give more welght to the
movement in NC.




YBreoad! and "narrow!
money : g

CONFIDENTIAL

Option 5: £M3, PSL2, M2 and MO (or NC).

This grouping has attractions because it
includes a wide range of aggregates. But it
is complicated and also has risks, given our
limited knowledge of MZ2.

— ——

Option 6: "Broad money" and '"narrow money".
Unlike the others, this option would not set
target ranges in terms of specified aggre-

gates but one for broad money (which would
be said to include £M3 and PSL2) and another

for narrow money (which would be said to

include M2, MO and notes and coin). This is
less clearcut than the other options. But
it avoids many of their disadvantages, and

leaves the way open for future evolution.

14
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FROM: F CASSELL
22 December 1983

MR MIDDLETON ee — 9ir T Burns
Mr Monck
Mr Lankester
Mrs Lomax o.r.
Mr O'Donnell

MONETARY TARGETS: MEETING WITH THE BANK

The main objectives at this afternoon's meeting with

 Eddie George are first to make him feel fully involved in the
discussions leading up to the meeting between the Governor and
the Chancellor on monetary targets and, secondly, if necessary,

| to get his agreement to the Bank doing more work on the

| production of a smoothed MO series.

2. On the first objective, the best approach might be to ask
Eddie how far he would see the draft that I sent him on

15 December providing the basis for a joint paper for the
Chancellor/Governor meeting. He has now sent over a letter
with some - fairly predictable - general comments of his own.

' The Bank's views could be incorporated in a joint paper without

\great difficulty, but at some cost in cumbersomeness.

S You will presumably want to ask him about the options at
the end of the paper. These can - and should - be narrowed
down for the next version, and include explicitly one for

MO (M2)/£M3 (PSL2). It might be helpful to explore how far
Eddie would be willing to go along with the presentation in the

draft MIFS passage prepared by Mrs Lomax; I attach a spare c¢opy
of this in case you would like to show it to him.

U On the question of figures, I think we have got a reasonable
amount of smoothing from the weekly series and that it would be
hard to justify the additional work that would be entailed for
the Bank in producing at this stage a daily averaged series.

CONFIDENTIAL W'\/
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We need to do two more pieces of work ourselves:-—

e To seasonally adjust the weekly figures for bankers'

balances.

ii. To produce daily averages of total notes and coin.

On i1i. we have enough raw data from the Bank. On i. we have
weekly averages back to November 1976; this is just about
adequate, but ideally we would like a longer back-run.

b . I suggest that you say to Eddie that we seem to have got
quite a way with weekly smoothing and would not at this stage
want to inflict on the Bank the labour of providing daily
averages. However, there does seem to be a seasonality in

the weekly figures for bankers' balances and it would be helpful
in estimating this if the Bank could provide weekly figures for
a few years before 1976.

i On the whole, I think the material in Mrs Lomax's note to
you yesterday, together with the bits of further work mentioned
above give us sufficient to report back to the Chancellor.
However, if we do want to press the Bank for further work it is
essential that we do so at this afternoon's meeting; it is
clear that they will not undertake it without Eddie's approval.

L )

F CASSELL
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DRAFT SECTION FOR MTFS

Money ranges

2.10 As announced in the Budget Speech, there will be two
farget ranges for monetary growth in 1984-85. The target
for broad money is to be set at the 6-10 per cent indicated
in last year's Financial Statement. The target for narrow
money will be / 4-8 per cent /. As usual these ranges apply
to the annual rate of growth over th; 14 months beginning

in February 1984. Illustrative ranges for the next few years

are shown in table 2.2. Precise targets for the later

years : will be decided nearer the time.

Table 2.2 Ranges for Monetary Growth

Percentage change during year
1984-85  1985-86  1986-87 1987-88  1988-89
Broad money . 6-10 e RN LN B 2 7 L3307 /[ 2-6/
Narrow money /4-8/ /3-1/ /[ 2-67 /[1-57 /[ 0-47

2.11 The main measure of broad money for target purposes
remains £M3.  The authorities will continue to take account

of other indicators of broad money, especially PSL2, in the
expectation that they will grow within the range set for £M3.
The target for narrow money spplies to Mo, and its principal
component notes and coin. In judging the rerformance of Mo

as an indicator of iransactions balances, particular etterticon

will also be paid to the behavieur of M2, which has recently

grown closely in line with Mo. ZILower interest restes =s




inflation falls could for a time-lead to a more rapid

the more interest sensitive mezsures of narrow money, such as

non-interest bearing component of Ij. The interpretation of

monetary conditions will continue to take account of the
available evidence, including the exchange rate. The ranges
shown in Table 2.2 have again been constructed on the assumption
that fhere is no major change in the exchange rate from year

To year.




From: P E MIDDLETON B
Date: 23 December 19%3

CHANCELLOR

MONEY

Over the last two days I have spoken to the Governor, held
a long meeting with the Bank - and had a private word with

Eddie George this afternoon.

2.4 Procedurally we have agreed that:

(i) You and the Governor to meet to discuss target
aggregates at the end of the second week in

January ie before Chevening.

The Treasury will get a paper to the Bank at
the end of the first week in January.

The Bank will comment on our paper in a separate
note for your meeting with the Governor, though
there will be many points in our note on which

~we know there will be no disagreement.

B This timing is determined by the absence of Eddie George
from the Bank in the first week of January. It will not

hold up the work which Terry Burns is doing on the MTFS

for Chevening; he will operate on the assumption that broad
money is indicated by £M3 and narrow money by Mo.

4. The Governor - and the Bank when we met their officials
yesterday - were totally hostile to any reference to the
monetary base. This is because they distrust it as an
indicator and fear that it will result in the Government
being drawn quickly towards MBC whatever is said or believed
at the outset.

8. But the Bank (i) accept there must be two targets




(broad and narrow) ;
(ii) accept that they should have equal

weight (an important concession).

6. If you leave on one side the batty Cassell suggestion,
that we should have targets for broad and narrow without
saying exactly what this means in terms of particular aggregates,

I think we have narrowed it down to two options:

(a) Broad £M3 and PSL2;

Narrow M2 and Notes and Coin with the public.

This is the Bank's preferred option:

(b) Broad £M3;
Narrow Mo
with a reference to PSL2 and M2 in the text to show that
we took account of Building Society influence on both wide

and narrow aggregates.

This is our preferred option.

Tis Given 4 this is not a vast difference. Eddie George
came to see me on a purely personal basis this afternoon

to say that he recognised that you could have your own

way so far as the Red Book was concerned. But he personally,
and the rest of the Bank, would not go along with a single
aggregate - especially Mo - for narrow money. And he thought
it was dangerous to have a single aggregate for broad money.
There would be bound to be a public sense of difference

if we went down the £M3 Mo route, and it might react on

the way policy was conducted which he thought was very

satisfactory at present.

8. I should add that he did not say any of this in a
threatening tone. And one has to recognise that if the
Bank do get into the frame of mind he describes it could

adversely affect the presentation and operation of policy.




9% He went on to say that he had thought further since
yesterday's discussion with us. He was genuinely more
concerned about having two aggregates reflecting broad

and two reflecting narrow money rather than precisely which
they were. He would settle and give wholehearted support

to a range for narrow money which included Mo if it could
also include M2. This could be explained by saying that

they normally moved together, but we were not totally certain
about the future behaviour of either for different reasons,

so it made sense to include each as a check on the other.

10. This narrows the gap still further. Wholehearted

Bank support in this area is worth having, especially as
they seem so paranoid about our alternative, so I think

we should pause to consider :the George offer. If we go
along with it the text submitted by Sir T Burns (Mrs Lomax's

minute of 20 December) would need only minor changes.

11. We think we have enough information for the time being

to take the work on Mo far enough to deal with the volatility

point. And of course the more we come together on the

policy, the more the Bank will work with us to get the

practical issues concerning Mo settled.

P E MIDDLETON
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FROM: J O KERR
DATE: 29 December 1983

MR MIDDLETON

MONEY

The Chancellor was grateful for your report of 23 December, following your discussions with

Mr George. He has minuted:-

"I continue to prefer the two-target-aggregate presentation to the four-target-
aggregate presentation, for a number of reasons; but the latest George offer is the first

time the Bank have come forward with anything worth serious consideration.”

He envisages an early meeting with you and Sir T Burns, after the holiday. We shall be
setting one up for around 9 January. (I assume that the paper we send to the Bank will be
putting forward the Chancellor's - and your - preferred option ie. the second in your
paragraph 6, and that if there were to be any further move in the George direction, it would
be signalled at the proposed meeting with the Governor, rather than on paper and in advance

of that meeting.)

| e The Chancellor has also noted that the question of the appropriate new target period,
| to be announced in the F SBR, needs to be discussed; and that options other than the standard
"14 months from February" period need to be considered. I of course mentioned his interest

| in a minute before Christmas to Mrs Lomax; but he has now stressed that the question needs

| to be addressed irrespective of whether the Central Unit study now under way results in a

' recommendation to move to a calendar year PSBR.

s

][:6‘1 J O KERR




From: P E MIDDLETON
Date: 3 January 1984

MR CASSELL CC Sitv ‘T BUHENS
Mr Tdttler

MONETARY TARGETS

I attach a few drafting comments on the paper. We ought
to show it to the Chancellor again before we show it to

the Bank which in practice means by Thursday night.

2. I am pretty sure .that “the Chancellor will want %o

see a more positive steer in favour of his preferred option,

AE there! is to be a compromise it will come later in the
discussion ‘with the | Governor. But we must leave room in
the paper for a compromise in the paper - hence my suggested
list: of eptiens. I particularly want the £M3/PSL2 - Mo/M2

option to be there.

P E MIDDLETON
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In assessing monetary conditions it is necessary

to look at both broad and narrow money.

Whatever numbers are targetted, it will also be
‘necessary to take into account other - monetary
~indicators, -including the exchange rate in assessing

monetary conditions.

-We cannot continue with the® present arrangement
in which there is one target range embracing both
broad and narrow money. Last year was exceptional.
Their different characteriétics indicate different

target ranges for broad and narrow money.

M1l is an uhsatisfactory'meésure of narrow money
because of its substantial element of whole sale,

4interest bearing® deposits:

£M3 (and -PSL2) continue to be reasonable measures .

of broad money.

All monetary aggregates are subject to technological

or- institutional change.

Some changes in the form of monetary targets are
necessary. The opportunity is therefore available

-to re-think the presentation of policy. There [

is no suggestion that the present process of arriving

at interest rate decisions - or of market operations

to support them - should be altered. These considerations
underlay the Chancellor's speech at the Mansion

House in October.

o
TR

There are th¥ree issues for decision:

(a) Should we move to two target ranges, one

for broad and one for narrow money. If so,

which aggregates are suitable for target purposes;




should each target range refer to one monetary

aggregate or to more than one;

what should be said about non-targetted

indicators of monetary conditions.

The Target for Broad Money

At present broad money for MTFS purposes is referred
to as £M3 (and PSL2) - 1983-84 FSBR para 211.

It is agreed that £M3 should remain a target aggregate
for broad money. PSL2 does not, in practice receive
much attention, nor does it add much to the explanatory
power of £M3. It is therefore for consideration
whether it should cease to be referred to for

target purposes and, instead, included among the

other measures of liquidity which are taken into
account in assessing monetary conditions. The

main problem in removing it - even in its present

bracketed form - is that it might be taken to

mean that we éré'taKing less interest in the activities

of building societies. This is not a message
we should wish to convey given the present very.

strong growth of building society deposits.




ﬂ '/ The Target for Narrow Money

Ml needs to be replaced for target purposes for two reasons.
First, it has a substantial and growing interest bearing
componént, which means that like much of £M3 it can be

held as an income earning asset. Second, it contains a
large proportion of wholesa%e money -and so cannot be said

to be a very good indicator of the transactions function

of money. ‘The choice of narrow aggregate is not easy.

In principle there are two candidates:

(i) M2 which has been specially designed to measure
retail transactions, but which nonetheless contains

a considerable interest béaring element.

Various non—intérest béaiing measures which
might:  provide ‘a good guide to transactions which
avoiding the complication of having a complex
interest bearing demand. These are NIBM1l, Mo

Or notes and coin.

¢. In—praetice M2{isfg;;f:feeﬁ%eaée£—bee&ase it has not

been in existence long enough - certainly not for use on

dtSHown. WAL the Mansion House the Chancellor said of M2:

"I think and hope that it will come to play
an important part in policy decisions. But

its time has not yet come".

So the Chancellor went on to say

"Meanwhile, there is some recent evidence that
other measures of narrow money - particularly
measures of non-interest bearing money such

as the wide monetary base, Mo, and its predominant
component, notes and coin with the public -

have not been subject to the same distortions

B SR




litt\e later in the Speech the Chancellor said that:

.

.. it does appear that Mo could have a more
important part to play as a key indicator in

the growth of narrow money.

Whichever indicators we choose to emphasize,
it is unlikely that it would be appropriate
to maintain a single range for both broad and

narrow aggregates ...
There was no commitment to targetting Mo, but a clear indication
of looking in that direction. It is this aspect that has

been seized on by most of those commenting on the Speech.

Reaction to the Speech

4. PC.

Recent Research

4. BE.

G. Of the three aggregates, NIBM, seems to be too volatile
and has no advantages over the smoother series for Mo and
notes and coin. A choice between Mo and notes and coin
revises complex issues because Mo is one of the aggregates

on which a monetary base control regime could be based.
& . The Government's position on monetary base control is:

(a) It has no present intention of moving to monetary
base control. This was made clear again in

the Mansion House Speech and is the agreed position.

We are still in the business of taking 'steps
which are desirable in their own right' and
which 'would be considered with a gradual evolution

towards a monetary base system and will help




MO by WS\ (T~

Y

14. Mo in its weekly average version and notes and coin
give much the same signals. 1In choosing between them the

relevant considerations seem to be:

& B R EIN adjusted for recent research
+ the answer on the role of
-+l
read money.

15. So far‘as the markets are concerned, there might be

a period 6f. adjustment as they accustom themselves to two
aggregates with equal weight. But this should not prove

difficult provided they do not believé policy is being

relaxed. Policy will in fact be condgCted in the same

way as in the past; we have simply giVen a sharper expression

to what we are doing.

16. There is a problem in targeting Mo which arises because

some will think that, whatever we say, we shall have moved

to monetary base control. There might also be pressure

to move more quickly in the direction of monetary base

control. Theée probleﬁs arise so long as Mo is given a

place in the constellation of monetary indicators which

we monitor. So long as we continue to take a range of

monetary indicators into account - and indeed have two

Eargers i — it is difficult to see that any serious misunderstanding

of our intentions could arise.
1574s  Conclude s with i 8leptianss
(a) Two aggregates
(i) £M3 and Mo
(1di) £M3 and notes and coin
Feouriaggregadtes
() £M3 + PSL2 and Mo and M2

(ii) £M3 + PSL2 and notes + coin + M2

Wide + narrow.




us to judge how far such a system would contribute

towards our medium term objectives'

Sir G Howe 24 November 1980.
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FROM: F CASSELL
5 January 1984

1. SIR P MIDDLETON Ce— it U UBYENS

Mr Littler
i CHANCELLOR Mr Battishill

Mr Monck
Mr Lankester
Mrs Lomax

|

MONETARY TARGETS

I attach a draft of the Treasury paper for your meeting with the
Governor next week. The Bank are planning to put in a short
paper of their own, saying where they disagree with ours.

The paper follows the general lines of the one discussed at your
meeting with Treasury officials on 14 December but reflects the
discussion at that meeting, and subsequently. The range of
options has been narrowed to three, and the section on outsiders’
views updated. The sections on research and on the comparison of
MO and notes and coin have been revised to take in the results of
later work — on the effects of smoothing bankers' balances and

the gignificance. of $1ill meoney. WMrs LomagxX is preparing =

separate submission reporting the results of this work more fully.

