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MONETARY OBJECTIVES AND PROSPECTS 


Note by HM Treasury 


T h i s note sets out the Government's present monetary o b j e c t i v e s , and 

some of the i m p l i c a t i o n s of seeking to achieve them. 


Monetary Obj e c t i v e s 


2 . The Government i s committed to reducing p r o g r e s s i v e l y the target 
r a t e of monetary growth as the main means of c o n t r o l l i n g i n f l a t i o n . 

3 . No one monetary aggregate can s a t i s f a c t o r i l y measure a l l aspects 
of monetary c o n d i s t i o n s . Moreover, there i s an almost i n e v i t a b l e 
tendency f o r any aggregate s e l e c t e d as the t a r g e t to be d i s t o r t e d by 
the very f a c t of becoming the t a r g e t . Nevertheless, there are advan
tages i n s e l e c t i n g one aggregate f o r which there i s a p u b l i c l y 
announced t a r g e t : at present £M3 remains the most s u i t a b l e f o r the 
purpose. But account must be taken of the other measures, Ml, M3, 
DCE, wider l i q u i d i t y etc, e s p e c i a l l y given the r i s k s of d i s t o r t i o n 
j u s t r e f e r r e d to, which can a f f e c t the £M3 s t a t i s t i c without a f f e c t i n 
u n d e r l y i n g c o n d i t i o n s . 

k. As a f i r s t step, the C h a n c e l l o r set a target range of  7 _ H %  P a 

f o r the growth of £M3 i n the 10 months ending on the A p r i l I98O 

banking make-up day. We now know th a t the growth i n the f i r s t two 
months of 1979-80 was 2.3%: a c h i e v i n g the mid-point of the range f o r 
the f o l l o w i n g 10 months would give a growth of 9.9% i n the year as 
a \hole - v i r t u a l l y the same as the post-Budget f o r e c a s t of 10 .1%. 

5. This t a r g e t i s undoubtedly a t i g h t one and was d e l i b e r a t e l y 

so chosen. A t i g h t monetary p o l i c y i s s e l f - e v i d e n t l y one i n 

which the i n t e n t i o n i s to make money scarce, and n e c e s s a r i l y 

i n v o l v e s holding i t s p r i c e - the r a t e of i n t e r e s t - high r e l a t i v e 

to what i t would otherwise be. One e f f e c t of so doing i s to make 

people more economical i n the use of money i e finance t h e i r 
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tr a n s a c t i o n s with l e s s l i q u i d i t y and thus increase the " v e l o c i t y 
of c i r c u l a t i o n " . The change i n v e l o c i t y of c i r c u l a t i o n i m p l i e d 
by the r e l a t i o n s h i p a n t i c i p a t e d between the r a t e of monetary 
expansion and the r a t e of growth of GDP i n current p r i c e s i s 
a good, though imperfect, guide to the i n c r e s e i n the t i g h t e n i n g of 
monetary p o l i c y : the post-Budget f o r e c a s t envisaged growth of 
the former by about 18-*^% and of the l a t t e r by about 10%, implying 
a r i s e i n the v e l o c i t y of c i r c u l a t i o n of 8%. While such a change i n 
v e l o c i t y i s not unprecedented, the v e l o c i t y has already grown 
s u b s t a n t i a l l y over the l a s t 5 years, from the low l e v e l try under 
2.4 i n the f i r s t quarter of 1974 to 3.3 at the end of 1978: by 
the f i r s t quarter of 1980 i t i s f o r e c a s t to reach 3»5> which i s 
a record. 

6. An a l t e r n a t i v e i s to compare the growth of p r i v a t e sector 
gross f i n a n c i a l wealth with the growth of the money supply w i t h i n 
that. The greater the d e v i a t i o n from the normal s p l i t between 
monetary and non-monetary wealth the g r e a t e r the inducement (higher 
i n t e r e s t r a t e s ) w i l l need to be. T o t a l wealth i s f o r e c a s t to grow 
by about 12%, while the growth of the monetary element i n the 
t o t a l i s to be kept to 10%, Here again 
the task i s made more d i f f i c u l t by the f a c t that the change i s 
required a f t e r f i v e successive years i n which £M3 has grown by l e s s 
than gross p r i v a t e sector f i n a n c i a l wealth: i n e a r l y 197^ i t 
represented 5&"% of such wealth while i t now represents only 51%-

