6. Monetary Base IV
Part C

Comments on Green Paper

Monetary Targets Conceptual
Antecedents document

Pages 21 - 50



colutions to the determination problem; znd whether the latter is to be prefenred

to the

of the environ

Saving, however,

fo

rrmer cannot, I believe, be decided

independently of the characteristi:s

sment in which the policymaker operates. Ervnner and Meltzer, and

attach considerable euphasison a comstrues which, norwithstanding

the competing hypotheses, "...yfelds reliable information about the monetary thrust

transmitted to cconomic activicy',

A% Thus in discussions of policy under

uvncertainty, besides the target variable, there does appear another magnitude: the

=olicy in

wore Lhan

to traverse ko one's

In

dicator.

It is as though the diverse scenery of cospeting

one filter 1n tracing (in assessing, in nvmﬂmn»mnuan\Hnu contours 30 as

-~
objective. But this has caused no szall measure of confusion.

Saving's discussion of the policy problem the policymaker, lacking couplete

Ynowledge of the structure and of che values of the noa-policy determined arguzents,

15 suppescd to have enough inforuatfon to determine the direcrion of the effect of

1icies on particular endosenous (including goal) vardables.

105 1¢ 4y acdicdon,

o
t 45 reasoned, he is '...rcasonably certain of the relationship between souw:

obscrvable endogenous variable and the goal variables — even if he 1s very uncertain

about the exact cffect of hic instruzmenst on the goal variables — he wmay ... :huese this

chservable endogencus variable zs 4 targev variable and adjust hia {necruzents until

_this variable reazhes its desived

Such & procedure, Saving claims,
circuavents some of the uncertaintics in the effect of policy on
/Ia that] 1f polley can be adjusted instantly to account for any

the peilc

Second

from unobservable goal varlables' in that, wiile, granted Jags in nbservation of the goal

HVQ-

variable,

some time, fand/ during this perisd exogenous

the pa

‘operation necessary to make the target vardable reach the level desired'.

I
nolicy

the target oud goal

.

llcy

nnqnnn_wnﬁnp..wom . .

has twe merits. TFirst, the '...approu-l
» P?

the poal wvariadbles

randon ~hange between

e tarpes, then this parc of the uncertalnty can be removed

¢ of tha target variable can remove some of the uncertalnty resulting

*the effect of policy will only be scen after pelicy has been pursucd for

changes may occur, wmaking the ckiect of

orherwise would have been, 1f a targat

ray sisply affect the magnitude of the
10¢

chosen larger, or smaller, than it

iz used then these cxsgencus changes

n this contex: the policymaker does not, in order to adjust hls instrumeats of

, appear to require an index of the effect that changes in policy

will have on

varizbles. O the other hand, 1t 1s recognlzed that

economy will ceeur |
ses the noe

hypotheses requires

4 : the rotal

value, or path, of the target variable pursued at any p

attalnment of the goal.

Lypotheses about the structure, the policymaker is assuzed to be

i : Essentially the
in his tarpoet va

Since ohsorvation of

g

olicyrake
abl

Y
¢ffcet, some other va

required to reflect the polic

y called

coublinacion of varisbles, usu
must be distinct from the tar
: mathezaticaily independent;
scalar multiple of the target varisble.
purpose of the indicater is to medsure
chosen so that (1) exogenous changes
do mot affect the indicator, or (2) i
affect :
effect.108 i
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Thus for Saving, the policy indicator serves to establish whether the specific

rticular time 1s cons
the goal, or waether changes in exogenous factors '...rvesulring in
target <nunuvuo_uoo call for revision in the target value in order to secure

Norice that this implies that, notwithstinding the ¢
mWHw TO Cons
incex of the eficct or current polley'. But a process in which the policyzakw

' go long-as the 'p

pursues a pavticular value (ox path) of a 'varger variable
sndicator' takes w - -lue {or scqueace ot values) deeucd previously consisteat

the attainment of the target and the goal, can equally weil b2 deseribed 25 &

in which the policynaker pursues a particulay valuve or path of the 'indicarox

as the 'target variable' takes a value or sequence of values deemad

cornistent with this value or path of the

From this viewpaint, the assignment of the ters 'target' to one or other sf

variables is & matter of semantics. Yet, though

part of the stupendous confusion that cxlsts in the literature o

110

between targets and policy indicators , we should not allew it te decrast

for i

T

the fact that the strategy advocated requires two vaziables or indices

executiaon,

L
To exphasize the latter snd also the confusion that has surrounds
consider the following statement (echoing and echocd in a nuzber of
official documents, 1 should aéd) frem a paper '...malnly acdressed to

of largets and Indicators

indicator and the attalfament of tha

istent with

the
ompazing
truct fas

er

Tn the real world, where krowledge is sevicusiy Ineo
the effects of policy on ultimate goal wvariables ave
known in advance and cannot be contimuously conitere
delays in the collectd data and lags In th
nolicy, it 1s usually

which would alsg serve

To some extent

errrdn Frm—auarlk defiasd by Paole.
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e . k ; oy 1 foasperd W .
zoniey stock and interest rates can be regarded as alternative instruments of policey, the nsOHna of indicator...involves the EUB TnCiitn, cepabad
_ . indicator must be (1) casily observable wich litetle or no la

(2) quickly affected by the policy undercaken, and (3} related to

while the chofce of instrument to be made is tautologous with the checice of proximate