We have agreed that we will let the Bank have our paper by the end
of this week, so that they can prepare theirs, and let us see it,
in good time for the meeting. You have agreed also that a copy

of the paper should go to No 10.

F CASSELL
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MONETARY TARGETS

This paper sets out some issues still to be resolved on the form
of monetary targets for the next MTFS - in particular what
aggregates should we target. It is concermed entirely with the
form of the targets. The appropriate numbers for the target
ranges can be decided later.

2 The paper first records the points on which there is

general agreement following the discussion of the Strategy

papers last summer and identifies four main issues for decision.
It then surveys what other people have said about monetary
targets, and particularly about MO, after the Mansion House
speech and reports what we have learned from our further research
on narrow money since the papers circulated in mid-October. It
also looks in more detail at the differences between MO and notes
and coin, particularly in the context of operating a target for
narrow money. The final section - paragraphs 24-25 - sets out
what look to be the main options for the next MTFS.

WHERE WE STAND

3 There seems to be general agreement that:

g In assessing monetary conditions it is necessary to

look at both broad and narrow money.

ii. Whatever numbers are targetted, it will also be
necessary to take into account other monetary indicators,
including the exchange rate,in assessing monetary
conditions.

iii. We cannot continue with the present arrangement in
which there is one target range embracing both broad and
narrow money. Last year was exceptional. Their different
characteristics indicate different target ranges for broad

and narrow money.

CONFIDENTIAL
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iv. M1 is an unsatisfactory measure of narrow money because
of its substantial element of wholesale, interest-bearing

deposits.

Ve £M3 (and PSL2) continue to be reasonable measures of

broad money.

vi. All monetary aggregates are subject to technological

or institutional change.

4. Some changes in the form of monetary targets are necessary.
The opportunity is therefore available to re-think the presenta-
tion of policy. There is no suggestion that the present process
of arriving at interest rate decisions - or of market operations
to support them - should be altered. These considerations under-
lay the Chancellor's speech at the Mansion House in October.

B There are four issues for decision:

a. Should we move to two target ranges, one for broad and

one for narrow money. If so,
1o Which aggregates are suitable for target purposes;

Cs Should each target range refer to one monetary

aggregate or to more than one;

d. What should be said about non-targetted indicators of

monetary conditions.

The Target for Broad Money

Gie At present broad money for MTFS purposes is referred to as
"£M3 (and PSL2)" - 1983-84 FSBR paragraph 2.11. It is agreed
that £M3 should remain a target aggregate for broad money.

PSL2 does not, in practice receive much public attention, nor so
far has it added much to the explanatory power of M. TaE
therefore for consideration whether it should cease to be

referred to for target purposes and, instead, included among the

2
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other measures of liquidity which are taken into account in
assessing monetary conditions. The main problem in removing 1t -
even in its present bracketed form - is that it might be taken to
mean that we are taking less interest in the activities of
building societies. This is not a message we should wish to
convey given the present very strong .growth of building society
deposits.

The Target for Narrow Money

i M1 needs to be replaced for target purposes for two reasons.
First, it has a substantial and growing interest-bearing
component, which means that like much of £M3 it can be held as an
income earning asset. Second, it contains a large proportion of
wholesale money and so cannot be said to be a very good indicator
of the transactions function of money. The choice of narrow

aggregate is not easy. In principle there are two candidates:

s M2,which has been specially designed to measure retail
transactions, but which nonetheless contains g considerable
interest-bearing element.

ii. Various non-interest-bearing measures which might
provide a good guide to transactions while avoiding the
complication of having a complex interest-bearing element.
These are NIBM1, MO or notes and coin.

B The difficulty with M2 is that it has not been in existence

long enough - certainly not for use on its own. At the Mansion
House the Chancellor said of M2:

"I think and hope that it will come to play an important
part in policy decisions. But its time has not yet come.™

50 the Chancellor went on to say:

CONFIDENTIAL
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"Meanwhile, there is some recent evidence that other

measures of narrow money - particularly measures of non-
interest bearing money such as the wide monetary base, MO,

and its predominant component, notes and coin with the

public - have not been subject to the same distortions as M1."

A little later in his speech the Chancellor said that:

"... it does appear that MO could have a more important
part to play as a key indicator in the growth of narrow

money.

Whichever indicators we choose to emphasize, it is unlikely
that it would be appropriate to maintain a single range for

both broad and narrow aggregates ..."

There was no commitment to targetting MO, but a clear indication
of looking in that direction. It is this aspect that has been

seized on by most of those commenting on the speech.
REACTION TO MANSION HOUSE SPEECH

10. Reaction has been mixed, with the critics (mainly from the

City) more vocal than the supporters.

il The serious press devoted a fair amount of space to
explaining the thinking behind the Chancellor's remarks.

But the brokers' worries and the December 1982 BEQB article
are also widely reported. More recently, the Treasury EPR
article on Narrow Money has attracted some further coverage
and comment (the latter mainly in the FT, including a

fairly even handed article from Sam Brittan - aside from the
usual plug for money GDP).

ii. Majority opinion in the City is critical, with particu-

larly hostile pieces from Simon and Coates, Capel-Cure Myers
(Roger Bootle) and Messel's (Congdon). Hoare Govett

(Paul Temperton, ex Bank author of the BEQB article on cash)
and Laing and Cruickshank are tersely dismissive, while

Grievson-Grant, on the basis of the present Chancellor's -
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sceptical remarks about narrow money in his 1981 Zurich

speech, suggest that perhaps he "will not take MO as
seriously as one might think at first sight". The excep-
tions are Phillips and Drew (Bill Martin, ex CPRS), with a
generally sympathetic and perceptive note, and Greenwell's
who were welcoming but worried about controlling MO "under
present arrangements" (Greenwell's December Bulletin,
however, strikes a less grudging note, prompted by the EPR

article ).

iii. There has been little serious comment outside the
City, none of it very helpful. Minford has been almost
silent, approving the "sensible upgrading™ of MO in a
single sentence. Beenstock (in 'The Times') was
enthusiastic, for the wrong reasons, stressing that MO is
"unique because it is directly under the authorities’
control ... controllable down to the last penny ... The
Chancellor has really stuck his neck out this time." The
City University (Roy Batchelor), long time MBC advocates,
are actually critical, arguing that MO is essentially a
means of controlling broad money, and unsuitable as a
target in its own right. None of the outside forecasting
groups (including the new LBS Financial Outlook) have
commented.

11. Parts of the general argument of the Speech have emerged
almost unscathed:

1. Most commentators are prepared to accept the case for
targetting narrow money as a measure of transactions
balances.

1i. M1 has no defenders.

iii. Beenstock aside, the message that no move to MBC is
being contemplated seems to have got across (though it has
not pleased supporters of monetary base at Greenwell's and
the City University).

5
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iv. MO is widely seen as the main option, but there is some
recognition of alternatives. Several commentators (eg the
Economist, Greenwell's, Christopher Johnson) refer to
"retail" or NIB M1, with varying degrees of conviction.

M2 comes in for favourable mention, but the view that it 1is
too new to act as a target aggregate is not seriously
questioned. Most (but not all) see notes and coin and MO

as synonymous .

12. The proposition that some measure of narrow money may be
particularly relevant to short-term interest rate decisions is

more contentious. Notable dissenters from this view are

Roger Bootle and Tim Congdon, who say interest rate decisions
should be based on an overall assessment of "financial conditions",
consistent with the Govermment's objectives for inflation.
Criticism of MO itself is based on three oft-repeated points:

3l Interest rates have little or no direct effect on il 3
so 1t will be difficult to control (other than by "control-
ling the economy"). Some commentators challenge the sign

of the effect (apparently on statistical grounds; no-one
gives a convincing economic explanation of why there should
be a perverse effect). The BEQB article - very occasionally
supported by a chart - is the sole basis for these
assertions. Only Christopher Johnson refers to the small
(0.5 per cent) semi-elasticity in the current public version
of the Treasury model. Greenwell's are the most explicit in
drawing the conclusion that the lack of interest-sensitivity
means that there is no reason to associate MO in any

special way with short-term interest rates.

ii. MO has been, and will go on being, heavily affected by

structural changes in the use of cash. The velocity trend

is high and has risen unexpectedly since the late 70s. So
target setting will be difficult. Again, the main source
is the BEQB. OSome commentators add, presumably also on the
basis of the Bank's work on the demand for cash, thét at

best MO provodes a very limited snapshot of current monetary
conditions, being chiefly related to personal,secfor

behaviour.
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. iii. The relationship with future inflation and growth is
not well established (though there may well be a link with

past or current rates of inflation). This appears mainly

in the most critical of the brokers, unsupported by
statistical evidence other than charts. Some commentators
note that the link looks closer since the mid 70s, but
suggest that this is fortuitous.

There are two widespread misconceptions:

L That MO would be a fourth target, additional to the
existing target variables. This is taken for granted in
early articles (some of which complain of a proliferation
of targets). On 18 November, Sam Brittan reported that
"the present intention is to replace the existing three
targets by two: one for so-called "little MO"™ ....the other
will be some measure of broad liquidity"™. This has been
picked up by Congdon, who complains of "uncertainty about
the Government's views on monetary policy":

ii. That the chief appeal of MO is as a rationale for cuts
in interest rates. In the more superficial places, this s
tied simply to the relatively slow growth in MO in recent
years. More sophisticated commentarors argue that techni-
cal change will make it easy to underestimate future trends
in MO velocity, and hence set a "soff target™; or Ghat the
lack of interest sensitivity will mean that MO is not an
effective brake on interest rate cuts.

The second point, very fashionable immediately after the Mansion
House speech, is beginning to lose favour as some commentators
focus on the probable target range for MO. Serious suggestions

are:

3-7 per cent Minford

4-8 per cent Greenwell's, Phillips & Drew,
Christopher Johnson

5-9 per cent Laing and Cruickshank

8
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(The Banker notes a 6 per cent trend increase in MO velocity in
recent years, but spoils it by concluding that the 7-11 per

cent range set for the other aggregates would be uncomfortably
tight). Sam Brittan says the likely range for 1984-85 is 3-7 per
cent or 4-8 per cent.

Several people (eg Greenwell's, Henry Kaufman and Phillips and

Drew) have argued that with current MO growth well above last

year's rate and towards the top of any plausible range,
targetting MO is not a soft option.

14. The brokers have not finished with this subject yet.

Judging by informal contacts, one question that we may hear more
of over the coming weeks is: "If you do not intend to move %o
MBC, why choose the monetary base?" The point has already begun
to0 surface: the Economist noted that operational balances are

not included in any other monetary aggregate, and Capel-Cure
Myers suggest that MO is a surprising choice if there is no
intention to move the MBC. The Lex Column on 19 December
commented that "by linking notes and coin with bankers' deposits
and till money, MO raises the specture of monetary base control".
The point of the CUBS article is, of course, to argue that
targetting MO makes no sense without a move to MBC. No-one yet
appears to have concluded that notes and coin would be a
preferable option to MO: the focus has rather been on highlight-
ing those objections to MO that are common to notes and coin (and
readily culled from the BEQB article on cash).

FURTHER RESEARCH ON NARROW MONEY

15. Over recent months Treasury economists have undertaken
extensive research on narrow money, including the demand for
notes and coin and for MO. There have been several discussions
with the Bank, who are still sceptical about some aspects of the
work. In addition we have consulted two academics -

Professor Hendry of Nuffield College and Dr Bean of the LSE -
who occasionally attend our academic panel. They have made some
helpful suggestions which we have now largely taken on board.

8
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16. The Treasury's latest work tends to confirm the assessments
in the note reporting the earlier work*, including the conclu-
sion that, based on their apparent demand properties, notes and
coin would seem to have a slight edge over MO and both have a
fairly clear advantage over NIB M1 (the demand for which seems
to be rather poorly determined and probably distorted by the

growth of interest-bearing sight deposits in recent years).

i There appears to be small but significant interest

sensitivity in the demand for both cash and MO. This issue
has particularly exercised some commentators since the
Mansion House speech. We have now investigated this effect
on a run of monthly data that goes back to the early 1960s.
. This examination indicates that conclusions about interest
sensitivity do to a certain extent depend on the period
used for estimation. A significant, though fairly small,
interest rate effect is only well established in data since
the mid-1970s. (The Banks economists agree with this
finding.) The role of interest rates in earlier periods -

on which we are still working - is more uncertain.

il. The recent work confirms the importance of financial
innovation in explaining the rising trend in the velocity
of notes and coin and MO. The rising proportion of the
population holding bank and building society accounts seems
to have been particularly important. (The Bank's work
suggests this too.)

iii. The later work, like the earlier, yields better results
for notes and coin than for MO. Our greater ability to
account for fluctuations in notes and coin compared with
total MO reflects the erratic nature of the bankers'
balances and, to a lesser extent, till money. Separate work
to explain movements in these confirms how difficult it is
to model them.

* "Research into Narrow Money and its Implication for the Choice
of Target Variable", October 1983

9
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iv. We have also looked further at the high short-term
volatility of MO. About half the volatility in changes in
MO appears to be due to noise in bankers' balances. The
proportion of the noise in total cash (ie non-bank holdings
of notes and coin plus banks' till money) that is due to
fluctuations in till money is small. So once bankers'
balances have been excluded from MO there does not appear
to be a further significant reduction in volatility to be

achieved by excluding till money.

While we can take some comfort from the progress of this
research, 1t must be recognised that it cannot point to conclu-
sive evidence. Such research, no matter how successful it may
appear to be at the time, can only have a modest role in any
justification of targetting a very narrow monetary aggregate.
Data revisions or new econometric techniques can all too often

upset previous resulits.

17. There will always be room for legitimate doubts about the
extent to which such work "explains"™ the past, and still more
about how far it can be used to forecast the future. It would
be unwise to let any public target range for very narrow money
rest on particular assumptions about future financial innovation
and its effect on the demand for cash. It seems best here to
stick firmly to the practice of not justifying target ranges by
econometrics. But it is important to have reputable published
research available so that we are not vulnerable to the charge
of adopting targets for monetary aggregates without having
studied their past behaviour.

MO eor Notes and Coin

18. The chart on the next page shows the movements since 1976 in

the three narrow aggregates that consist entirely of non-interest-
bearing money (and also, for its brief life, of M2). As will be
seen NIB M1 is subject to very wide swings (probably reflecting
its high interest sensitivity), and seems to have no advantage
over the smoother series for MO and notes and coin.

10
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19. A choice between MO and notes and coin revises complex
issues because MO is one of the aggregates on which a monetary

base control regime could be based.
20. The Government's position on monetary base control is:

a. It has no present intention of moving to monetary base
control. This was made clear again in the Mansion House
speech and is the agreed position.

b. We are still in the business of taking 'steps which
are desirable in their own right' and which ' would be
consistent with a gradual evolution towards a monetary

base system and will help us to judge how far such a system
would contribute towards our medium-term objectives'

(Sir G Howe, 24 November 1980).

21. The research, as noted above, gives notes and coin an edge
over MO: the statistical series is less noisy, the demand
equations are better specified and have lower standard errors.