The Components 


7 . The "post-Budget" f i n a n c i a l f o r e c a s t envisaged that the component! 
of £M3 i n the year might be broadly as f o l l o w s : 

£ b i l l i o n 


Year Year 

1978-79 1979-80 

P u b l i c s e c t o r borrowing requirement 9 .2 8.3 • 

Sales (-) of g i l t s to the non-bank 
p r i v a t e s e c t o r - 6 . 2 - 6 . 4 — 

Sales (-) of other p u b l i c sector 
debt to the non-bank p r i v a t e sector - 2 . 3 ~JL'® — 

Bank lending i n £ to p r i v a t e and 
overseas s e c t o r 6 .7 7 .0 

Domestic C r e d i t Expansion 7«5 6 .9 



SECRET 


£ b i l l i o n 


Year Year 

1978-79 1979-80 


Domestic c r e d i t expansion 7 .5 6 .9 

External adjustments - 1 . 1 
 - 0 . 5 
Increase i n banks' net non-deposit 

l i a b i l i t i e s etc - 1 . 1 
 - 1 . 1 

Increase i n £M3 
 5-3 

% increase 11.6% 10.1% 


As the Treasury note on the monetary base e x p l a i n s the above t a b l e 

r e f l e c t s the accounting i d e n t i t y l i n k i n g the PSBR, g i l t s a l e s , bank 

lending and e x t e r n a l f a c t o r s to the money supply, and the causal 

r e l a t i o n s h i p between them i s complex. However the c r i t i c a l f a c t 

remains that to the extent that there i s an overshoot on one element, 

there w i l l have to be o f f s e t t i n g changes on others i f the target i s 

to be achieved. For example there may be some scope f o r o f f s e t t i n g 

an overshoot on bank l e n d i n g by higher g i l t s a l e s : the cost would 

be, of course, yet higher i n t e r e s t r a t e s - and the increase may have 

to be quite sharp as we are already looking to a high p r o p o r t i o n of 

the inflows i n t o the c a p i t a l markets to be a p p l i e d to f i n a n c i n g the 

PSBR, or a c q u i r i n g the p u b l i c sector assets to be disposed of. As 

comes out at a number of po i n t s i n the papers on the g i l t - e d g e d 

market, the l a r g e r the amount to be financed through that market, the 

l e s s , other t h i n g s being equal, the freedom of t a c t i c a l manoeuvre 

which the Bank has to achieve the funding i n the most c o s t - e f f e c t i v e 

way. 


8. A s i m i l a r p o i n t a r i s e s i n r e l a t i o n to i n t e r v e n t i o n i n the f o r e i g n 
exchange market. Although the r e l a t i o n s h i p i s not exact, the 
greater the degree of i n t e r v e n t i o n to reduce upward pressure on 
s t e r l i n g , the g r e a t e r the inflows which add to £M3• (Broadly speaking, 
i t i s the i n f l o w i n t o the non-bank p r i v a t e s e c t o r which adds to £ M 3 ) . 
So i f there were s i g n i f i c a n t i n t e r v e n t i o n over the year, i t would 
have to be o f f s e t i n one or more of the other components. 
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In t e r e s t Rates 


9 . I t i s i m p l i c i t i n the d e c i s i o n to have a monetary t a r g e t that 

the Government then has to accept the i n t e r e s t r a t e s to go with i t  : 

t h i s i s no more than the b a s i c economic p r o p o s i t i o n that one 

cannot c o n t r o l both the quantity and the p r i c e of a good. The 

i n t e r e s t r a t e s r e q u i r e d to achieve the t a r g e t w i l l be a f f e c t e d by 

the f i s c a l stance. Other things being equal, the cuts i n p u b l i c 

expenditure should, as they take: e f f e c t , reduce the i n t e r e s t rates 

which w i l l be r e q u i r e d to achieve the t a r g e t > 


10. I t i s not p o s s i b l e to f o r e c a s t at a l l a c c u r a t e l y what i n t e r e s t 

rates w i l l be necessary to achieve a p a r t i c u l a r t a r g e t since so much 

depends on market expectations - about i n f l a t i o n , about f u t u r e i n t e r e s 

rates and about the Government's r e s o l v e to c a r r y through i t s p o l i c i e s 

The f o r e c a s t e r s best guess at the time of the Budget was that by the 

end of the year short r a t e s might be somewhat lower than now, and long 

rates s l i g h t l y h i gher. Whether short term r a t e s w i l l f a l l and i f so 

when, w i l l depend c r i t i c a l l y on whether bank l e n d i n g d e c l i n e s as 

a n t i c i p a t e d , and on whether the expected r e d u c t i o n i n the PSBR 

occurs i n the second h a l f of the year, with cash l i m i t s h o l d i n g . 