2 ad sATL o sa th
ﬁnnmnn.wpm It also perhaps reflects the feeling that the tavget and goal (unuacpr;., Jecause the
fauges the offccr of the immediate past pol c
oe.policy indicators should desciibe rore thaw the effect of . . future course of poliecy will be unnmrrqn ed i
setdions explicislv taken, It is after all quite_possible Zov = estimate of nwo effect of the policy, it i n
lack ol acticn to constitute a positive policy, ma nee/ .ot exauple, L : ‘indicator yizlds at least qualitatively co ; S
= : . - 4 .
a Central Bank contemplating open mavket sales could dest : from Jtherwise there is a danger that a poliey c-H u
taking action 1f it pereeived that an increass in liquidity pursued that ujapwm»nvwwmnwon than wederates cy
preference of economic units was about to arise, which would . in the geal variables.
' acconplish the increase in interest rates called for. A change
in eccnonmic waviour cay thus be acquiesced In by a nounnsﬂw - ! Given that the problem defined arises from dgnorance of the structure, it is
authoricy to achieve its ends and it is desirable thag mu uowunMM ] , X , e
incicator should recognise this possibilicy and evaluate policy pervecse to ba told that policy In such an environment 'requaTaes S0M2 DYROLNCSLS 250t
on the basic of any relevant changes in behaviourlld : the strucrure'. And this confusion is further fostered by the Brunner-Meltser
PO N i i s ; : - I R " . e,
But though, with come Lnumumpnmwmonupmb. the latter is guite correct, it doos mo: follow ambiguities 1egarding the role of probabllities, For im presenting '...a fommal
that analysis of the preblem of cheesing an indicator', they acknowledze as one possibilit
An indicator of the kind described, 4f osn.Wmn.Vn found, cannok a procedure that '...postulates that ocur information ean be expressed as prodabilivy
help but forn mw appropriate target variable for’the wonetary 115 statements about hypotheses and classes of hypotheses', a 'procadura', wWaich they ne
authorities, There is apparently, no distinction between the twa, §
'permits us to assign nusbers to specific combinations of poliey variables and chus
o A 117 .
provides a secala or indlcator for policy'. But this implies that we constiruct oo

Indecd, in the previous quotation the target 1s 'the increase in intevest ratcs called

specific mew hypothesis from the alternatives perceived.
for'. One may of course (when thinking of a cardinal scale aud hence ome that pernite 5
L] .
s the possibility of zssessing the change in poliecy instruments reguived to achieve any . :
£k ok B On a parzicular hypothesis about the structure,-a-poiicy Indicator can be
particular desired changa in the target and goal variables) desecribe the pelicy
constructed as the weighted sum of the various instrument levaels,

objective 53 being the change in the policy indicator coaosistent with generating oy
to the marginal multipliers of the correspondipg instrusents with respect fo the
‘the inercase in interest rates called for', thinking, that 15, of the former as ' 118
target or (dire:tly) the goal variable. As the above quetastion implies, the scals
the target. But this does not alter the fact that an assessment of the effect of 119
thus derived will depend (directly or indirectly™ ") on the goal {uncrion.
policy and of exopenous factors on the target variable is requirid in order to
Granted the hypothesis abaut the structure and the goal function, 1t conveys
cstablish whether and what change In thac varlable to affect. In parcicular, suppose
information abou:s the 'known' (expected) thrust transmitted by poalicy on the tatge:
that the pcliecymaker checoses an Interest rate above the currenc level consisteat with
variable, Observed movemints in the target varilable can thus be separated int
reducing aggregate demand, and manipulates his {nstruments uazil this carget level

2
policy-induced and exogecnous components, causing policy adjustments aiming to offset
cf the intervest rate is attained. If during this period expectations change, the 5

unaesirable {mpacts of unanticipated changes in exogenous variables on the goa

policy actually undertaken may be ocre of lowerinz the Interest rate to the previously - Lokl
St variable.
defined tavget level, rathesr than raising it, thus increasing sggregscy demand.
In this centext, as Savings notes, '...the use of an indicator cam serve to sepatate i

On this interpretation, however, the cozbined target/policy irndicater strategy
the exogenous cffect from the policy effect...' 82 as to detarmine the desirable

is no different from the optimal policy derived in the context of the wvariance
future course of policy.

approach., Andthen, whatever the usefulress of the peolicy indicator as & sharthand

But hew ie the policy indicator constructed ? MHere alas we are thrown back to.
¢ '

expression of policy over any given interval of time, the construction of such an

. indes does not seex to serve any real purpose in policy design. Furtheroore, 1f pri
the issue of knowledge or {gnorance of the structvre for {

beliafs pertain to a linear structure with additive disturbances and a sin

§ince the of the policy indicater /Saving explains/ is to variable, the poiicy indicator is no other than the instrusent chosen for this goal.
pauge the o ct of tuznnc1w 1oHHnw. the cholece of an iIndicator R
n& recquires some asis abour tha rtructure. Ip addition/sinces s -+ Oa the other hand, 1if prior uelicfs pertain to a non-lincar structure (er 2 strustur
.Nr,vm the indicator is/to measure feither directly o1 iIndirectly, i.el 2 characterized by multiplicative disturbance) the comscruction of the scale is not
through the funurﬂu...nvp affect of policy on the goal wariables... 120
feasible ; and policy design on the basis of summary cescriptions in terms of