As against that, MO sounds more like g serious monetary

aggregate - it is an "M" - with a good pedigree in monetary
theory. Targetting notes and coin sounds primitive. However, MO
has some unattractive features:

i It consists as to 90 per cent of notes and coin in
circulation outside the banks and a further 8 per eenh IS
notes and coin held in bank tills. It is difficult to argue
that either till money or bankers' balances contribute much -
if any - additional information about monetary conditions.

ii. It does not fit cleanly into the structure of monetary
aggregates. Two of its components - till money and bankers®
balances - are bank assets, whereas the other monetary
aggregates are built on non-bank holdings of notes and coin
and bank ligbilities.

iii. This non-currency component — bankers® operationagl
balances at the Bank of England - though only small is

subject to what look to be sharply erratic movements, which
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generate a high level of variability in the series. It
would be possible, however, to smooth this by averaging
the weekly or even daily figures for these balances over
the banking month. Our experiments with weekly averaging
suggest that it produces a much more stable series (see
chiart ).

iv. This non-currency component would only be of economic
significance if the banks are being controlled by operating

on their monetary base.

e MO consists entirely of the liabilities of the monetary
authorities. This indeed is its great virtue if one is
operating a system of monetary base control. But it is not
easy to explain why we are choosing this aggregate to target
if it is intended not to introduce MBC.

The problem of short-term volatility can probably be dealt with
by calculating MO as a weekly or daily average for the month.
There is indeed much to be said for that. This series would

then differ from notes and coin mainly because it included till
money. On statistical grounds, there is little to choose

between total notes and coin and currency in circulation with

the public. The two series move closely together and are
virtually indistinguishable in terms of volatility and predict-
ability; if little is gained from including till money, little

is lost either. The fact that the series for total notes and
coin is, in principle, better measured, suggests some presumption
in favour of looking at the total.(While the monetary authorities
know how much currency they have coined in total, the split
between the public's holdings and till money has to be estimated
from banking sector returns. Within month information about this
split is only available from the smaller sample of banks that

report weekly.)

22. So far as the markets are concerned, there might be a period
of adjustment as they accustom themselves to narrow and-broad
aggregates with equal weight. But this should not prove diffi-
cult provided they do not believe policy is being relaxed.

12
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Policy will in fact be conducted in the same way as in the past;
we have simply given a sharper expression to what we are doing.

23. There is a problem in targetting MO which arises because

some will think that, whatever we say, we shall have moved to
monetary base control. There might also be pressure to move more
quickly in the direction of monetary base control. These problems
arise so long as MO is given a place in the constellation of
monetary indicators which we monitor. So long as we continue to
take a range of monetary indicators into account - and indeed

have two targets - it is difficult to see that any serious

misunderstanding of our intentions could arise.
THE OPTIONS FOR 1984
24. TFor the reasons given at the beginning of this paper, there

are strong grounds for wanting to change the form of the monetary
targets. We would presumably not want more than two target

ranges - one for broad money, the other, and lower, one for
narrow money - and we would like them to have equal status. We

would also want to stress that in assessing monetary conditions

we took account of all the aggregates (whether explicitly target-

ted or not) and other indicators as well.

25. The three options set out below are essentially about how
the target ranges are labelled - whether they are defined in
terms of specific aggregates, or simply as "broad" and "narrow"
money. If the former, it is important that each range contains
the same number of aggregates - to convey equal status.

OPTION 1: Two Aggregates
£M3 and MO
Bis £M3 and notes and coin (NC)

Comments:- Clearcut; even-handed between broad and
narrow. But hard to justify ditching target for
PSL2; and MO and NC, both have some unattractive

features for targetting. Essential to emphasise

13
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that we would be monitoring other aggregates as
well as those specifically targetted.

OPTION 2: Four Aggregates

£M3 + PSL2 and MO + M2
B £M3 + PSL2 and NC + M2
Comments :- This grouping has attractions because
it includes a wide range of aggregates. But it
is complicated and also has risks, given our

limited knowledge of M2.

OPTION 3: "Broad money" and "narrow money".

Unlike the others, this option would not set
target ranges in terms of specified aggregates

but one for broad money (which would be said to
include £M3 and PSL2) and another for narrow money
(which would be said to include M2, MO and notes
and coin). Less clearcut than the other options.
But avoids many of their disadvantages, and

leaves the way open for future evolution.

HM Treasury
5 dJanuary. 1964

14

CONFIDENTTIAL




CONFIDENTIAL

FROM: MISS M O'MARA
DATE: 6 JANUARY 1984

CASSELL sir P Middletond™

Sir: PLBWENS
Mr Littler

Mr Battishill
Mr Monck

Mr Lankester
Mrs Lomax

MONETARY TARGETS

As I told you on the telephone, the Chancellor has read
the paper attached to your minute of 5 January and has commented
that altheugh it is drafted with admirable clarity, he is not
very happy with its flavour. He is particularly concerned about
the concluding section and would like Option 3 to be re-written
completely. At present, he believes it resembles far -too closely

Option 6 in your paper of 6 December which he has pointed out

was unequivocally rejected’at:the méeting he held on 14 December.

He would like the present Option 3 to be replaced by a compromise

between Option 1 and 2, ie:

(i) - MO (M2)

Ciggl L EM3 M(PSL2 ).
He has commented that the FSBR could still follow the suggestion
put forward by Sir T Burns. He has also asked that the paper
should state more clearly the dangers of holding to the status gquo.

The Chancellor had the following detailed drafting comments:-—

Paragraph iloi (1) DeleteSBnisaalye Sub-paragraphs

(ii) and (iii) should ng longexr be numbered.

Paragraph 10 (ii) line 3: RAmend to ".... Messels

(Tim Congdon). Hoare Govett (Paul Temperton, ex-

Bank author of the December 1982 BEQB article ...".

Paragraph 10 (ii) line 7: Amend to "...allegedly
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sceptical remarks

Paragfqph 10 (ii) final sentencé: Amend to "...

(Greenwells' December Bulletinj‘however, strikes
~a less grudging note, prompted'by the recent

Treaéury EPR article on narrow money)."

Paragraph 10 (111) Tine T= Amend:to "There has been

little serious academic comment."” and delete

"outside the City, none of it’&éry helpful."

Paragraph 12 (ii) line 3: Amend.to ".... and has

rilsen sharpily 'sinee “.2":

Paragraph 13 (i) line 1: Amend to "That MO would

necessarily be a fourth EargeE: 2. T

Paragraph 13 (i) line 4: Amend to "... of targets).

However, on718 November, Samuel Brittan ....".

Paragraph 13 (i) final sentence: Delete.

Paragraph 16 line 4: Amend to "... have a very

slight cdgel «e !

Paragraph.l6 {(iii) l1ine 1: 2amend to “IL . wields

slightlyibetEer resudiEs il ous

Paragraph 16 (iv) :Theterm "noise" should be placed

in inverted commas.:

Paragraph 21 line l: Amend t6 "“... notes and coin &

slight edge...".

Paragraph 21 (iii): The Chancellor has commented

that.daily averaging would presumably produce a still
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smoother series.

Paragraph 23 line 3: Amend to ".... might also be

"

some pressure ... .

Paragraph 25 line 2: Delete " - whether they are

defined in terms of specific aggregates, or simply

as "broad" and "narrow" money. If the former,".

Paragraph 25 Option 1, Comments, line 3: Amend to

T

" . and both MO and NC have some unattractive...”.

Subject to these amendments, the Chancellor is content that the

paper should be sent to the Bank, given the time constraints.

We shall send the revised version to No 10 on Monday. -

porM
MISS M O'MARA
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FROM : ?F CASSEL#)
6 January 1984

PRINCIPAL PRIVATE SECRETARY cc — Economic Secretary
Sir P Middleton
Sirv P Burns
Mr Littler
Mr Battishill
Mr Monck
Mr Lankester
Mrs Lomax
Mr Sedgwick
Mr Ridley

MONETARY TAﬁgpéé

I attach the Treasury paper for the Chancellor's meeting with
the Governor next week.

This version, which has now gone to the Bank, takes in the
changes requested by the Chancellor on the earlier draft.

I attach also a second copy, for you to send to No 10.

F CASSELL
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MONETARY TARGETS

This paper sets out some issues still to be resolved on the form
of monetary targets for the next MTFS - in particular what
aggregates should we target. It is concerned entirely with the
form of the targets. The appropriate numbers for the target ;

ranges can be decided later.

2. The paper first records the points on which there is

general agreement following the discussion of the Strategy

papefé last summer and identifies four main issdes fOr decision.
It then surveys what other people have said about monetary
targets, and particularly about MO, after the Mansion House
speech and reports what we have learned from our further research
on narrow money since the papers circulated in mid-October. It
also looks in more detail at the differences between MO and notes
and coin, particularly in the context of operating a target for
narrowmoney.  The Tingl section - paragraphs 26-27 — sets out

what look to be the main options for the next MTFS.

WHERE WE STAND
Bl There seems to be general agreement that:

ik ¢ In assessing monetary conditions 1t 1s necessary to

look at both broad and narrow money.

ii. Whatever numbers are targetted, it will also be
necessary to take into account other monetary indicators,
including the exchange rate,in assessing monetary

conditions.

iii. We cannot continue with the present arrangement in
which there is one target range embracing both broad and
narrow money. Last year was exceptional. Their different

characteristics indicate different target ranges for broad

and narrow money.

CONFIDENTIAL
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iv.e M1 is an unsatisfactory measure of narrow money becau
of its substantial element of wholesale, interest-bearing

deposits.

V. £M3 (and PSL2) continue to be reasonable measures of

broad money.

vi. All monetary aggregates are subject to technological

or institutional change.

4. Some changes in the form of monetary targets are necessary.
The opportﬁnity is therefore available to re-think the presenta-
tion of poliey. Where 1s no suggestion that the present proca‘.
of arriving at interest rabte decisions — or of market operations
to support them - should be altered. These considerations under-

lay the Chancellor's speech at the Mansion House in October.
5. There are four issues for decision:

a. Should we move to two target ranges, one for broad

onel for nagrrow money,: ¢ LE S0,
1 Which aggregates are suitable for target purposes;

i Should each target range refer to one monetary

aggregate or to more than one;

By What should be said about non-targetted indicators

monetary conditions.

The Target for Broad Money

6. At present broad money for MTFS purposes is referred to as
neM3 (and PSL2)" - 1983-84 FSBR paragraph 2.11. It 1s agreed
that £M3 should remain a target aggregate for broad money.

PSL2 does not, in practice receive much public attention, nor so
far has it added much to the explanatory power of £M3. It 1s
therefore for consideration whether it should cease to be .

referred to for target purposes and, instead, included among the

2
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other measures of liguidity which are taken into account in
gssessing monetary conditions. The main problem in removing it -
even in its present bracketed form - is that it might be taken to
mean that we are taking less interest in the activities of
building societies. This 1s not a message we should wish to
convey given the present very strong growth of building society

deposits.

The Target for Narrow Money

(= M1 needs to be replaced for target purposes for two reasons.
asiE 41 g lazisy 2 substantial and growing interest-bearing
component, which means that like much of £M3 it can be held as an
income earning asset. Second, 1t contains a large proportion of
wholesale money and so cannot be said to be a very good indicator
of the transactions function of money. The choice of narrow

aggregate is not easy. In principle there are two candidates:

il M2, which has been specially designed to measure retail
transactions, but which nonetheless contains a considerable

interest-bearing element.

ii. Various non-interest-bearing measures which might
provide a good guide to transactions while avoiding the
complication of having a complex interest-bearing element.

These are NIBM1, MO or notes and GOl

O The difficulty with M2 is that it has not been in existence
long enough - certainly not for use on its own. At the Mansion

House the Chancellor said of M2:

"I think and hope that it will come to play an important
part in policy decisions. But its time has not yet come."

So the Chancellor went on to say:

3
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"Meanwhile, there is some recent evidence that othe?
measures of narrow money - particularly measures of non-
interest bearing money such as the wide monetary base, MO,
and its predominant component, notes and coin with the
public - have not been subject to the same distortions

M1."

A little later in his speech the Chancellor said that:

",.. It does appear that MO could have a more important

part to play as a key indicator in the growth of narrow

money.

Whichever indicators we choose to emphasize, it is unlikely
that it would be appropriate to maintain a single range for

both broad and narrow aggregates ..."

There was no commitment to targetting MO, but a clear indication
of looking in that direction. It is this aspect that has been

seized on by most of those commenting on the speech.

REACTION TO MANSION HOUSE SPEECH

10. Reaction has been mixed, with the critics (mainly from the

City) more vocal than the supporters. .

11. Majority opinion in the City is critical, with particularly
hostile pieces from Simon and Coates, Capel-Cure Myers (Roger
Bootle) and Messel's (Tim Congdon). Hoare Govett (Paul
Temperton, ex Bank author of the December 1982 BEQBE= mvicllicon
cash) and Laing and Cruickshank are tersely dismissive, while
Grievson-Grant, on the basis of the present Chancellor's
allegedly sceptical remarks about narrow money in his 1981
Zurich speech, suggest that perhaps he i o valke iliOmas
seriously as one might think at first gight". The exceptions
are Phillips and Drew (Bill Martin, ex CPRS), with a

generally sympathetic and perceptive note, and Greenwell's

who were welcoming but worried about controlling MO "under .
present arrangements” (Greenwell's December Bulletin, however,
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strikes a less grudging note, prompted by the recent Treasury

EPR article on narrow money).

12. There has been little serious academic comment. Minford
has been almost silent, approving the "sensible upgrading" of
MO in a single sentence. Beenstock (in 'The Times') was
enthusiastic, for the wrong reasbns, stressing that MO is
"unique because it is directly under the authorities'

control ... controllable down to the last penny ... The
Chancellor has really stuck his neck out this time." The City
University (Roy Batchelor), long time MBC advocates, are
actually critical, arguing that MO is essentially a means of
controlling broad money, and unsuitable as a target in its own
right. None of the outside forecasting groups (including the

new LBS Financial Outlook) have commented.

13. Parts of the general argument of the speech have emerged

almost unscathed:

1. Most commentators are prepared to accept the case for
targetting narrow money as a measure of transactions

balances.
ii. M1 has no defenders.

iii. Beenstock aside, the message that no move to MBC is
being contemplated seems to have got across (though it
has not pleased supporters of monetary base at Greenwell's

and the City University).

iv. MO is widely seen as the main option, but there is
some recognition of altermatives. Several commentators
(eg the Economist, Greenwell's, Christopher Jchnson)

refer to "retail" or NIB M1, with varying degrees of

CONFIDENT IAL
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conviction. M2 comes in for favourable mention, buf'%he
view that it is too new to act as a target aggregate is
not seriously questioned. Most (but not all) see notes

and coin and MO as synonymous.

14. The proposition that some measure of narrow money may be
particularly relevant to short-term interest rate decisions
is more contentious. Notable digsendiers from this view are
Roger Bootle and Tim Congdon, who say interest rate decisions
should be based on an overall assessment of "financial
conditions", consistent with the Government's objectives for
inflation. Criticism of MO itself is based on three oft-

repeated points: .

TE Interest rates have little or no direct effect on it,
so it will be difficult to control (other than by
"controlling the economy"). Some commentators challenge

the sionyuef dthe, effeet (apparently on statistical grounds;
no-one gives a convincing economic explanation of why
there should be a perverse effect). The BEQB article -
very occasionally supported by a chart — is the sole basis
for these assertions. Only Christopher Johnson refers to
the small (0.5 per cent) semi-elasticity in the current
public version of the Treasury model. Greenwell's are the

most explicit in drawing the conclusion that the lack of

interest-sensitivity means that there is no reason to "

associate MO in any special way with short-term interest

rates.

ii, MO has been, and will go on being, heavily affected

by structural changes in the use of cash. The velocity

trend is high and has risen sharply since the late 70s.
So target setting will be difficult. Again, the main
source is the BEQB. Some commentators add, presumably
also on the basis of the Bank's work on the demand for
cash, that at best MO provides a very limited snapshot of
current monetary conditions, being chiefly related to

personal sector behaviour.