11. D i r e c t monetary c o n t r o l s - e x i s t i n g or proposed - are not an 

a l t e r n a t i v e to i n t e r e s t r a t e changes. For example, the extent to 

which banks can c o n t r o l borrowing from them by r a t i o n i n g , p a r t i c u l a r l y 

under e x i s t i n g f a c i l i t i e s , i s l i m i t e d - they have to r e l y p r i m a r i l y on 

the rates they charge. Both the e x i s t i n g Supplementary S p e c i a l 

Deposit Scheme, and the proposed monetary base scheme, have to be 

seen, as the Bank's paper poin t s out, as a means of ensuring that the 

structure and l e v e l s of i n t e r e s t r a t e s vary s u f f i c i e n t l y q u i c k l y and 

widely to achieve the c o n t r o l of the monetary t a r g e t s . S i m i l a r l y 

d i r e c t c o n t r o l s on bank lending, such as attempted by the Labour 

Government i n the l a t e r 1960's, would d r i v e up i n t e r e s t r a t e s at time 

of pressure. 
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12. I n d e e d , t h e c r i t i c a l l i m i t a t i o n o f t h e p r e s e n t g i l t - e d g e d 

m a rket t e c h n i q u e s t h a t emerges f r o m t h e d i s c u s s i o n i n t h e o t h e r 

p a p e r s i s t h a t we a t p r e s e n t l a c k a means o f b r i n g i n g a b o u t a s h i f t 

i n l o n g t e r m i n t e r e s t r a t e s when t h a t may a p p e a r t o be d e s i r a b l e . 


C o n c l u s i o n 


13• To sum up:

i . w h i l e £M3 i s t h e t a r g e t v a r i a b l e , a c c o u n t w i l l n e e d t o 

be t a k e n o f t h e d e v e l o p m e n t o f t h e o t h e r m o n e t a r y a g g r e g a t e s ; 


i  i  . t h e t a r g e t s e t f o r £M3 t h i s y e a r i s a t i g h t one, 

w h i c h w i l l r e q u i r e a " m o n e t a r y s q u e e z e " ; 


i i i  . once t h e Government has d e c i d e d on i t s f i s c a l s t a n c e f o r 

the y e a r , and on t h e m o n e t a r y t a r g e t , i  t h a s t o be r e a d y t o 

move i n t e r e s t r a t e s t o t h e l e v e l s w h i c h may p r o v e n e c e s s a r y t o 

a c h i e v e t h e t a r g e t - s u c h i n t e r e s t r a t e s w i l l n o t a l w a y s be 

g e n e r a t e d a u t o m a t i c a l l y b y t t h e m a r k e t s ; 


i v . t h e r e may be some s c o p e t o accommodate l i m i t e d c h a n g e s 

i n one o f t h e components - s a y h i g h e r bank l e n d i n g o r g r e a t e r 

i n t e r v e n t i o n i n t h e f o r e i g n e xchange m a r k e t s - by o f f s e t t i n g 

changes i n o t h e r s - s a y h i g h e r g i l t s a l e s _ b u t a t a c o s t i n t e r m s 

o f h i g h e r i n t e r e s t r a t e s ; 


v. t h e p r o s p e c t s f o r l o w e r s h o r t t e r m i n t e r e s t r a t e s l a t e r 

t h i s y e a r depend on t h e e x p e c t e d d e c l i n e s i n bank l e n d i n g and t h e 

s i z e o f t h e PSBR; 


v i . o t h e r m o n e t a r y c o n t r o l s , s u c h as t h e " c o r s e t " and t h e 

m o netary base c o n t r o l , i  f t h e r e were one, have t o be r e g a r d e d 

as ways f o r b r i n g i n g a b o u t t h e n e c e s s a r y changes i n t h e l e v e l 

and s t r u c t u r e o f i n t e r e s t r a t e s , n o t as an a l t e r n a t i v e t o them. 