JJtte choice



intermediate ﬂm«mnra and policy indicators 1s nonsensical, since the welghts

attaching to the various instruments deployed to secure the desived objective(s)

denend aise on the values of the exopenous varisbles In the systosm.
ﬁv B

Yer this intepretation (which, incidently, is that characteristic of

indicator vnowwohyww.

wvork on the and cuggests that policy indicacors 7ve

3 122 i
sunerfluous ~") is inoppropriate, That this is so one puspects not only becausc this

tracts from that perception of

Lo

tion do ainty dis

igrorance, of uncert

a
, which I have described above, but also from the fact thac (save for the

acbiguity mentioned above) nelther for Saving nor Brunner unn.xnununn is the policy

indicator sought 2 fixed welght index of parametrically determined Instrusents of i

policy-— such as the discount tite, bank rescrve ratios, bid and ask w«mnnm {or

nzb:ﬂHTan of securities for sale) ancounced by the manager of tha govesnment's/

L bank's sceurity portfolio. I} 1& were, then it :o:Hu {(at least) be quite
unnccessary to require, as a cviterien for choice of vownn% Tlgdicator, that the effect

of exogenous variables on the policy Indicator must be swazped by the policy effect,

In part, of course, the latter {which properly inmternreted should

frem the cators should

not detract statem:nk gus earlier, namely that policy indl

deseribe mare than the elffcel. of actions explicitly taken) may reflec: the fact that

both Brumaer and Maltzer, and Saving scck to identify some ohservable magairude

that may itself be sald to convey information about 'the thrust of wonctary policy';

and the candidates considered(namely, money, somchow deflned, the interest rate,

free rescoves, requivad rate of raturn en recal capital', the uonctary hase ana
, s L1124 L i
the adjuseed tary bose) are far from in endent of the activona of market
12
participants, though for some” 7 it can be mﬂmcna that they are policy-controlled

variables, 32ut act thel

cenviction of

thelr attemprs to select an obscrvable magnitude do refl

the izsracticality of constructing a policy indicator ea the Maes

suggested akove, The reasom, of couvse, is Ignorance of, if you prefer, the fact that

ceotia 40 ohseTve c T {about
the structure of wonetary processe litgle evidence {(as yut)
to discriminate about thelr cognitive status "

g

cochined with o suspiclon, cre mus

the case of strat evaluation under wmeertainty, a maxi-nin procedure that

the

the slternative hypothescs about

and is indced

dependence of

wizes the

tructure and the valuez of comes to mind,

sugpested by Brumner and Meltzer as a neans by which to select 'an optiwal scale
4 P

from those offered for syscematic exauination \mw,:\ assures ua pJ;n mayrﬂ ordering of

% . sofalteznative

o |
/#__ _ _x.m

alternative actions by the monetary authority is closest to the trus
128
T

and i

non-computeble ordering In particular, the procedure suggested is that of

policy; a problem resulting from ignorance of the structure caxbined with inforwmation
£ Y ; I 3 |5

fiuding first the lowest rank corrclation bewween any given candidate and the

alvcroative 'true' or 'ideal' indicators pertaining to the alternative gtates of -

naturc comprised in our prior beliefs, and then selecting as the policy iadicator

that observable (ur -omputable frono observables) magnitude vhich has the waxdoum
. s

Ha:nannm:wnonﬁﬂpmnwoo nouucnom.-hm :

Clearly such a procedure enables the conversion of what, in the light of a

nuzber of cempeting hypotheses about the structure, is an a-ordared set
of instruments of policy to be approxisated by an ordinal scal
convenicnce iwplied in that alternative combinations ¢ instrusonts
interpreced through this proxy, be ranked in a waaner that enabl
to compare their consequeaces, the purpose of such a coustruct, as Saving's

reveals, is to enable the policymaker to draw infere

exogenous factors on the tarpet and geal variabl e{s), and heace on the necd foT
revision in the policy pursued. It is in this sense that the indfcator srobtlen is

130

su interpretation prohlem arising from the nced for coatinuous

chizages in the environment occuming during the isplementation of a pa

lags which cause an gndogenous variable to serve as the prowluate tavget.

THE 'TWO-STAGE PROCEDURE', "CONTROLLABILITY' AND 'CAUSALITY'

Ignorance of the structure and Inforiaticn lags commend, or resuls in,
procedurcs in which policy actions utilize the information exbodicd in observable

magnitudes to infer the impact of policy on the goal variables so as to adjust
s}

to wunditicas in the environment, Bur what insights does our discussion 4

for the independent observer concerned in appralsing the usefuluness of any par

target and policy indicator which the authorities zay ersloy in policy design 1

o
In Ben Friadman's world, the optls

we have oeen,

deeision~taker to infer, on the basis of his prior knowledge of and its

gtechastic characteristics, the likelihood that an obse

inforvation variable

foua its expac
able)
=Ry

digturbance in the relatfoaship b caen the information variable and .

the variznee in the goal wvarl

c
variable, ané then to adjust nis lastruments of policy in accordance with the
parazctor responses Jefimed by his pulor belicfs. A policy

c

deviations of aay particular ebscrvable en

S .

will be cptimal 1£, and oan if, the nouhnnovuwuv is independent ¢ c tics
whether due to polley or purely exogencus factors. Correspondingly, In azpraising 4