6
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iii. The relationship with future inflation and growth

not well established (though there may well be a link with
past or current rates of inflation). This appears mainly
in the most critical of the brokers, unsupported by
Sstatistical evidence other than charts. Some commentators

note that the link looks closer since the mid-70s, but

suggest that this is fortuitous.

-

There are two widespread misconceptions:

i That MO would necessarily be a fourth target,
additional to the existing target variables. This is

for granted in early articles (some of which complain o
proliferation of targets). However, on 18 November,
samuel Brittan reported that "the present intention is %o

replace the existing three targets by two: one for so-

callsd Yidighle MO® J.s the other will be some measure of

broad liquidity".

ii. That the chief appeal of MO is as a rationale for cuts
in interest rates. In the more superficial places, this 1s
tled simply to the relatively slow growth in MO in recent

years. lore sophisticated commentators argue that techni-
cal change will make it easy to underestimate future trends
in MO velocity, and hence set a "soft target"; or that the
lack of interest sensitivity will mean that MO is not an

effective brake on interest rate Clatsa

The second point, very fashionable immediately after the Mansion
House speech, is beginning to lose favour as some commentators
focus on the probable target range for MO. Serious suggestions

are:

3-7 per cent Minford

4-8 per cent Greenwell's, Phillips & Drew,
Christopher Johnson

5-9 per cent Laing and Cruickshank
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b
(The Banker notes a 6 per cent trend increase in MO velot®ty i

recent years, but spoils it by concluding that the 7-11 per
cent range set for the other aggregates would be uncomfortably
tight). Sam Brittan says the likely range for 1984-85 is 3-7 per

cent or 4-8 per cent.

Several people (eg Greenwell's, Henry Kaufman and Phillips and
Drew) have argued that with current MO growth well above last
year's rate and towards the top of any plausible range,
targetting MO is not a soft option.

16. The brokers have not finished with this subject et
Judging by informal contacts, one question that we may hear moxggs
of over the coming weeks is: "If you do not intend to move to
MBC, why choose the monetary base?" The point has already begun
to surface: the Economist noted that operational balances are
not included in any other monetary aggregate, and Capel-Cure

m

Myers suggest that MO is a surprising choice if there is no
intention to move to MBC. The Lex Column on 19 December
commented that "by linking notes and coin with bankers' deposits
and till money, MO raises the spectre of monetary base control".
The peing af shs CUBS ;articte is., of icourse, to,argue thal
targetting MO makes no sense without a move to MBC. No-one yet
appears to have concluded that notes and coin would be a
preferable option to MO: the focus has rather been on highlight-
ing those objections to MO that are common to notes and coin (&‘i

readily culled from the BEQB article on cash).
FURTHER RESEARCH ON NARROW MONEY

17. Over recent months Treasury economists have undertaken
extensive research on narrow money, including the demand for
notes and coin and for MO. There have been several discussions
with the Bank, who are still sceptical about some aspects of the
work. In addition we have consulted two academics -

Professor Hendry of Nuffield College and Dr Bean of the LSE -
who occasionally attend our academic panel. They have made some

helpful suggestions which we have now largely taken on board. '

8
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18. The Treasury's latest work tends to confirm the assessments
in the note reporting the earlier work*, including the conclu-
sion that, based on their apparent demand properties, notes and
coin would seem to have 'a very slight edge over MO and both have
a fairly clear advantage over NIB M1 (the demznd for which seems
to be rather poorly determined and probably distorted by the

growth of interest-bearing sight deposits in recent years) .

i There appears to be small but significant interest
sensitivity in the demand for both cash and MO. This issue
has particularly exercised some commentators since the
Mansion House speech. We have now investigated

on a run of monthly data that goes back to" the ea

This examination indicates that conclusions about interest
sensitivity do to a certain extent depend on the period
used for estimation. A significant, though fairly small,
interest rate effect is only well established in data since
the mid-1970s. (The Bank's economists agree with this
findines)  The, rpole ot interest rates in earlier periods -

on which we are still working - is more uncertain.

ii. The recent work confirms the importance of financial
innovation in explaining the rising trend in the velocity
of notes and coin and MO. The rising proportion of the
population holding bank and building society accounts seems
to have been particularly important. (The Bank's work

suggests this too.)

144 .0 The Tater work, like thHe esriien, yields slightly
better results for notes and coin than for MO. Our greater
ability to account for fluctuations in notes and coin
compared with total MO reflects the erratic nature of the
bankers' balances and, to a lesser extent, till money.
Separate work to explain movements in these confirms how
difficult it is to model them.

x "Research into Narrow Money and its Implication for the Choice
of Target Variable", October 1983.

9
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iv. We have also looked further at the high short-t€rm
volatility of MO. About half the volatility in changes in

MO appears to be due to hoise' in bankers' balances. The
proportion of the hoise' in total cash (ie non-bank holdings
of notes and coin plus banks' till money) that is due to

fluctuvations in till money is small. So once bankers'
balances have been excluded from MO there does not appear
to be a further significant reduction in volatility to be

achieved by excluding till money.

While we can take some comfort from the progress of this
research, i1t must be recognised that it cammot point to conclu-—
sive evidence. Such research, no matter how successful it mayi
appear to be at the time, can only have a modest role in any
Justification of targetting a very narrow monetary aggregate.
Data revisions or new econometric techniques can all too often

upset previous results.

19. There will always be room for legitimate doubts about the
extent to which such work "explains" the past, and still more
about how far it can be used to forecast the future. It would
be unwise to let any public target range for very narrow money
rest on particular assumptions about future financial innovation
and its effect on the demand for cash. It seems best here to
stick firmly to the practice of not justifying target ranges by
econometrics. But it is important to have reputable published @
research available so that we are not vulnerable to the charge
of adopting targets for monetary aggregates without having

studied their past behaviour.

MO or Notes and Coin

20. The chart on the next page shows the movements since 1976 in
the three narrow aggregates that consist entirely of non-interest-
bearing money (and also, for its brief life, of M2). As will be
seen NIB M1 is subject to very wide swings - (probably reflecting
its high interest sensitivity), and seems to have no advantage

over the smoother series for MO and notes and coin. @

10
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‘,«"a'Z’l . A choice between MO and notes and coin revises complex
issues because MO is one of the aggregates on which a monetary

base control regime could be based.

22. The Government's position on monetary base control is:

8. It has no present intention of moving to monetary base
control. . This was made clear again in the Mansion House

speech and is the agreed position.

1) We are still in the business of taking 'steps which
are desirable in their own right' and which 'would be
consistent with a gradual evolution towards a monetary

base system and will help us to judge how far such a system
would contribute towards our medium-term objectives'

(Sir @ Howe, 24 November 1980).

23. The research, as noted above, gives notes and coin a slight
edge over MO: the statistical series is less noisy, the demand
equations are better specified and have lower standard errors.

As against that, MO sounds more like a serious monetary

aggregate — it is an "M" - with a good pedigree in monetary theory.
Targetting notes and coin sounds primitive. However, MO has some

unattractive features:

Al It consists as to 90 per cent of notes and coin in
circulation outside the banks and a further 8 per cent is
"notes and coin held in bank tills. It is difficult to argue
that either till money or bankers' balances contribute much -

if any - additional information about monetary conditions.

ii. It does not fit cleanly into the structure of monetary
aggregates. Two of its components - till money and bankers'
balances - are bank assets, whereas the other monetary
aggregates are built on non-bank holdings of notes and coin
and bank liabilities.

iii. This non-—currency component — bankers' operational
balances at the Bank of England - though only small is
subject to what look to be sharply erratic movements, which

11
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generate a high level of variability in the series. It
would be possible, however, to smooth this by averaging
the weekly or even daily figures for these balances over
the banking month. Our experiments with weekly averaging
suggest that it produces a much more stable series (see
eheEthi,

iv. This non-currency component would only be of economic
significance if the banks are being controlled by operating

on their monetary base.

V. MO consists entirely of the liabilities of the monetary
authorities. This indeed is its great virtue if one is
operating a system of monetary base control. But it is not
easy to explain why we are choosing this aggregate to target

if it is intended not to introduce MBC.

The problem of short—term Volatility‘can probably be dealt with

by calculating MO as a weekly or daily average for the month.
There is indeed much to be said for that. This series would

then differ from notes and coin mainly because it included till
money . On statistical grounds, ;there s dibtle o choose

between total notes and coin and currency in circulation with

the public. The two series move closely together and are
virtually indistinguishable in terms of volatility and predict-
gbility; if 1little iz gained from ineluding 411l monay, Jitite

is lest leither.s  The Fact thati thelseries for Gotal nekesh sud
coin el in ‘principlicgibettier measured, SUgges LS Some  presunas on
in favour of looking at the total.(While the monetary authorities
know how much currency they have coined in total, the split
between the public's holdings and till money has to be estimated
from banking sector returns. Within month information about this
split is only available from the smaller sample of banks that
report weekly.)

24. So far as the markets are concerned, there might be a period
of adjustment as they accustom themselves to narrow and‘broad
aggregates with equal weight. But this should not prove diffi-
cult provided they do not believe policy is being relaxed.

18
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Policy will in fact be conducted in the same way as in the past;

we have simply given a sharper expression to what we are doing.

25. There is a problem in targetting MO which arises because
some will think that, whatever we say, we shall have moved to
monetary base control. There might also be some pressure to move
more quickly in the direction of monetary base control, ' These
problems arise so long as MO is given a place in the constella~
tion of monetary indicators which we monitor. So long as we
continue to take a range of monetary indicators into account -
and indeed have two targets — it is difficult to see that any

serious misunderstanding of our intentions could arise.
THE OPTIONS FOR 1984

26. For the reasons given at the beginning of this paper, there
are strong grounds for wanting to change the form of the monetary
targets. In particular we need to find a better measure of
narrow money than M1 and to sharpen the presentation of our

policy. We would presumably not want more than two target

ranges - one for broad money, the other, and lower, one for

narrow money - and we would like them to have equal gtatus. We

would also want to stress that in assessing monetary conditions
we took account of all the aggregates (whether explicitly
targetted or not) and other indicators as well.

27. The three options set out below are essentially about how
the target ranges are labelled. It is important that each range
contains the same number of aggregates — to convey equal status.
OPTION 1: Two Aggregates
a. £M3 and MO

b. £M3 and notes and coin (NC)

Comments :— Clearcut; even-handed between broad
and narrow. But hard to justify ditching target'.
for PSL2; and both MO and NC have some unattractive

13

CONFIDENTIAL




ORTTON 2%

OPTION ' 32

HM Treasury
6 January 1984
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features for targetting. Essential to emphasise
that we would be monitoring other aggregates as

well as those specifically targetted.

Four Aggregates
£M3 + PSL2 and MO + M2
hs £M3 + PSL2 and NC + M2
Comments :— This grouping has attractions because
it includes a wide range of aggregates. But it

is complicated and also has risks, given our
limited knowledge of M2.

A Compromise between Options 1 and 2
This would give primacy to one aggregate within
each target range but would specifically mention

another aggregate as well:-

broad money: £M3 (PSL2) as now

narrow money: Mo (M2).

14
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. POLICY BACKGROUND

THE FIRST FOUR YEARS

1. The Medium Term Financial Strategy has now been i

four years. It was introduced in 1980 at a time of hi

increasing inflation, following large increases in world
other commodity prices and the breakdown of the previous
tration's incomes policy. It set out targets for

and an illﬁ;trative path for the PSBR, with the aim
inflation down progressively. ZEssentially the
successful, though the outturn has differed in a numbe

from expectations at the time.

Economic Performance*

2. Recent behaviour of money GDP, output, and inflation is set
out in the table below:

9 sV Se T , E
% growth average 1979-80 1980-81 1981-82 1982-8% 1983-84

Money GDP 16.8 19.9 12-7 ST
Output f ) 2.6 =459 =01

Inflation
- GDP deflator

- RPI

E = latest estimate

After growing by nearly 20% in 1979-80, money GDP decelerated to
9-10% by 1981-82 and has since remained broadly stable. The
deceleration was rather sharper than assumed in the 1980 MTFS,
which did not envisage nominal GDP growth under 10% until 1982&83,'

and then only for one year.

3, Inflation has also come down more sharply than anticipated i@’?
1980, and has consistently been lower than forecast. The precise
figures depend on the measure of prices used; but using the GDPj
deflator, inflation fell from nearly 19% in 1980-81 to 10% in the

next year and an estimated 5% this year. o

* Detailed comparison of present estimates of output and inflation
with figures in successive versions of the MIFS is given in an
Annex.

>
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“. The pattern of output has been broadly as anticipated in 1980,

with falls in the first two years followed by increases in the
next two. But the amplitude of the swings has been slightly
greater than anticipated. The 4% fall in 1980-81 was greater than
forecast, though from a higher level in 1979-80, aﬁd the recovery
elightly faster, particularly in 1982-83%. - In the first year of

the MI'FS, both output and inflation turned out lower than expected;
but in subséquent yeafs lower money GDP growth has gone with a more

favourable split between output and prices.

have been marked fluctuations in income shares over the

Years. The share of non-oil company profits, which
started 1980 just below 10% - well below the levels ruling in the
1960s and early 1970s - fell sharply to reach about 61% in the
first half of 1981. Since then, however, there has been a recovery,
back to the level of early 1980. Meanwhile the share of wages and
salaries has fallen by 3 points since 1980 to around 56%. This
pattern was not anticipated in 1980: a fall in the wage share was
foreseen; but the extent of the fall in profits, reflecting in
part the unexpectedly high interest rates and real exchange rate,

and the subsequent recovery was not.

6. The incidence of policy, with particularly strong pressures

on the company sector in the first two years, led to a sharp shake-
out of labour. Productivity in manufacturing - though not elsewhere -
in the economy - has risen much more than expected; and this has
evidently proved an easier way for manufacturing firms to relieve

the pressure on them than cutting real wages. As a result employ-
ment has fallen, and unemployment risen, much more sharply than
envisaged when the strategy was set out in 1980, even though the
level of output is much as was envisaged.

- The overall stance of policy

7. The four year programme in the 1980 MI'FS showed declining
growth in &M3 and an accompanying profile for the PSBR which was
intended, given the other economic assumptions being made at the
time, to give an acceptable path for real interest rates. In the
event, both monetary growth and the PSBR have declined substan-
tially since 1980 although the precise targets have been revised
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in subsequent versions of the MTFS and the scope of th
target has been widened to include PSL2 and M1 as we

Monetary Growth

e 197579 & a5 108%_84F
7 CHBNEes” ~ ierage 1979-80 1980-81 1981-82 1982-83 1983-8

Money GDP 16.8 13.7 9.2
MO 12.8 8.3 5.3
M1 5. % 1 10,8 14.9
£M3 12.1 21.2 11.5
PSL2 12.3 15.3 11.4

. TR ¥ ;
" S e S 1 B o i o]

-d

E = latest estimate

* Apart from money GDP, the growth rates quoted are % changes
through the financial year (ie mid-April to mid-April).

8. In spite of unexpectedly rapid deceleration of prices and money
GDP, the growth of broad money has exceeded our forecasts throughout
the period. &M% growth was well above the target ranges in 1980-81
and 1981-82, thoﬁgh subsequently it has been just within the higher
ranges set in the 1982 MTFS. Throughout the period, broad money
growth has exceeded the growth of money GDP, in contrast to the
experience of the 1970's on which monetary ranges in the 1980 MTFS

were largely based.