R - - b

R e N
o : Ot
altemative mapnitudes ag appropriate target variables we find that, besides
observability with a regular freguency greater than that of the goal varlable,
statistical association to the goal variable is the relevant criterion, since,
curiously in the words of Savirg, F )
All that is requircd is that the reduced forz equatiens for the iy
tarzet variable and the gozl variables be such that the polic ;
. westor that results in the tarpet variable taking on ite ! i
agired mapnitude will when subptituted into the reduced form
for the poal varisbles result in their taking on certain cowcnm.pup
:\\\

In the latter sense the optimal target is no wore nor less controllable than the
goal variable, Furtherimore the pursuit of policy objectives by ucans of targets does
aoc imply any ccomdtmant Lo & prior bellei that changes fn the vavset veriable gause
changes in the goal warleble. It i totally irrelevant whecher rousality. fa the
sonce thar a rheoretical structure can be idenuified which predicts that chanpes in X
will result in chanpes in Z, ruas-from the target variable to the goal variable or

132
vice versa. The term proxicate tarpet (rather than intersediate nwuwnnu seems ia
thio concext wore appropviate since it avolds any connotations of causal sequence.
to crpuc that all’dinflucnces bear & tha rpal variabic
s tho tarcet, we muat conjectuxe that causation earnot Tvm
o the coal variable ~ certainly not, 1f in the context of
: o AR

proxdzate target strategy is not to be

policy; and g0 pernaps & useful rule of thuzmb 1is to pewrch for varlables that are
causedby the goal variable. ’

This view of proximatc targets emanating from Ban Fricdman's world mist scem od

to the cconoxist acey stomed to thinking of intormediats tavge .=, of two-shage

sroceduren where the authoritics cadsa

e e ——— f L oiaisae

changes in inrcoma, the goal variabiz, by caus

the sconoxist, that 1s, acca temad to ar

sy
nLro.

cing...'proxlzaze’ er 'inter
on the instrymonts {or toola)

the notion

v would scem to be

tioazhip holding over time and gpads, 3
berucen the tools and the proximate tirgeys depe heavily o
imctitutionsl facters which are stable nelthor over Ltime nOr Over &pate
; _ 134
and aloo to those for whon mon A
thet
The laz with wh zoo long aac

teo variable to
unpdanunnnﬁon.»um

A proxizate target that i3 ne

mLT2

consistent with orihodony waich proscribes that

Tne firnc ercnt fior moactary/ the wonetary
A frealf hy maom can control

inferior te the optimal

E]
o

4

e 4L e ARG na e e AL S s o ] 8 et

Oy P

S

from

¥or, thereforc, does it square with the empirvical {nvestigatiens that depart

the premice that

monatary agprogate might give very o
projections of the likely pattern of cconomlic activity,
{aforration is mot very useful to the mometary authorities
achieving a desired pattemif they have virtually ne contiro
n<nﬂnran nmmnmmmnm.»uq ’

E while a particular

Yet disregarvd of such lssues is perfectly consigrent with a cize

i3 which, granted the absence of any doubts about the structura, We

Ben Friedman, & pvoblem that arises purely from information lags and hence as the

sole scope of the inquiry the identification nm the best observable prowy of the

goal dunnowwa.wum

Suppose, for nonwwn‘ as ic consistent with (indeed compelling in the context of)
the 1S-L¥ model, that expenditure deelsions are thought to depend on tha stock of

s o d
all .mhxmanwﬂ\noﬂpq«wlnnﬂﬂm:nmwﬁuupvwalunlmronn notice assets', FNAS.

Policy wmay then be dirccted towards securing a particular value (or rate of grouth)

of this agpregate., Dut unless we assume chat: (1) the dewmasd for this agyregate
is known with certainty; (2) data on the stock of such asscts are available cn a
continuous basis; (3) data oa the determinants of demand for this

than the goal varinhle) are available on a continuous basis, there

selection of another apgregate, that for whatever reassa is

closer relationship to the geal variable, or observations on it are available oa a

more continuous basis than 5, to serve as the proxwimate targel. Indced, wit

nominal income 25 the goal variable, and in an IS-IY wind of werl

anticipations and decision Intervals, one wmay seck for thils role

corresponds to the rransactions domand for momev. Curreacy in circula

public, or narvow wonay, are candidates that easily coma to =mind, at least in
demmetrating 1iis point. Tor though no ona can sericusly suggest that changes in
currency in circulation, of I contast - centrary ta the izpressioa one gets Irex

140 "

soze econometric studics resting on guch models”™ - narrew neney,

451 N i
ggragate nxmnuauncﬂmw , it may ncnetheless be argued that for state of
L P .
cransaccions weelaology (that Is to  say chamges in the paynents rmechanisz apart)
W2
this counterpart of Hicksiaa transactilons ¢emand” | ©ay &eTve as &b

Poliey sctions, o

agpregate crpendlitures; as the proximate target.
still ewploit 2 gpeculaciva/assat demand for memey (defimed ss all ¢
sinca the significasce of such actions pertains o thelr fznlications

detersisatics . the oppartimity cost of expeonditures as

preference., But the need for such acticms may be ideatifiatle from
of marrow mency; and i the celationship of the latter o the goal varichale ig
zay properly focus on sinicizing the daviations of this variable

propurtisnal, policy
#

-sm ifs expected value.

oo mm A



Such a variable may alse serve as the target in a setting in which competing
hypotheses sbout the structure are recognized. For though in that setting no
unigue expectation of this variable cen be had, a anngwow%. which alws v rinivdze

the deviations of this wvarlable In cceordsace with one or other of the compating

hypotheses about the ctructurc, may pevertheless be superior to any straregy that
sinizizes the varlance of sone cother endogencus variable including that which all
of the alternative cocpeting hypctheses sugzgest to be an importaat deterUnant

of the poal variable. But the converse cannot in this case be preocluded; and hence

the correct strategy may be one

ere policy responses are-peared teuarda achieviag,

or malnvalaning, sowe chosen poth of the latter warlable, although this »ath in mo wiy

mizroard the maverent of the

ndicator of econemic activiry (a3 we may ia the single

goal variable, CWP, case ecall the optinal Information variable), and doer not thercfore,

in any regression analysis, roender as close an associlation to the goal wvarisble as the
¥ L}
%

ez

indicator of econcuic activity wight.
L

o this cace agaln no direet avpeal to causality is wade. But nelcher 15 any

other cricerion svailable that will secure the appraisal of the rvarget in the abscace
£

of knewledge of the prior perception that has determived the pelicymaker’s

T
selectdion. The independent obsérver's appraisal-of a particulavr target variable nm
thus confined to the exacdinaticn of the validity of particular nypotheses that

ancedotzl or ether waterial availzble from the polilcywaker reveal as escential

G4

ingredients in sercepticon of the enavirsament that has conditioned his cholce.

And though the cutco

of such enquirics may result in revisions of the policsuaker's
beliefs, they would cnly afford the rescorcher the opportunity to sugzest an

alternative target varlable when he 1a eantitled to presume that he has siculated

the declefon~teker's imasinatic

The Jatter {s also true of the policy indicator, whether we perceive of it as an

index of the affect that policy will have on the rarget variable, or as in index that
condltions cur interpretation of the effcct of exogenous factors and hente 238 a

esafing the extent to which revisions Iin the target ave called for.

Lt the zaze tinz, we thould nete that Saving's discussion of the target and indieator
rrat 1

zteyy resexbles the example

ext of the

2
arlance approach. Wien esphasis s placed ca Saving's particular examples aud on
14
Len Friedraa's rerinder that the u.

money stock is not a coatrel <nqpmvum both cases

¢an be described a3 dencting a circumstance in which

Jnnoq;am4an

target (such as

YRS or the interest rate) is chosen as the short-ters nhicective {Gne
ht of ne

¢ 2
the ewogenous variables. OFf course the Ianfercnces drawm

ammnt of the

overall stratesy) to be vevised in ih ; Inforpation £oout the zovesent of

by Saings from the.pslicy

{
indicatcr need not {(and in general would wmot) reflexthose veactred by Ien Fricdann's

&
indicator of sconomic metivity., Bub this does not dotract from 4 déscripticn of

decisions where

oy Al ne &
The cholee of moactary soﬁuoa is datermined by the view taken oi,
the mechanisms through which meney influcnces the nrowO?w. A
rarget should play a key role HJ the transsission mochanism and

¥ - - Fi o
roliey can be effective 1f both the influence of tha 1%:0n Vi
t a he a th

pol.cy on the target and the impacr of ﬂwm target on the

aurhorities' objectives are understood.t

srist the zoney supply 15 the chvious n;anH
bohaviour of the money supply can be conty nn
n the fugrrunw base and changes mn the vnm
dictable effects oa economic activit

For the monet
Viriabla. The
by o\pnpn ng o
meney have pre

e - e e b {eshla
The sclection of a short--un target (by which I meun aa intermcdiate target revisable

- "y ¢ e d e = th Pt
ia the light of inferences regarding the Mnuunf of exogenous vardables oo & fael

[
veriable) then Lmvolves a causal relatiosship and thus iumplies identification wita a

particular subset of hypotheses pertaining Lo our cconod ic envirvonmeaut.

DECISION AND SURPRISE

Lo

It should be stressed that in both cases, whether, that is, W& accept taz

- ~ e H
framework of the variance approach or whether we opt for a characterfzation of

solicymaker's perception of his environzent that comprises a variety of competing

3 i LORCTO ables 4n tha systez
hupotheses zbout the structure aad paths of the cropencus varlables in fae syates,

{ - - Rt =1 1o o i1a ¢
the discussion so far yiclds no insights zegardiag how the policyrmaker is to
_J
.

: 5 2 e £ 4
distinguish between changes that call for a revision of his pervception of hils

environzent and those that are consisteat with his prier perception.

. ! < PP
Tn the context of the variance approach for exampl

when that is 'the money stock is continuously ebservable aa
146
tinuously adjustable’

w»ﬂln
Tate con , 'ideatfcal to Poole's co
whereby granted the .oterest sencitivity of the demand.far

.the optimal slope of the LX by taking the

obtainirg
[+

sensitiv - comprised a poliey aiming to altev

P - 1y oty
wodel by intericcriny & mew element of {co)vwariation in th xer's
” Sapmntomas d
adjustment of comtrol varlables. Nothing is said about how the policyzmaker Is €0
Hn—@ - tao A s n
respond to new data, to what Keynes called 'the nows', or indeed hew, In &

stochastic epvironcent, he is to distinmguish between cbservat ions that comprisc
s 1 e
a change in the data and those which in respect of his u ier belieis are

aliere T arroning To e
and thus leava the equilibrium of the system wnalteved., It Is heart g te e

5 i - ! Ty —— e cmslder
tol2, by Een Fricdman for exazple, that the policymaker should consicer

@
- o M-
availa%le to hizm to establish the nature ol the- disturbance; to wse nls punzaing