9. There have been a number of reasons for this. Financial
deregulation, and particularly the ending of the corset in 1980,

has led to greater intermediation by the banking system and an
increase in the provision of credit to the private sector. The
private sector increased its net saving substantially in 1980-81

to compensate for the effects of increased inflation on the real f,"
value of its wealth, and kept much of the increase in liguid form,‘
High real interest rates since then may have encouraged a higher
wealth/income ratio. Rapid broad money growth relative to money
GDP has coexisted with tight financial conditions and better than

expected Progress on inflation. $e o
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10. Narrow money has behaved rather differently. The growth of
MO has been consistently some way below the growth of money GDP,
as suggested by previous trends, and fell progressively from
1979-80 to 1981-82 under the influence of financial innovation

and high nominal interest rates. Since then, nominal interest
~rates have come down and the growth of MO has picked up somewhat,
though remaining below money GDP growth. The path of M2 has been
similar. The behaviour of M1 has been significantly more bumpy,
reflecting its greater interest sensitivity. But taken together,
the narrow aggregates have given a better indication of the tight-

ness of policy than the broad aggregates.
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11. The real money supply fell sharply in 1979-80 on all
definitions as the inflation rate increased. For narrow mohey
the fall continued almost unabated for another two years before
turning up in the last two Years. Real broad money has risen
continuously since 1980-81.

Real Monetary Growth

% changes 1973-79 ' =
average 1979-80 1980-81 1981-82 1982-83 1983-84

MO Dl a6 o

3. - 6.3 = P 1.5
M1 0.8 - 5.2 0.

0.

2.

3

> - 5.0 1025 6.1
8 2.4 s 58
9 1.3 7.1 e

£M3 _21003 — 8.4 1
~*D.1 - 8.4 '

E = Estimate




12. In terms of the PSBR, attempts to tighten fiscal policy in
ine first two Years of the last parliament were not successful. The
USBR in 1980-81 turned out significantly higher than the figure
'in the 1980 MIFS, due to a considerable extent to the effects of
¢ But 1981-82 marked a step change by comparison with
the previous two years. The PSBR as a share of GDP was reduced
from 52% in 1979-81 to under 33% in the next three years. This
contrasts dith a progressive tightening of fiscal policy which
the government was aiming for, and reflects an unexpectedly low
PSER in 1981-82 2nd an unexpectedly high figure in prospect for

this year.

13.  Some commentators have argued that fiscal policy has become
less tight in the last two years, and there is probably some truth
in this. The proponents of this view point to an increasing con-
tribution of asset sales, among other things, arguing that these

are rather different from other constituents of the PSBR. The table
below gives figures for the PSBER adjusted for asset sales, and for
the public sector financial deficit (PSFD)

The Stance of Fiscal Policy

(S§a§§1§}°§DP) Average 1979-81 1981-82 1982-83  1983-84E

PSBR 8.7 9.1 10.0
e &0 1 (3.3) (3.4)

PSER plus 9.3 442 10,6 12.3
asset sales (3.6) (3.8) (4.1)

PSFD 6.1 9.0 9.9
(2.4) (5.2) S (8.5)

14. The broad picture from these varioﬁs indicators is that
fiscal policy was probably tighter in 1981-82 than in the last two
years; and there has been little change in the last year. But
they confirm that fiscal policy is now tighter than in 1979-81,
though probably less so than the reported PSBR figures suggest.
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15. Fiscal conditions have undoubtedly become easier in the

two years.

but mainly the effect of lower inflation.

.the real fiscal balance are shown below. They all show a =i
cant turnround since 1981-82, which has contributed to the
recovery in output.

- " Fiscal conditions

% of GDP Average 1979-81 1981-82

Real PSBR - 0.4 =505
0.3

Real PSBR plus -
asset sales

Real PSFD : 4.4 1.5

Contribution of
inflation 5.6 3.9

E = latest estimate

16. An alternative way to view fiscal policy is to examine move-
ments in the stock of public sector debt relative to income. This
is done on various definitions in the chart below. The precise
Picture one observes depends on the precise definition of debt
adopted. However, whichever definition is adopted, there has been
a clear flattening off since the early 1970's in the downward trend
in the debt/income ratio and a reasonable degree of stability since
then. For total gross debt, which conforms most closely to the
PSBR, there is still some downward trend, but it is much less than
in the 1960s. Because it is related to nominal income, and so takes
account of changes in output, the turnround in fiscal conditions in
the last two years which is ev1dent in the real PSBR figures, is
less evident in the debt/income ratios. Only the measure which
uses debt at market values shows a significant increase, due to
the effect of falling interest rates on gilt prices.

17. After being raised to 17% in late 1979, and remaining high in
1980, nominal interest rates have been brought down significantly

as inflatipn has fallen, with a temporary interruption in late 1981
reflecting weakness in the exchange market. However real interest
rates remain high in both the UK and in other countries. They are
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as high, or higher, now in the UK as they were in 1980, and on

this basis monetary conditions clearly remain tight.

18. The real exchange rate is now some way below its peak in the

early months of 1981, Mainly this is due to a lower nominal
=xchange rate. The factors which drove it up from 1979 - including

high nomin%} interest rates and high oil prices - have been at
least partially reversed, but it remains well above the average
level of the late 1970s. Pressure on the traded goods sector of
the economy remains, though less so than in the first year or so
of the MTFS.

REAL AND NOMINAL EFFECTIVE
EXCHANGE RATE

—— FFFECTIVE EXCHANGE RATE
REAL EXCHANGE RATE
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THE PERIOD TO BE COVERED BY THE MTFS . A

19. The first MiFS in 41980 covered four financial years (1980-81
to 1983-84). The next three covered only three financial years.

If the practice of rolling forward by one year only were continued,
the 1984 MIFS would cover 1984-85 to 1986-87. However it is worth
considering whether to extend this period to four or even five

years. <

20. The main argument for extending it is that it is appropriate
at the beginning of a new Parliament for the Government to indicate
its intentions over the whole life of the Parliament. The final
year of a five-year period would be 1988-83, the Budget for which
could in principle take place under the present Government if it

ran its full five years.

21. The MIFS sets out the Government's broad objectives and plans
for policy over the medium term. This acts as a constraint on policy
in future and thereby contributes to the consistency and stability
of policy over time. It also signals to the private sector what

the policy framework will be, and hence encourages more efficient
decisions. The longer the period of the MTFS the greater are the
.benefits of this kind that result.

22. There are some potential problems with a 5 year MTFS.
Previous MI'FSs have set out the assumptions about inflation ‘and

money GDP growth rates over the medium term which formed the basis

for the financial framework. It would be difficult not to continue

to do this. If a five-year period were adopted the assumptions

about the end of the period would be interpreted as evidence of the
Government's views about longer-term growth and inflation possibilities.
It would be necessary to follow a careful line between appearing to be
too optimiétic and appearing over-peésimistic, while all the time
emphasising the uncertainties. Similar difficulties arise with the
output growth and inflation assumptions underlying any long-term
public expenditure exercise, with which the MTFS would, of course,
have to be consistent. The problems of this sort would be less if
the MIFS covered a shorter period.
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25%. Another argument against extending the MTFS is that the
figures for the later years carry little credibility because of
the likelihood of unexpected developments. The MIFS may not
therefore have a sigﬁificant impact on expectations or behaviour.
One =2spect of the unreliability of figures for later years is

that the Public Expenditure Survey only goes up to 1985-87.

24. The unreliability aspect should not, however, be given too
much weight. In the case of public expenditure, the broad inten-
tion of holding the total constant in cost terms has already been
mentioned in public. Any Green Paper or other document on long-
term public expenditure would provide the basis on which to prepare
projections up to 1988-89. More generally, the later years of the
MTFS will not be regarded as unconditional projections of what
fiscal and monetary policies will be - come what may. The discus-
sion of the MIFS in the FSBR has always made clear that policies
may have to change if domestic and world developments differ from
those foreseen. The purpose of the numbers in the MIFS is to fill
out the description in the text of the Government's broad strategy,
on one particular set of assumptions about future developments. We
have seen in recent years that revisions to monetary targets and
PSBR paths have not affected credibility adversely when we have
explained the reasons for them.

. 25. On balance, I favour extending the MTFS to cover five years
: (1984-85 to 1988-89). I do not judge the disadvantages of presenting

revision to be serious beside the advantage of being able to chart
a consistent strategy over the whole lifetime of this Parliament.

C}jf figures for later years that are admittedly subject to considerable

MEDIUM-TERM OUTLOOK

26. Policy for the medium term has to be set against a background

of likely developments in the absence of significant policy changes.
This section discusses the outlook in general terms, the next section
discusses objectives, and then the remaining sections discuss the
financial framework consistent with the achievement of these objec-

tives.




27. Taking inflation first, the central question is whether it

will continue to fall over the medium term. Those who argue that

it will do so place considerable weight on the depressive effects

of the relatively low level of economic activity and low inflationary
expectations. Unemployment is expected to remain above the natural
rate for some years, and capacity utilisation to be considerably
short of full capacity. A further, perhaps substantial, reduction
in earnings growth may occur. The low capacity ntilisation may
limit the extent to which companies are able to raise profit margins,
and it may stimulate them to make further improvements in produc-

tivity.

28. On the other hand, others place more emphasis on the effects ;
of changes in the level of economic activity. They draw attention
to the pressure that rising activity tends to place on costs and
prices: commodity prices and wages would tend to rise more rapidly,
the exchange rate might come under pressure, and companies would
take the opportunity of the growing demand to restore some of the
reduction in their profit margins that they have suffered in recent

-

years.

29. Another way of posing the question about whether inflation will
come down further is to ask whether the labour market will continue
to adjust. Labour market adjustment can be thought of as a situgtion_
in which real wages grow significantly less rapidly than produc-
tivity % In this situation, profit margins will increase, as they :
have been doing over the last couple of years, without necessarily;
preventing a continued downward movement in inflation.

30. The argument that the low level of activity will contribute to
a further downward movement in inflation relies to a considerable
extent on the expectation that there will be continued adjustment

in the labour market. Thig could be reflected either in 1lower
growth in real wages without much change in productivity growth,

or in a continuation of the relatively rapid productivity growth

of the last 2-3 years without much slowdown in real wage growth

(or a combination of the two). Those who emphasise the inflationary
impact of the rise in level of activity tend not to expect much

adjustment in the labour market.

12
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31. The extent of labour market adjustment is also critically
important to an assessment of likely developments in output and
unemployment. So also is the type of adjustment, namely whether
it takes the form of slower growth in real wages or faster growth
in productivity. Both types improve profitability and hence con-
tribute to faster output growth. Real wage adjustment is likely to
lead to a faster fall in unemployment than productivity adjustment.
Indeed the latter may well involve some temporary rise in unemploy-
ment if the productivity gains were especially sharp. However,
productivity adjustment would produce more rapid output growth than
real wage adjustment, because it represents a larger rise in the
rate of growth of productive potential. The real incomes of those

in work would also grow faster.

32. Thus an assessment of the extent and nature of future labour °
market adjustment is central to the view that one takes of medium
and longer-term developments. The evidence from the past provides
some pointers:

there has been considerable adjustment during the last two or

- three years, especially in manufacturing: profitabilityvhas
risen sharply, albeit from a low level;

this has occurred almost entirely on the productivity side:
on average we have not seen markedly slower growth in real wages -
than had been achieved in the past;

in general, companies have reacted to the financial pressure on

~ them by improving productivity rather than by striking tougher
bargains over real wages,by contrast with what has been occurring
in the US; and on the union side there has apparently been a
willingness to see jobs 1lost as long as the real wages of those
in work were maintained. :

33. Iooking to the future, this sort of pattern may well continue.
The low levels of productivity in the UK, especially in manufacturing,
compared with those in other European countries, show that there is
still plenty of scope for productivity adjustment, even without any
new investment.  Furthermore, the historical relationship between




productivity growth and investment suggests that only a small rise
in the share of investment in GDP over the next few years would be
necessary to sustain faster productivity growth of, say, an extra

1 percentage point a year, assuming that the new investment is at

least as productive as it was in peace-time periods up to the late
1960s.

A4 Thus sgme labour market adjustment on the productivity side

can probably be expected. There may also be some on the wage side.

It is difficult to see the present higher unemployment and changes

in labour market institutions not leading to some increase in
lexibility , including a greater responsiveness of real wages.

But the effect may not be dramatic and it may be most significant
in non-manufacturing. The emphasis in manufacturing is more likely

to be on high than on low wages and productivity.

35. There may therefore be some tendency for productivity growth
to fall over the course of the nggﬁtfive years, with diminishing
scope for further_caéyﬁfﬂérﬁgjé%? 3 %ﬁ the growth of some relatively

low productivity employment. In considering the growth of productlve

potential it is also necessary to take North Sea o0il and labour
supply into account. Production in the North Sea may begin to
decline later in the MTFS period, tending to pull down the growth
of output per head in the economy as a whole. There may also be
some decline in the growth of labour supply. Since all three com-
ponents of potentive potentlal may tend to decelerate, it is likely
that potential growth at the end of the period will be considerably
less than it is now, at perhaps about 14% a year.

36. Some tentative conclusions can be drawn about the medium-term
outlook, assuming a broadly unchanged stance of policy. Some
relatively slight decline in inflation from the present 5% may occur.
There should also be some fall in unemployment, again poss1b1y<not
very large. Output growth should remain better than in the 1970s
but not necessarlly as high as in the most recent period.
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'MEDIUM-TERM OBJECTIVES

37. The medium-term outlook on unchanged policies provides a

context within which objectives can be considered. Three broad
options for the medium term may help to clarify the choices: a
move to price stability over the course of the MIFS period; an
acceptance of steady inflation at around the present level; and

something inpbetween.

584 AL 'price stability were to be achieved in five years, there

~would have to be a major deceleration of money GDP growth fairly
early in the period. The pattern of the 1980-8% disinflation
suggests that initially output growth would be affected more than
inflation, but after a time the split of money GDP growth would
become more favourable: output growth would rise again and inflation
would fall. Unemployment would be adversely affected in the early
years.

39. There would have to be a sharp reduction in the PSBR as a per-
centage of GDP and in monetary growth. Even with a tighter fiscal
stance there would probably be a rise in real interest rates, and
they would stay higher for a time; nominal interest rates would
also be temporarily higher. It is difficult to see any room for
tax cuts, unless significant reductions in expenditure could be
achieved, or the disinflationary pressures in the economy turned
out to be greater than seems likely.

40. If the objective were to settle for the continuation of infla-
tion at about the bresent level, the growth of money GDP should be
7%-8% a year. Unemployment would possibly fall and there would be
scope for some tax cuts and reductions in interest rates. The
objections to this option are that postponement of the movement to
price stability will:

- damage credibility
- create a floor to inflationary expectations

- make it more difficult to make further progress on
inflation at a later stage.
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41. The unsatifactory nature of the first two options suggests
that something in between should be examined. Inflation would be
. kept on a downward path, but without aiming for price stability
within five years. This would be done by bringing the growth of
money GDP down significantly to, say, 5-6% a year. The split of
money GDP growth between inflation and output growth will depend
on the overall performance of the economy, and expecizlly on labour
market adjustment. If the sort of developments discussed earlier
occur, and there is continued adjustment on both the productivity
and real wages sides, inflation might be of the order of 3-4%
after five years, and output growth in much the same range. There
would be a reasonable expectation of some fall in unemployment.

42, If the economy performed less well than this, inflation miéﬁf
not come down so far and output growth would tend to be lower for :
given growths of money GDP. On the other hand a better performance
might see further progress being made towards the ultimate infla-
tion target, and output growth being somewhat better. In the
former case there would be little prospect of a fall in unemploy-
ment but it would be more likely to occur in the latter case.
Assumptions for the MTFS

4%. The MIFS has to be based on certain assumptions about
inflation and output growth. These assumptions have been made
bublic in the past (see attached extract from last year's MTFS). .
It might help to decide about medium-term objectives if their
implications for the MTFS assumptions are considered.