< 20 r i
hrasa, to examine the information cowprised Ir Leapvediclors of khe

.Hmo But cthis in

<

“\
elements of incoums no woy anewers the question of hew the poliecynaier



. E v . . Vi ke e tew a4 e emt g ark sy rekad

{6 to interpret any particular plece of news into a rTesponse, vhen this may
constirute elther an observaticn consistent with his prior beliefs or oene tiit

calls for a revision of such beliefs,

The imue should not be obscured by Ben Friedman's emotive term of 'surprice's
The intultive appeal of the infoirmatfen-feadback rules derives from the fact that we
are tempted to interpret deviations of the inforcation variable from its expected

value as signifying non-stochastlec changes, rather than ch.nce happeningswhich, by -

definition, may vanish pefore policy 1s Huuwowﬁsnoa.wmw Yar nwo toptimal policy'

renders 20 insights on this when che prior perceived varian alno<mn:;ann nateix

of disturbances is employed to infor the response to eny glven driiation from the .
prior defined expectation. And though the recommendation that the oc”:om»nhmm should
exploit all available information mikes gome amends, it doca so in a very paveial

way, never challenging, that ic, the Jurabilicy of the mnr/or paramctera

characterizing pwn.ﬂoHHnwubrnﬂ 8 prior belicis regavding responses of cconcuic actors.

The seme is tree in the framework of ignorance rnan ibed sbove, so long as we

insist on precise quantitative expression, on .ounaqhw_u1«pnomanm. capable ol such

expreasion, noswithstanding the ackncwledpement of a 4mn»onw of competlag hypotheses
out the structure and the patha of the exopenous varidbles in the svstes. Here
{
egein the centinucus adiustment of the policymsker's noanﬂow variables, the feedback

rules, are then no:gunpo:aw on a prior perceptien of nvn envirernm & which however
. t

varied renders no device for ite replacement,

d_.
!

At best therefsre in both worlis we are then facec

4
hchﬁ: a Mvrdalian secunnce
being cold acither how the policymaker 13 to Wnoonnoaunn tha news, aof

znalvals

what role must be nssigaed wo !

ouncaertainty dtsall ﬂ:wn rmust curely flow from any
3 i
experfence of falabllity of oxmnnnmn»on....$mi For wnn_MN»or aan, of course, (and all

other variance approach excrcises) theve can by definition be no room for sidch

"niceries', Probabiliry which coupriscs the corners tong of the wvarlance ap

nroach leaves,

Chy

5 Shackle told us often enough, no rasm for "novelt

the DTrupner-Meltze

Laal

arawork, ia which coppeting hypotheses zbout the st paths of the

goal vardables in the system cre rceognized, in which, ‘that is, the policysiker

recornizes the insufficiency of the information ucuﬁprc,m in m;ruv~»55>:m elther a

perticular prior belief cbout the structure ov & particular path of vTo eXOEANOUS

.
i
variebles in the cyzem, we must clso comjecture that ﬂmm policy may lay cowa tules of
. i i
ccaduct for the renge of 'no potential surprise! $h:wnwnb;nnﬁoﬂvnnnomn»nu of his
:
eavirenment cannot  be dmmune to fresh 4nocpnnmn fron nwn occurrence of events wh

~wmessibility was looked st and rejected or which were u»cdn even imagined.

Looking at policy as a process of dacision, the latter appoars to raise

awkward questicns reparding the meaning to be attached to 'strategy' im a centext

of competing hypothescs about the structurae. Can policy decisiens, in a worlc

e AR A A e e

characterized by ignorance, be adequately deseribed and analysed as proccsses conditional
on a number of alternatives between which we wnow of no reason to discriminate, without
the need to enquire into the epergence and durabilicy of such bellefs T Can the Tasge

1

of nen-revision be 'objectively', tuniversally' definaed by appeal to statistica

gereralizations ? Can isolated decishns be motivated or examined through schemes

that rost on laws of scquences of trials ? If we feel (and I suspect we may) that the

answers to these questions are in the negative then! what role must be accorded ¢

judgement .? i

Yet on reflec.ios we may feel that the analysis of poliey under ignorance asd
uncertainty already described is noC jeopardized by such conundrums) in that its
purpose {s not to render a precise formula, an algorithm, to teplace the dec sion-tak

but rather, as Kevnes would have put it, to supply tan appavatus of the mind techalque

of thinking tnat helps its possessor to draw corrcct cenclusions.' The scarch fox

en zrdinal scale that permits reliable Zaterpretations, cormparative Statements, :
cualitacively corvict results, of the thrust traasmitted by poiicy points in this )
AL YELY

dircction. 4nd so does Saving's discussion of a target which is revised in the light
of suzh 'qualitative' information. Obvicusly such 'elassificateory' statemants <o natl
render a sharp divide that permits a delineation of responses in accovdance with a

sarticular compiex prior bellef and a revision of such belief. 'There is a zoae where

the non-surpricing cutcome melts into the surprising and 2z where the ouZcoze
8 F &

which does nat call for policy revision melis into fac one that dozs
?

To be sure this vision lacks the elegance and apparvent preei

of the paradigms that

nnaunﬂnmum..vuu

...casily appeal to the sophisticated analytie imstincts ef

But then again the policymaker operates im a wa

are too fluid, toe complex, too mutually {involvad, too clusive,

too much subject to leamning rocesses, too evoluti umn‘. qmanponm and §

surprise to yield a scheze of ascercaimable, velisa ble and permanent parazater

nunuﬂbnmm..wmo



MONETARY TARGETS IM PANDORA'S WORLD

searing in oind the remariks at the end of the last subsection let us retuin

to the conduct of policy in the three countries considersd, A quice glance at

official statezents (and papers preduced by bodies influential in policy momwmdv

does reveal considerable ecclecticisn in the terms esployed in connection with |
157

the chosen aggregates.

Irtermediate target, proximate tasget, inforoation

variabic, indicator of cconemic mcrivity, policy indicatcs, monetary indicator,

&nd cven policy goal are liberally bandied avound, sometimes.even in the saame
ys

decument, to describe the aggregate chosen. Correspondingly causality, :

controlability tightaess of associaticn with nominal iaccwe,

stubility and other

charccreristics of demand for money are offered to 'axplain' the proferred policles t

N k

Leaving aside the query that our prececding discussion poscs reparding the

and the choice of one aggregate over another.

rmeaning or significance which one should attach to any

158

search for an aggregate

that scores highly can all these counts, that the advent of, and

wo may note

aherence to, profarrved pclicles cannot be gaid to Lave wesced, or to reft, o

. < t
cecnvineing evidenc nnmuﬂnﬁcw the ﬁnNan of the chosen agzregaces wn any of these

counts, Taking 4 lengor tera perspective:

The United States

e ——— .

Tn the US the second half of the 19¢0's was a period of radical

veasscssoent of the role of monetary vowmnw and of inereiving scrutiay by

1668 the

taking the view U

s of the affairs of the Federal Reserve, In ] Committes on

Steadards for Cuiding

Cenpres

Monotary ﬂOpmnu.Hmm

= tha Foderal

Resorve can coatrol the wmoney stock, reasoncd that while moneta.y pol
giznificant effects on expenditure, output and prices, our ¥nowledoe is nat
Thus, the need for

tary authorizies (cven

as to cor—end fine tuning policies. while stressing clearel 1

= s to th ane

!

e posclbility that weights be sttached to the varicus goals in w

& goal function) it emphasized the need to aveld large swings ﬁ

in policy and moted '...that g steady rise in the woney sup ply move or leas i
consistent with the proiected vate of economle grewth - gen werally in the range W
of %5 per ceat pey year = would be a healthy leng rua 2 cal'. Eoa m . w
i+ furthermore reccrmsended that 2 repovt te Cengress pe tabled ot the beginaing m
of each year concerning menctaty policles for the comiag twelve montha. Mearwhile m
& eovestowards mnnhnun.mﬂwwumnu.rs policy desipn on cradit and aannUﬂa apgregates “
can be traced in the deliberacions of the F.O.M.C. w4 . . M
; . !

¥

X

PSS TR G

1430 v

o

By the end of the 1960's the latter body had begun to éis

operating tarpets’ {suzmarized in terms of money rariet conditions, and relating

samboer bank borrowings, nat reserved and sometices

to the Federal Funds rate,
the Treasury Bill rate) which tad comprised its entire concern previousl

Q =
L
1]
Sie

which were deemad to be under the short-run control of the Manager of th

Vintermodiate tarpets' (initilally bank credit and subse

A

Account, and

monetary aggregates) which though not under their i

nowosnoauuumuaapnn availability wore cees winate

med to bear a more det

relationship to ultimate goal variables than interest rates. The new setting

oo \-.1
could be interpretted to imply a procoss running irom moncy market conditions

wonetary and/or credit ag sgregates, and therefore {(perhaps through changes

relative yields) to ulimate goal variables; but a conception of monetary agpregates,
at basg, a5 an i dteater of economic scrivity racher than zn dntermeciate £avist éid
aot vanish. On the other hand a longer run outlook 2id emerge aud with it

systematic inferences of anticipated curcotes both through
forecasts (drawa from the Fed-MIT-Pen and other

1 d-emental projections.

aliernative a2

questions relating to controlabilicy of
163 . 0N ;
nev zelatios c:pvm. the releticnship of alternative monTerates to
aominal ny..ya and also the implications of alternative st rategies (placizg
165
t rates),

different degrees of emphasis on monetary aggragates and Int2res

wae made.

The results o the investipations into the arcas lisred above &id reinforce
the belief

‘he studics at tae turn of the 1960's nor

th1r atteaticn ow menetary agpregates was not unwaminted,  But ¥

fallowod -TC

those that

wequivocal verdict in favour of an intermedifate target strategy in

of the aggzregales, Or on any foedback siratepy based on obgervation

apgrepates alon Significant doubts Tegardaing

for soze of the mpnnm. short-tun stability preblems,

a5e

in predicticns based on mometary apgregates and
closely linked

roral consideraticns -

objectives more to fateresc vates (in particular

movements and z.z. housing), ensured tha

paraaps for a geriod = the shift in enphasis never went much beyond the

point of diractives for growth of bank crodic and wmonetary ogpregates to be achieved
5 average over the two woaths fellowing tha F.0.M.C. meeting, subject to a

clearly ized and rigidly achered to Tederal funds rate uwo<»mo.»oc miv briefly

4m 1572 was somcthing move akin to the policy indicator favoured in Irunnar's

¢t firsc total ﬂrwnﬂdma Lnn shortly aft

erwards Tese against

a
feposits {L.e. a comcupt 9umPWoam to the reserve compenent of CEY

s e Ay Yy R S b



sdopted as an 'operating target’.