44. The table shows possible assumptions that correspond to ?
‘medium-term objectives that lie somewhere between the two extremes
discussed above. The three cases differ according to the aﬁount«of
adjustment in the economy, especially the labour market. They are
designed to have about the same growth of money GDP. Case A is

one of moderate adjustments such as one may reasonably expect to :
occur. Although output is assumed to be growing by 2% in the final
year, the average growth rate during the whole MIFS period is ;
somewhat higher because of the faster growth of productive

potential in the early years.




PSBR in 1982-83

PSBR projections

Public Expenditure

The latest estimate for 1982-83 is £74 billion equivalent to about 23 per cent of
GDP. This is some £13 billion lower than the Autumn Statement forecast, and
about £2 billion lower than expected at the time of the 1982 Budget, though still
some way above the 2} per cent of GDP envisaged for the year now ending

in the 1980 FSBR. Identifiable factors contributing to the lower outturn this
year include unexpectedly high receipts from North Sea oil taxes, reflecting

. a higher sterling oil price, and underspending in some areas of public expenditure,
" notably local authority capital.

The PSBR for 1983-84 is forecast to be £8 billion, equivalent to about 23 per

cent of GDP, as suggested a year ago and in the Autumn Statement. The fiscal
projections summarised in table 2.5 show a further reduction in the PSBR as a
proportion of GDP, to around 2} per cent in 1984-85, and 2 per cent in
1985-86. This path should leave room within the monetary guidelines for a fall
in interest rates over the next few years. The figures for 198485 and 1985-86
are illustrative. Decisions about the appropriate size of the PSBR in any
particular year will be taken nearer the time.

The fiscal projections in tables 2.3-2.5 are based on the public expenditure plans
shown in the Public Expenditure White Paper (Cmnd 8789), updated where
necessary to take account of Budget changes and estimating changes. Further

* details for 1982-83 and 1983-84 are given in Part 5. Real output is assumed to

grow by 23 per cent a year on average over the three years. The general rate of
inflation, as measured by the GDP defiator, was 7 per cent in 1982-83.

It is forecast to fall to 5} per cent in 1983-84. (The forecasts for the GDP
deflator and the more widely known Retail Prices Index are discussed in para 3.29.
There are many reasons why the two indices may move differently over

relatively short periods of time including, for example, the differing impact

of changes in mortgage interest rates, seasonal food prices, oil prices and import
costs.) In the later years, the GDP deflator is assumed to rise by 5} per cent

in 1984-85, and by 5 per cent in 1985-86. These assumptions imply an average
growth in money GDP of about 8 per cent over the period as a whole.

i

Public expenditure

Table 2.3 shows the relationship between the planning total for public
expenditure shown in Cmnd. 8789 and general government expenditure in
national accounts terms (the definition of public expenditure lying behind the

general government borrowing requirement).

Table 2.3 General Government Expenditure
3 £ billion, cash

198182 198283 1983-84 198485  1985-85

Public expenditure planning total(’) 104-7 113 1194 1261
Planning total adjustments(?) —1-0 13 1 —_
General government expenditure(?) 103-7 1144 1203 1261
Differences due to policy measures

and economic assumptions(*) — —13 -1 -1
National accounts adjustment(®) 2-3 3 4
Interest payments(®) 13-8 14 14 14
Total expenditure in national

accounts terms(’) 120-2 130 1374 145

(Q) Public expenditure planning total, see Cmnd. 8789, table 1.1, line 9.

" (%) Adjustment to line 1 to exclude certain public corporations’ capital iture, public
rations’ net overseas and market borrowing and general allowance for shortfallasin

Cmnd. 8789.

() Expenditure on programmes by central government and local authorities plus the conti

and provisional reserves and special asset sales. Broad assumptions have been made about the
share of general government in the total of expenditure on programmes shown in Cmnd. 8789,
table 1.1 for 1984-85 and 1985-86.

(*) Incorporates later information for 1982-83 than in Cmnd. 8789. For 198384 onwards
includes Budget measures and estimating changes, shortfall and the pet effects of different
economic assumptions from those in Cmnd. 8789. Revised planning totals for 198283 and
1983-84 are shown in table 5.5.

() Adjustments to line 3 to the definitions used in National Accounts Statistics.

® FO{) 1195?18—82 see table 2.1, Financial Statistics, February 1983. For 1982-83 and 1983-84
see table 0.8,

(")bfog %981—82 see table 2.4, Financial Statistics, February 1983. For 1982-83 and 1983-84 see
table 35.8.
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Assumptions for the MTFS-

(per cent a year)

Output Money GDP
growth : _growth

A. Moderate Adjustment

Period Average
Final year

B. Little Adjustment

Period Average
Final year

?

C. Rapid Adjustment

Period Average
Final year




since 1979-80, and the
trend in velocity will i Some of the ctors reducing velo-
city in recent years m less important in the next five

years, and some may even be reversed:

- the effects of financial deregulation should eventually
slow down or stop, though how long the process of
adjustment will take is not easy to predict.

Some reduction in real interest rates may partially
reverse the increase in financial wealth relative to
income which has been observed since 1979.

47. VWhether it is reasonable to expect a reversion to the upward
trend in velocity observed in the 1970s is debateable. It would
mark a significant change from recent behaviour. A more cautious
approach would be to work on the assumption that the velocity trend
flattens off over the period. On this basis it would probably be
reasonable to aim for a 1 point annual reduction in target range for
broad money over the period of the MIFS from the present range of
7-11%. However this may mean £M3 in the upper half of the rangeé
and PSL2 near the top end. This suggests staying with 7-11% in
1984-85, particularly if the ra is also to apply to PSL2, and
reducing it steadily in st juent years. One possible set of
assurptions which, of course, wi have to be considered in the

light of the forecast and the views o . s illustrated below

LB




e about 4% pa in the last 20 years.
cceleration of velocity after 1979 probably owed something to high
nominal interest rates - the disinflationary policy bringing down
MO growth ahead of money GDP. There are signs of a deceleration

in velocity in the last year as interest rates have come down.
likely effects of interest rate changes and the pace of financial
innovation on velocity are the two main factors to be taken into
account when setting the targets.

49, The pace of financial innovation in the next five years is
very difficult to predict. But our research suggests that the
effect on MO velocity has in the past been relatively smooth. We
have no reason to expect that the pace of change will differ
significantly from the experience of recent years: Some reduction
in nominal interest rates is likely to add to MO growth over the
next five years by comparison with previous trends if inflation is
brought down further and real interest rates fall to some extent.
If interest rates fall by 4% over the period of the MTFS this
might add around 6% to the level of MO relative to income. Since
the timing is difficult to predict it makes sense to assume it is
spread fairly evenly over the period.
e, 3 This points to a less rapid decline in the rate of growth of
narrow money in the next 5 years than for broad money. Given the
bjective for money income it suggests reducing the range by only
point each year, perhaps as below:

-1




real exchange rate.
appropriate real

level is significantly the ran
part of the 1970s.

52, This pattern - high real interest rates, real exchange rate,

PSBR and broad money growth - points to fiscal policy being relativel
13x in relation to monetary policy in 1983-84. Some correction
probably desirable in the budget. The approach adopted here is to
examine the appropriate longer term size of the PSBR as = percentager
of money GDP, and then to discuss the appropriate speed of adjust-
ment to the chosen level.

(i) The Medium Term

53. The 1983 MTFS assumed 2 PSBR ratio coming down to 2% per
annum in the medium term. This was thought to be broadly con-
sistent with nominal income growth of 8% per annum over the period
as a whole. Possible reasons for reducing this figure include:

- lower inflation and nominal income objectives

- higher asset sales/lower net capital expenditure

We therefore need to reconsider the appropriate medium te




56. The table below gives figures for the PSER as a % of GDP,
for different inflation and growth assumptions, assuming the ratio

of public sector debt to money GDP remains at about 0.4.

SBR ratios (% of GDP)

Real
Growth (%)

1

2
3

If the downward trend in the debt/income ratio were to continue

at, say, 2% per annum - close to the average of the last 10 years -
it would be appropriate on this methodology to reduce each of the
figures in the table by about 1% of GDP. This would imply a more
cautious approach, consistent with the previous versions of the
MTFS and falling real interest rates.




58. In part this difference may be explained by t

of capital expenditure used in the national account

considerable quantities of expenditure which should

@ par with capital expenditure in this context. Much education
expenditure comes into this category. Health and defence are
further examples. While proper evaluation of the true "net capital®

element of publicvexpénditure and tax would be a major undertaking,
there is probably ia presumption that the national accounts figure
understates it.

59, The arguments depl cyed so far do not give a clear indication
of what PSBR should be by the end of the MTFS period. Assuming
money GDP growth comes down to 5-6% one could easily Jjustify PSBRs
within the range 1-23% of GDP. As the aim is to reduce inflation
by means of balanced fiscal and monetary policies, there is a

case for being in the lower part of the range. This is supported
by the analysis earlier in the paper. A sensible conclusion might
therefore be to aim for 13% of GDP by the end of the period.

{ii} The Short Term
60. #e start from a position in 1983-84 in which the PSBR looks
like being 31% of GDP. The key issue is how quickly it is reason-

able to get down to the medium term objective of 1% of GDP.

61. It is quite acceptable to allow the PSBR to deviate from its
medium term 'norm' in response to cyclical factors. That was
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63. ;A further consideration is that before the end of the MTFS,
the contribution of 0il revenues to the PSBER will start to decline
as production falls. By comparison with the peak over the next
two years, o0il revenues may well fall by about 2% of GDP, and for
any given PSBR this means higher receipts from other sources. The
process of adjustment to a lower PSBR is thus likely to be harder
in the later years than the PSBR numbers themselves indicate.

This suggests making as much progress as possible in the early
years, before the 0il revenues start to fall away significantly

in 1987-88.

64, Against this, however, the roem for manoeuvre on fiscal
policy looks to be most limited in the next yea; or two. On
current forecasts it may be necessary to raise taxes slightly

next year in order to get back onto the path set in the 1983 MTFS,
vhich envisaged a PSBR of 24% of GDP in 1984-85. This picture - a
relatively difficult fiscal position in the next year or so giving
way to an easier position later on - has been = feature of most
recent forecasts, and in view of recent ex xperience in controlling
public expenditure we should retain a healthy scepticism. But it
argues against attempting to reduce the PSBR too quickly from its

present 1evei

DR




clear need to get 1
rospective overshoot this year,
need to cut the

In order t

T3 vant to consider seriously

Wi
£8% bn rather than £8 bn - particularl:
ospect proves to have worsened since the

6By After 1984-85, the room for manoeuvre is likely to be some-
what greater; and there is then a strong case for making fairly
rapid progress towards achieving our medium term objective. The

medium term path I envisage might look as follows:

PSBR path
1983-84 1984-85 1985-86 1986-87 1987-88 1988-89

£ billion 10 8-8% 5%
% of GDP 3% 2%

68. If we succeed in holding public expenditure constant in

real terms this should still leave room for tax cuts, even in the
last two years when oil revenues are falling away. Estimates of
the fiscal adjustment must be very speculative at this stage, and
extremely uncertain in any event. But the gqualitative conclusion
seems right. On the basis of the Autumn Forecast and the profile
for the PSBR, there would probably be little scope for any net tax
uts in the 1984 Budget. To achieve a PSBR of 22% of GDP some
increase may be necessary.
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MdE TARY TARGETS

This note sets out the Bank's views on the role and form of monetary
targets, particularly targets for narrow money, complementing the
Treasury paper "Monetary Targets"” of 6 January. It first comnsiders
the role of narrow money targets; then discusses the available
measures of narrow money in that role; and finally, in the light of
the discussion to this point, 'the appropriate form of targets for the
next MTFS. It thus covers the ground identified as issues for
decision in paragraph 5 of the Treasury paper, though in a somewhat

different order.

1 The role of narrow money targets

We are generally agreed that, conceptually, narrow money is a relevant
indicator - alongside broad money - of monetary conditions, and more
particularly of the development of "retail transactions"”. We are
also agreed that the present debate relates to the comparatively
limited point of which is the best available statistical measure of
narrow money, ie we are not considering a change in our methods Qf

monetary control.

As an indicator of monetary conditions we agree that narrow money is

-relevant to decisions about interest rates; and, conversely, that
interest rates must be the primary means of seeking to influence narrbw“
money. We also agree that broad money is of particular relevance to
decisions about fiscal and funding policy; and conversely. But we db
not agree that narrow money has now, or will prove to have in future,
any kind of primacy as a guide to short-term interest rate policy,;

which we think must continue to take account also of broad money, as
well as the other relevant indicators, including the exchange rate.

In particﬁlar, we think thaﬁ lending to the private sector must

continue a2s an important influence on interest rate policy, and we do

not believe that there is any serious or systematic evidence to show

that such lending is in general perverse with respect to interest rates;

even though it is by no means highly or predictably interest-sensSitiuEe
Equally, we do not think that short-term interest rate and funding

(ie longer-term interest-rate) policy can in practice be very far

divorced, as special emphasis on narrow money as a guide to short-term
interest rates would imply.
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We are reassured in thinking that there may be no substantial
'Q'Fference between us.on the role of narrow money targets by various
references in the Treasury paper, eg paragraph 4 "There is no
suggestion that the present process of arriving at interest rate
decisions - or of market operations to support them - should be
altered"” an, again, in paragraph 26 "We would also want to stress
that in assessing monetary conditions we took account of all the
aggregates .,{ and other indicaters as well ~z But we think it
important that the pomnt be absolutely clear at the outset if
'recurrent dlfflcultles in arr1v1ng at 1nterest rate decisions are to

be avoided:

2 The available measures of narrow money-

We are -legs. confldent than the Treasury ‘in rejecting Ml as the best
available Lndlcator of narrow money for: the purposesof 1 above at this
stage; butrwe recognlse s def1c1ehc;es-wh1ch are likely to

increase over time and'the fact that its credibility has already been
diminished. The available options considered are therefore:

notes and coin 'with the:public;. ‘MO; - and M2.

(a) Notes and coin with the public is conceptually unsatisfactory as a

measure of transactions money because it clearly excludes transactions
deDosits‘athgether; ‘It is perhaps in this sense that it is
described ih.the Treasury paper as "sounding primitive". Essentially
for this reason it will.hot, in our view, carry conviction with
outside commentators or with markets as a sufficient measure of

transactions money.

"This fundamental scepticism - which we ocurselves share - is likely toas
"all the greater because outside commentators are as aware as we are of

a range of developments (increasing use of bank transfers for wage
payments; increasing use of plastic cards; increasing use of cash
dispensers; changes in the structure of bank charges; and so on) Ehat
necessarily have an uncertain but important effect on the distribution
of transactions money between cash and deposits. As a result neither
we nor the markets can have any real confidence in movements in this
compohent of narrow money as an indicator of monetary conditions - the
recent econometrics notwithstanding. (What, for example, would we

have made of the sudden acceleratitn of the welool ty of notes and coin
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with the public in 1978/79? . Or what should we make of the slowdown

f this velocity in the past year which could not be adequately
explained by the forecasting relationships to end-1982 which it was
thought had been established at the time of the Mansion House speech?)

Nor, given the nature of cash holdings as only a part of transactions
money, and the developments likely to affect such holdings, are we
persuaded that this particular component of narrow money will in

practice respond predictably to interest rates.

We are also concerned that the availability of published weekly
figures for the note circulation would give rise to weekly speculation

about the authorities' reactions, as currently happens in the US.

(b) MO

MO suffers from all these same disadvantages as notes and coin with
the public... But as ‘an indicater, it has an important additional
conceptual disadvantage in that it includes, anomalously, bankers®
till money and bankers' operational balances which do not belong as
elements of transactions money on any normal reckoning.; Even if it
were accepted as appropriate to go as narrow as this in the first
place, we can see no conV1nc1ng explanatlon for choosing MO as the
indicator rather than its predominant component, notes and coin with
the public. The fact is that advocates of MO have always seen it as

a control-variable through which influence might be exerted on the

banks' balance sheets as a whole, but that is expressly not the'rolej

now being considered for it.

The inclusion of bankers' balances in M0 also introduces an
unnecessary additional degree of volatility; and, while this can no
doubt be smoothed away by some averaging process, the fact that we
needed to do so would simply point up the anomaly of including these
balances in the indicator in the first place, weakening credibility

further.

(c) M2

Leaving NIBM1l aside, essentially because it too is likely to be

distorted - in the opposite direction - by the current and prospective

developments affecting M1, we are effectively left with M2. Iin our
view - and probably that of most market commentators - this is
conceptually the best available measure of transactions money, and
probably less susceptible to distortion from monetary innovation. But

1t has of course no track record; and we certainly have no better idea










about how it might respond to interest rates than for the other
LJ

regates.

3 The form of targets for the MIFS

Important «considerations in choosing target aggregates are that
ourselves (Treasury and Bank) should be convinced that they are
most relevant indicators, and that they should carry conviction

outside commentators.

There is no-difficulty on either front with the general idea of narrow

and broad money, with separate ranges. Given the period over which
the MTFS extends (which we understand may -now be lengthened to five
years), there would be advantégé, whichéver aggregates are chosen
Initially, in’ retaining. flexibility to,éhange the target aggregates

within these umbrells concepts = -as has’been done in the past.

As far as broad money targets are concerned, we see no immediate

reason to wish to move away from the present £M3 and PSL2, the latter
acting as a crosscheck and providing markets with reassurance, in
particular - thatiwe ldo notiintend-to neglect! the liguidity provideca by
the intermédiétion of thevbﬁilding societies which‘is of espeéial
importance at-this particular Eime. Ttiwould not, in our vaew, be
sufficient to argue that we did not need to target PSL2 because we take
aecount of ail the aggregates anyway: the removal of target status
would be seen as,feflécting lesser concern with building society

liabilities and might vefy well in practice have that effect.

Returning to' the narrow aggregates, if we had to choose a single>
"indicator for the immediate future, ie to choose between - as we see
"it, and as we believe the market would see it - the lack of conceptual
credibility of notes and coin with the public and MO on the one hand
and the lack of experience with M2 on the other, we would opt for M2,
recognising the risks that this would entail. But we would
ourselves feel more comfortable, and believe it would carry more
conviction with financial commentators generally, if the lack of a
satisfactory single measure were openly acknowledged and explained,
so that we were obliged to look at both notes and coin/MO and M2,
using the latter as & crosscheck on the former, which we know to be

partial,; and tliitablle “tolldistortion hySmenetary 1 nneve ciQn .
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In that case, because it was being given less exclusive importance,

choice between notes and coin with the public and MO -as one the

narrow targets would be less sensitive.

10 January 1984
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21. The greater the extent of equity withdrawal for a given amount of mortgage lending
the less likely is that lending to generate house price booms such as occurred at the
beginning and end of the 1970s. Lending for house purchase may contribute to the build up
of personal sector financial assets or to higher consumption, particularly of durables, or to
some combination of the two. There are no specific indicators of the extent to which equity
withdrawal is increasing consumers' expenditure, and maybe inflation. The effect of equity
withdrawal on consumers' expenditure is one of numerous factors that will influence

judgement on monetary and fiscal policy, even though it is not directly observable.

(ii) Lower Saving

22 The recent rise in borrowing has been associated with a steep fall in the personal
saving ratio. After being flat for two years, consumers' expenditure in total rose by 5% per
cent in the five quarters to the third quarter of 19837 Spending on durable goods, which is
more directly dependent on borrowing than other forms of consumption, rose by 25% per
cent over the same period. The saving ratio peaked at 15% per cent in the third quarter
of 1980 and has since fallen to 8% per cent in the third quarter of 1983. (See Chart VI).

23. It is not easy to determine whether the rapid increase in borrowing was in part at

least a cause of the increase in consumption or whether it merely represented a means of
financing it. There have been few satisfactory empirical estimates of the influence of the
availability of credit on consumers' expenditure. The main explanatory variables in
empirical work have been real personal disposable income, and financial infuences such as
liquidity, financial wealth, real and nominal interest rates, inflationary expectations and

perhaps some proxy for uncertainty such as movements in unemployment.

24. The relationships embodied in the Treasury model suggest that increased real
personal disposable income and the reduction in inflation explain much of the recent
increase in consumpt'io.n. However, there remains a significant element both of the earlier
rise and the more recent fall in the saving ratio for which there is no adequate explanation.
Chart VII shows that at the beginning of the recession, when the saving ratio rose sharply,
the path of consumers' expenditure was lower than predicted. Over the past eighteen
months, however, this increase has been much more than predicted (tnough, given the
previous over-prediction, the current level of consumer spending is much as predicted). It is
difficult to believe that the more ready availability of credit has not been an important

factor in this.
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Consumers are now taking up credit that was previously unavailable, or very
expensive. This means that expenditure that might in the past have been postponed until
sufficient savings had been accumulated is now going ahead. It may be some time yet
before persons reach their desired debt/income ratios and levels of income gearing and the
adjustment is complete. So there could be for some time to come higher levels of borrowing
accompanying higher levels of consumption than would have been the case before

liberalisation.

Iv. CONCLUSIONS

26; Explanations of the recent behaviour of personal borrowing are too tentative to
permit firm conclusions for future policy. However, some implications can be drawn from

this assessment:-

(1) The ready availability of credit over the past two years has almost certainly
played some part in the strong growth of consumer spending. The fact that
expenditure on durables has increased so much faster than would have been
expected from past relationships with movements in income, certainly points
in that direction. However, it is easy to exaggerate the independent part that
credit has played. Most of the decline in the personal saving ratio can be

plausibly explained by changes in real income, real wealth and interest rates.

The recent trends in borrowing could go on for some time. The evidence
reviewed in this paper does not support the view of some outside forecasters
that the debt/income ratio is now so high that persons will be unwilling to let
it rise further, and in consequence consumption will decelerate sharply. But
while it is not difficult to find plausible reasons why the debt/income ratio has
risen, and could continue to rise, it is much harder to assess how stable the
present ratio might be. This is a major uncertainty in the forecast, and for
policy. So it is not easy to judge whether the present level of borrowing gives
cause for concern. The pace of consumer spending foreseen in the autumn
economic forecast (on the assumption that borrowing continues on its upward
trend) looks compatible with the Government's objectives for the economy.

But there is a wide margin of error, both ways, around that forecast.

The strength of personal demand for credit could give rise to serious monetary

problems if there were a marked resurgence in company demand for credit.

The growth of bank credit would then create problems for monetary control,
which would compel us to over-fund the PSBR or to accept a faster growth of

broad money.




These risks will need to be carefully assessed in setting the monetary targets
for 1984-85. The fact that persons have been borrowing heavily from banks
and at the same time building up their financial assets raises the question
whether it would be acceptable to accommodate the demand for credit by
setting a somewhat higher range for the growth of broad money than the
6-10 per cent previously envisaged - on the argument that the additional

money balances would be willingly held (ie idle balances). How far this would

be acceptable would depend partly upon what was happening to narrow money.

However, there are considerable risks in allowing the economy to become
highly liquid. This may have no immediate effect on inflation, but it creates
conditions in which spending and inflation could accelerate rapidly if some
factor (eg a fall in real interest rates) led the private sector to want to spend

more or, more generally, if expectations turned.

If, to guard against these risks, it was desired to restrain the growth of
personal borrowing, the instruments to hand are not extensive. The most
effective one would be to remove or reduce tax relief on mortgage interest. If
that is ruled out, it might be possible to move a little in that direction by
defining more tightly the rules for eligibility (which in practice would mean
confining the relief to loans for house purchase, not improvements) or, more
radically, by some form of quantitative restriction on the relief on second
purchases (perhaps related to a proportion of the purchase price of the house) .
Such restrictions would create unfairnesses and anomalies. However, if we are
genuinely worried about the growth of personal borrowing they need to be
considered. A consumer credit tax - covering mortgages as well as other
credit - could have some marginally helpful effect in restraining credit.
Beyond that, if we are seriously concerned about the risk of excessive
consumer spending developing in the coming year, we need to look again at the
possibility of devising a regulator for personal taxes that is available for use

within the fiscal year.

Another aspect to be considered is the implication of the strong growth in
personal borrowing for the proposals afoot for liberalising the lending
activities of building societies. The societies would like to be free to make
personal loans for purposes other than house purchase (they envisage only a
limited amount, though in aggregate the sum could be large). A widening of
their powers would be consistent with the Government's general stance on
market forces and competition. However, the analysis in this note suggests

that we should be very cautious in moving in this direction (at least while we

- e
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have so little influence over the total volume of their lending) even though this

may be seen as an arbitrary form of quantitative restriction.




PERSONAL SECTOR FINANCIAL LIABILITIES

'The following table shows the published personal sector financial

liabilities.

£bn

% of total
liabilities

19784

HP and other instalment debt 3.0

(Adjusted® to allow comparison with 1983Q1) .2)

8.8

©-6)
1.8

Bank lending other than for house purchase

(Adjusted* to allow comparison with 1983Q1)

Bank lending for house purchase
This includes trustee savings bank mortgages

Building Society lending for house purchase

Insurance compa and pension fund lendi for
house purchase

Local Authority and other public sector

lending for house purchase

Trade Credit

This is primarily trade credit of unincorporated
businesses but also includes unpaid household
gas and electricity bills, and trade credit of

non-profit making bodies. No precise breakdown
is available.

31.7

1.7

3.4

Other financial liabilities

The largest component is other domestic long
term loans (£3bn in 1983Q2 of which about

half should be consolidated). This is a
catch-all category which includes among

other items long term debt of stockbrokers and
Jobbers long term debt of charities, mortgages

not included elsewhere, and several items of long
term debt within the personal sector, which are
not netted out of the published figures. Other
financial liabilities also includes accruals of
taxes, rates and interest (£0.7bD in 1983Q2) and
domestic liabilities not covered elsewhere
(£0.3bn in 1983Q2).

Total financial liabilities of the personal sector 60.4

*From 1981Q4 onwards the introduction of the monetary sector in the
statistics reallocates a substantial part of HP and other instalment

debt to banking lending.
to allow comparison across the break in series.

1983Q2

2.9

132.5

19784  1983Q2

4.9
(3-6)

14.5
(5.9)

3.0

222

52.4

2.8

This adjustment rescales the earlier figures
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FROM: F CASSELL
12 January 1984

CHANCELLOR cc — Economic Secretary

_Sir P Middleton
Sair. TiBuens
Mr Lankester
Mr Battishill
Mrs Lomax
Mr Ridley

Mr Sedgwick

MONETARY TARGETS

You are meeting the Governor to discuss this tomorrow. The two

papersy forithe meeitingsares

2.

The Treasury paper of 6 January (which was sent to the Bank
at the end of last week; and to No 10 on Monday).

The Bank's paper (attached to the Governor's letter of

11 January) commenting on it.

The main issues to be discussed are set out in those papers.

Paragraph 5 of the Treasury paper suggests four issues for

decisions:

2

a. Should we move to two target ranges, one for broad and

orelfiorinarrow money .. s el
Which aggregates are suitable for target purposes;

€l Should each target range refer to one monetary aggregate

or to more than one;

ol What should be said about non-targetted indicators and

monetary conditions.

Before discussing these, or turning to the three options at

the end of the Treasury paper, you might like to establish with
the Bank that they are broadly in agreement with the propositions
set out in paragraphs 3 and 4 of the Treasury paper. This would

\
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give you the opportunity to reassure them on the point that
particularly seems to concern them - that there is no intention of

changing the present process of arriving at interest rate decisions
by looking at the whole range of financial indicators. Part of the

Bank's worries about giving greater emphasis to very narrow

aggregates is their fear that movements in these aggregates will be
given (as their paper puts it) "primacy as a guide to short-term
interest rate policy". This fear underlies most of the concern
expressed in the section of their paper headed "The Role of Narrow
Money Aggregates". You should be able to comfort them. But they
lay it on rather thick: as the attached charts show, movements in
interest-bearing money (£M3-NIBM1) have in the past been a poor,
and often perverse, guide to setting short-term rates.

Al On question a. above there should be no dispute. The
Goviernoniisilietiienicayvsitaliihercicin ol dEst FatcuisEv SIS WAkl e

general idea of narrow and broad money, with separate ranges."

Dl On b. we might get fairly quick agreement that two of the
main aggregates are too subject to distortions to be suitable for
targetting — NIB M1 (which is also highly sensitive to interest
rate changes) and M1 (which now does not fit neatly into either
the broad or narrow category). The Bank may be a bit hesitant in
ditching M1, but as their paper acknowledges they recognise its
"deficiencies which are likely to increase over time gnd the fact
that its credibility has already been diminished".

6. This would effectively leave us with five aggregates to
consider for targetting: notes and coin, MO, M2, £M3, and PSL2.

The choice among these will depend partly upon which of the three
options listed at the .end of the Tressury paper 1S chosen. SE¥oy
may therefore at that stage prefer to go straight to paragraphs 26-
27 and look at the choice of aggregates in the context of those

options.

T. Since we want to give equal status to the two target ranges,
the choice is between two aggregates and four aggregates. The

CONFIDENTIAL
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Bank presumably will opt for option 2.b., while your starting point
would be option 1.a. The main advahtages and disadvantages of each
of these options are listed briefly in the paper. There is one
further point to be borne in mind. The Treasury paper (as it makes
clear at the beginning) is concerned with the form of monetary

targets, not with the particular numbers for 1984-85 or later.

However, it is important to be satisfied that the two aggregates
embraced in each category under option 2 would fit within a range
of the customary 4 percentage points - and, for broad money, of
about the levels envisaged in last year's MTFS. So far as we can
tell MO (or NC) and M2 should be compatible (the forecast growth
of MO now looks like falling comfortsbly within arange of 4-8). But
over the past year PSL2 has grown 1-2 points faster than £M3 and
the likelihood is that it will continue to do so. This could pose
a problem for option 2, in that it might compel us to raise the
range for broad money from that envisaged in last year's MTFS.

The compromise suggested in option 3, where PSL2 is in brackets as
a cross-check on the primary indicator, would not pose such a

problem in this respect.

8 It seems unlikely that the Bank would agree to option 1.a.
They might very reluctantly agree to option 1.b. But you will
have to judge whether this is preferable to the compromise
suggested in option 3. The tone of the Bank paper suggests they
would settle for that. Indeed, it seems to accord best with the
point they make on page 4 that:-

"Given the period over which the MTFS extends ... there would
be advantage, whichever aggregates are chosen initially, in
retaining flexibility to change the target aggregates within
these umbrella concepts - as has been done in the past."

S In options 2 and 3 the choice between MO and NC becomes less
tense. You may, however, like to ask the Bank how seriously they
take the point made in the second full paragraph of page 3 of
their paper, about weekly traumas.

CONFIDENT IAL
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10. There are a number of other iséues concerning the targets

for next year to be decided - whether they should run for 14 months
or some shorter period, how monetary growth should be presented

(eg by using averages rather than the growth in the stock between
two-dates) and of course the actual numbers to be chosen for the
ranges. We will prepare a submission on all these aspects, but it
seems preferable to do so after we have had the broad general
discussion at the Friday afternoon meeting and the benefit of the

strategy discussion at Chevening.

F CASSELL

o
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MONETARY TARGETS: NOTE OF A DISCUSSION
IN THE CHANCELLOR'S OFFICE AT
2.45 P.M. ON 13 JANUARY 1984

Present: Chancellor of the Exchequer Governor Mr Cassell
Economic Secretary Deputy Governor Mr Battishill
Sir P Middleton Mr George Mr Lankester
Sir T Burns Mr Goodhart Mr Ridley
Mrs Lomax

Treasury paper of 6 January;

Bank paper of 10 January

——

/

T
It was agreed at the outset that it would be necessary, in thel 1984 MTFS, to move to two
¥ J

target ranges, one for broad and one for narrow money. The discussion then centred on the

choice of narrow money target aggregate(s).

2: The Governor and Mr George argued that M2 was conceptually the best measure of

transactions balances. But, because its track record was as yet very short, it would be rash
to go for M2 as the single narrow money target aggregate. It would however be no less rash
to choose MO alone, for, just as it had proved useful to refer specifically to PSL2 as a cross
check on £M3, so it would be useful to have two narrow money target aggregates. Sir T
Burns thought that introducing M2 would invite questions which, given the short track
record, would be very hard to handle; but it was noted that the Mansion House speech

references to MO had similarly raised a number of questions. Sir P Middleton pointed to the

danger of differential movements in MO and M2, and the Chancellor pointed out that the
reasons for their recent similar movements were not fully understood. Targeting either

carried risks, but they would not be reduced by targetting both.
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3. The Deputy Governor however argued that the aim now should be to make a

modification to the targets which should prove durable. To bring in M2 would be helpful in
avoiding a risk of discontinuity if, as its track record lengthened, its primacy became
obvious. Moreover MO figures could virtually be derived on a weekly basis by outside
observers: if MO were the only narrow money target aggregate, we might face something
similar to the weekly problems now faced by the Fed. And two target aggregates would be
mutually reinforcing: if only one were adopted, the difficulty of defending inaction in the
face of a couple of aberrant months would be considerable. The Chancellor thought that the
converse was that the market might think that having two target aggregates represented a
recipe for inaction. The authorities might be perceived to have moved still further away
from the initial firm stress on £M3, with a plethora of target aggregates to ensure that at
least one would be hit. This risk was however thought to be containable: Mr George thought
that the market was in no doubt that the Government took the exercise seriously, and that it
made sense to look at both broad and narrow aggregates. He saw a considerably greater risk
of an adverse market reaction if MO were singled out as the narrow money target aggregate,
and the Governor thought it important to go for two broad and two narrow target

aggregates.

4. It was agreed that option 3 in the Treasury paper of 6 January would be the
appropriate solution for the 1984 MTFS. For broad money one would look at £M3 (and PSL2)
and for narrow money MO (and M2). Sir P Middleton presented a possible MTFS formula

(attached) which was agreed to be satisfactory, subject to further discussion on the length of
the target period (and possible consideration of a change of name for PSL2). The Governor
expressed satisfaction with the decision taken: the new arrangement was in his view logical

and workable, and would have the whole-hearted support of the Bank.

.

.

Distribution J O KERR
Those present 16 January 1984

Chief Secretary
Financial Secretary
Minister of State
Mr Monck
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From: J WILLIAMS
Date: 20 January 1984

NOTE FOR THE RECORD Sa1= T Burns
Mr Bailey
Mr Littler
Mr Cassell
Mr Battishill

E TIMETABLE FOR FORECAST/MTFS

At the meeting of Second Permanent Secretaries this morning,
and in subsequent discussions, the following arrangements

for processing the forecast and MTFS were agreed:

(i) The pre-Budget forecast would be circulated

on Monday 30 January.

It would be taken by PCC as scheduled on
Tuesday 31 January.

It would then be considered immediately afterwards

at the 31 January overview meeting.

Sir Terence Burns would prepare a note for both
PCC and the overview meeting on the monetary and PSBR

ranges to be included in the MTFS.

This note would tie in with HF's more technical note on
monetary targets. Mr Cassell will try to submit this to

Sir Peter Middleton also on 30 January.
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2 This timetable would prepare the Chancellor for his

discussion with the Prime Minister on 1 February about
the Budget and the 9 February Economic Cabinet. It was
also agreed that the Chancellor should be shown by 27 January
first drafts of the economic paper for the 9 February Cabinet

and drafts of the two public expenditure papers. The objective

is for these papers to be in the final form by 1 February

N |

J WILLIAMS
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FROM: RACHEL LOMAX
DATE: 26 JANUARY 1984

cc: Chancellor
Economic Secretary
Sir P Middleton
Siry T . Burns
Mr Cassell
Mr Lankester
Mr Sedgwick
Mr Page
Mr Willetts
Mr Wynn Owen

SAM BRITTAN: TREASURY AND BANK MAKE PEACE

Sam Brittan's article in today's FT is, to my eyes, clearly based

on Bank of England briefing. It gives a version of recent discus-
sions about the choice of target aggregates for the new MTFS, con-
veying the impression that the Bank managed to inject a degree of
sensible pragmatism into the ideas floated in the Mansion House
Speech. ("In recent discussion it has, however, become clear that
the movement of broad as well as narrow money will after all be

taken into account in setting interest rates; and that other evidence
apart from the monetary numbers, will be considered in setting policy.
The 1983 Red Book makesit clear that the pursuit of monetary targets
was conditional on the following words... The Bank is now satisfied
that similar considerations will continue to apply, even if the
language changes slightly." ) He goes on to outline "present

thinking"on what measures of money to target, suggesting that
"we seem to be moving towards two pairs of targets, making four in
all", (ie £M3, PSL2, MO and M2).

2. For your information, the thoughts about the final shape of the
MTFS are broadly correct, though it all sounds a bit fuzzier than

my recollection of what was agreed, and there is no indication that
two of the four targets are likely to have clearly subsidiary status
(further use of the brackets that are now round PSL2). But the
implication that the Bank have scored a famous victory is ridiculous -




hhey have had to swallow very hard to accept target status for
MO, and that always seemed to me to be the main bone of contention.
It is rather naughty of them to put all this out; we have been
scrupulous in not pushing our line too hard in recent weeks.

o I None of this is for use. We cannot, of course, confirm or
deny gossip about Treasury/Bank relations (who said there was a
war in the first place?) Commentators will have to wait for the
MIFS itself. But you could point out that the supposed concordat
is pot inconsistent with the Mansion House Speech, which was not
in fact as hardline as this article implies. (Paragraph 36 is
particularly relevant, since it sets the proposition about the

relevance of narrow aggregates to short term interest rates in
context:-

"It will not always be possible to ensure that all the
target aggregates are held always within their ranges,
and we will continue to interpret their behaviour in

the light of other available evidence.Within this process

there is some presumption that the narrow aggregates
might have particular relevance for short term interest
rates while the broader aggregates might be more relevant
for decisions about fiscal and funding policy. It is
important, however, that this kind of distinction is not
carried too far;in the real world, the different aspects
of policy are necessarily inter-related.")

4, I don't think we need to make a fuss about this; but the
above may be useful if you get direct questions.
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FROM: J O KERR
DATE: 26 January 1984

Mr Cassell %g . d cc Economic Secretary

Sir'P
Siyr T

Middleton
Burns

Mr Lankester
Mrs Lomas

Mr Hall

Mr Sedgwick
Mr Willetts

SAM BRITTAN: MTFS TARGET AGGREGATES

The Chancellor has read with interest Mrs
about the Brittan piece today. He agrees that
marks of Bank of England briefing; and that we

feel aggrieved. He proposes to have a private

Lomax's minute
it bears all the
are entitled to

word w}th

Mr George when they next meet; and he is inclined to think it

— . . .
the more iImportant, following the Brittan piece, that what we

say in the MTFS and the Budget speech about the choice of target

aggregates should stick very closely to the wording of the

Mansion House speech.

\i w@fw G

J O KERR

S}w/
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FROM: J O KERR
DATE: 21 February 1984

Sir P Middleton =
Sir' T Burns

Mr Bailey

Mr Cassell

Mr Battishill
Mr Evans

Mr Odling-Smee
Mr Lankester
Mr Sedgwick

Mr Scholar

Mrs Lomax

Mr Stibbard

Mr Melliss

Mr Ridley

MEDIUM TERM FINANCIAL STRATEGY

The Chancellor has seen the new version of the MTFS which you

submitted on 17 February.

A1 On the first twelve paragraphs, he has only the following new

suggestions:-

a. para 4, sentence 2. The reference should surely be

to most/many "other major industrial countries".

b -paraw5.’ Before Table 2.1 1A chartiof S intarestE

rates should be included.

c. para 8, sentence 1. It would be best to drop the
reference to the last three months, and stick to only

the last twelve and six.

In the new paras 13-23, he has made a number of suggestions,

lined in the attached clean text. But you should also know that

a. he is not entirely happy about the argument in the

last two sentences of para 13.

b. he does not think that paras 15 and 16 work very well,

in ther® present form.
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c. he sees a problem with the second sentence of

para 17, which could be construed as undesirably

postponing price stability.

d. he will focus in detail on paras 2.4, 2.5, and
2.6 when the numbers are available. But he will not
wish the fiscal adjustment line in 2.6 to be shown
cumulatively. The line in the table ought, in his
view, to be a year-to-year line: the cumulative

figures should be in the footnote.

e. he has dropped the last part of para 22, since

it duplicates material in para 18.

f. he is not entirely happy with para 23, as now

drafted.

J 0 KERR




FISCAL POLICY

e

13. In the/last years, fiscal policy has been significantly tighter than in 1979-80 and 1980-

81. The PSBR has averaged [less than 3% per cent] of money GDP, compared with over
5 per cent in the earlier years, and this tightening is confirmed by the reduction in the
public sector financial deficit. [Because of the reduction in inflation, erosion of the real
value of existing public sector debt has become much less rapid. This has meant lower

saving by the private sector, and so a lower nominal PSBR, relative to GDP, has been

consistent with recovery in the real economy.]

Table 2.3: Public Sector Finances

Average
% of GDP 1979-81 1981-82 1982-83 1983-84

PSBR . 3.4 355 3.5

(estimated)

14. The PSBR in 1983-84 is now forecast at about £10 billion, equivalent to [3% per cent]
of GDP. This is broadly as forecast in the Autumn Statement, but, despite the measures
announced in July, about £2 billion higher than was expected at the time of the 1983 Budget.
Local Authority borrowing seems to have been running much higher than expected, and
Central Government expenditure, particularly on non-cash-limited programmes, has

exceeded last year's forecasts.

The PSBR path

15. Government policies have been directed to achieving a progressive reduction in public
sector borrowing over the medium term. Fiscal restraint is essential to the achievement of
lower inflation and interest rates. [The PSBR is still above the level that would be
consistent with price stability and acceptable interest rates, taking into account the

composition of public sector receipts and expenditure.] [rewrite required]

[16. The appropriate path of the PSBR from year to year refé¢@cts many considerations,
including the cyclical position of the economy and the growth of private sector credit. The
profile of public sector asset sales is an important aspect of the composition of the PSBR

which has also been taken into account, since they are unlikely to make a large contribution




to reducing interest rates. The establishment of a high level of asset sales over the next
five years points to a significant downward shift in the PSBR path. The pattern of North
Sea oil revenues is also relevant: the likelihood that they may be close to their peak in
1984-85 is a further reason for seeking to make rapid progress this year in reducing the

PSBR.] [rewrite required]

PSBR projections

17. The PSBR for 1984-85 is forecast to be [£7% billion], equivalent to [2% per cent] of
GDP, slightly below the figure assumed a year ago and in the Autumn Statement. The fiscal
projections summarised in table 2.6 show further small reductions in the PSBR as a
proportion of GDP in subsequent years, to [1{ per cent] in 1987-88 and 1988-89, [with the
prospect of further reductions consistent with a move to price stability.] [?omit] The
figures after 1984-85 are illustrative, and decisions about the appropriate PSBR in particular
years will be taken nearer the time. But the illustrative profile should be compatible with

falling inflation and monetary growth, and MF@nterest rateMin both

nominal and real terms.

Assumptions

'~ 18. For the period to 1986-87, the fiscal projections in tables 2.4-2.6 are based on the
public expenditure plans shown in the Public Expenditure White Paper (Cmnd 9143), updated
where necessary to take account of Budget measures and estimating changes. Further
details for 1983-84 and 1984-85 are given in Part 5. For 1987-88 and 1988-89, no public
expenditure decisions have yet been taken and the projections assume that the public
expenditure planning total remains unchanged in real terms. Asset sales in 1987-88 and
1988-89 are assumed to remain at the levels in the White Paper for the previous three years.
Real output is assumed to grow by 2% per cent a year on average over the five years. The
general rate of inflation, as measured by the GDP deflator, which was [5] per cent in 1983-
84, is assumed to fall to [4% per cent] in 1984-85, and to 3 per cent by 1988-89. These
assumptions imply growth of money GDP falling from [ ] per cent in 1983-84 to 5 per cent
by the end of the period.

PUBLIC EXPENDITURE

19. Table 2.4 shows the relationship between the planning total for public expenditure and

general government expenditure in national accounts terms (the definition of public

expenditure lying behind the general government borrowing requirement).




[Table 2.4: General Govennment Expenditure]

REVENUE

20. The growth of Govenrment revenues in cash terms over the medium term will depend
on the growth of incomes, spending and prices, as well as policy decisions. Revenue is
projected on the conventional assumption of constant tax rates and indexed allowances and
thresholds at the proposed 1984-85 levels. No change is assumed in National Insurance
contribution rates. Projections of North Sea tax revenues assume that oil prices do not
change much from current levels for the next two years and then rise broadly in line with

world inflation.

21. On these assumptions, general government receipts are projected to rise by [about
35] per cent between 1983-84 and 1988-89, [broadly in line with the growth in total money
GDP]. Government revenue from the North Sea is expected to fall in real terms after
1984-85 as North Sea output falls, but this is more than offset by rising revenues from the

growing non-North Sea economy.

[Table 2.5: General Government Receipts]

PUBLIC SECTOR BORROWING

22. The projections of Government receipts and expenditure are brought together in table
2.6 to provide projections of the general government borrowing requirement (GGBR) and the
PSBR. The size of the fiscal adjustment, conventionally assumed to take the form of lower
personal taxes, depends critically on the estimates of revenue and expenditure. These are

subject to major uncertainties about, for example, the tax yield for an assumed set of tax

‘ rates or the behaviour of oil prices.

(1)
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CONCLUSIONS

23. The projections shown in tables 2.4-2.6 are-mo-more-tham illustrative of one particular
evolution of the economy. If the domestic and world economies develop in a different way,
the projections for public finances could be substantially affected. The actual path for the
PSBR cannot be predicted with precision from year to year. However the underlying trend
matters much more than the inevitable short-term fluctuations. The policy response to such

fluctuations would depend on their nature, but the intention would be to hold firmly to the




fegy, by maintaining financial conditions consistent with a continued trend to lower
inflation. The key to sustained recovery lies in reducing the growth of costs and increasing
the returns to investment and enterprise. Within the financial framework set out here,
there will be room for a satisfactory growth in output without damaging the outlook for

inflation.

24. Progress in reducing inflation over the medium term will be influenced to some extent
by events outside our own control. But the pre-eminent determinant will continue to be the
financial discipline imposed by the Government's monetary and fiscal policies. There will
inevitably be short-term fluctuations around the underlying trend. But, subject to that, the
Government's policies will continue to be firmly directed towards achieving a progressive

reduction in the rate of inflation, with the ultimate objective of stable prices.