Viewed from the standpoint of beginning 1975 the situation so far ag
knowledgze of monctary precesses is concerned looked no rosier thaa balave. .
Certainly the more simple demand for woney functions for My, the sggregatc on

which 'primary emshasis' at first continued to be plazed in the F.0.r.C."s
F y emp

{nstrections to the Manager of the Systew's Open Market Account, @s fun wel 1
ducumented L5l znd as Tables IVa and IVb may serve to remind us, ¢id xhibie

considerable variation in parameter estimates depending on nmw gacple period
taken. The situation is better for Mz which by 1976 caze-fo coraand an equal

welght in instructions pertaining teo the moathly guidelines; Lut here again

theve 1s considerable voviatlicn suggested in guarcevly e-tiwates, nnw<Jun iy
insofar as centrol of wenztary apgregates is perceived in tevas of
168 g
',..6liding up and down the demand for memey function'”y by changing interest

M~

rates (treated as contvol variables) these functions render 1o precice
solution to the control of wonetary aggregates problem, while the same 1g tru2

of results frow appreaches that focus en the relationship between the wouetary
y 5 169

wase and the money supply. In the same vein relatieaghips focusing on monetary

aggregatzs as indicavory of ngminal income (ravealing cerrelacions in loparithadc

first differences belcw those sccured by focusing on the lagged value of the
dependent variable) clearly supgest the rather limited walue that oaoe may have

preperly attached to them in this capacity when consldering their werits as

vonetary tarzets., And whereas for a time reduced form relationships did appear to
7 P HH

uno<.mn support fov fact, stronp and predictable cffects of money on nomin.l
statisrical analyses supporting 'unidirecticnal caugality' froz

the forzez to the latter qu_

could be relicd upon in policy design without the risk that they will be showa
to be specific to the policy vegime (the imstituticnal envireament, the ¢
anncnunpnnmmuOMﬁucnwﬁnhunnnapwmnuncrmnwynx:o‘n myusj.phw evan in

St. Louls the preclse pavemster estimares drawn from reduced {orm equaiions on

o

ifferent sample periods showed tremendous diversity.

Furthermore as C, Christ noted in 1975, competing structural modele of the

~

n
US ecenozy '...disagree so strongly about the effects of important menetary sud

scal policies that they camnot be consléered relfable guides to such po
174 i z

onnm_, ' a2nd no less to the point he stressed '...that econ ouavzﬁn forecast

1175

can be improved by the use of subiective judgemen

34
actual wvalues mwn models not subjectively umucunnﬁw does not wnwv.b..uum

and astretepy as tearing any dircet relationship to madels rouched ez a vn«n»ncwmu
|4 ?

prior belief about the structure. Fevertheless the two-s rd‘nnwutmnpm.w proced

ay have perzitted the inference that such estlzates

while mn:b;m;e '.o.use of

@
i
m
W
i

G such an informaticn set it eeems hard to think of the annouured tavgers

ciple the F.0.M.C. takes

where '...ac least da pr

of the epportunity to reassess the money income rel

wmoney stc:k crowth 1s consistent with ultizate objec
quarter 'pursues an operating strategy which makes

178 3 ; . " T
intermediaze target for policy'.” A ptrict interpretation alenp mean-variince

lines furthermore has caused 3en Friedman to conclude tha:t the obstinence cf the

¥.0.%.C. from exploiting the within the quarter flow of new iznforzation - by

: i
determining how much of the money stock surprise is duc to a spending
disturbance aand then allowing (granted that the demand for the relevant apfregates

el

is certainly not Independcnt of opportunity costs, sCe =43 5le IVa to IVd a=d

Appendix B) for the LM curve sloprin gauging the optimal policy = is lazmentable.

wharever informsation is availlable to decide whether and wha revisivng are

required to its projected growth ranges for n:n.<pw»05m agzregates.  Dut althoug

arnouncesents regarding the yearly growth Tfinjes are only cmade on guch occasion

it is at best a pross simplicatlon to argue that the Committee pursues in the
intervala between the quarterly policy reviews an intermediate target etrategy
of the kind described in pp. . above. True enough the setting of teoleronce
ranges ond the granting of specific iastructions regar num vesponses 1f gueh

ranges are violated, does bear a rescrhlance to a strategy which, within

specified limits, the shovt-run cbjective is to rinimize the expectation of the
aquare of thza coviation of My or Mz (i.e. the agpregate chosen as the focus froco
the short-run ozerational standpoint) from the path cons ideted at che last
policy ceview as consistent with the attalnment of the desired value of the gasl
varisbles. But the resesblance (at least to the ¢

of the wvariance approach) wanes when we remember that: {
get not cnly for mcietary apgregates bu

(L) the percentage point spraads ezb
ranges have generally been set <o

in the guarterly/ome year tavget ¥a

Manager of the Open Market Account have varied considerably in ezphasis =5 between
monetary aggregates and interest ranges - 60 much so in fact as to have

directives labell _nmmnnmpnnn_ directiva and 'monmey mavket' directive ~ and
,often recc:ded considerable chanpes in the widrh of the Tange for the Faderal
funds rac uuw {& le & ranges for both-monetary egpregaves and Interest

Tates are thus o
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£ the Federal funds rate fros the specified ranges have been rare they have : i . risk greater disruption to the economy than the short-run instability in =oney
not been so for monetary aggregates nor have they MMMchnuw provoked responses . ’ srowth rates the policy was sceking to avodd.' (185

that will bring the aggregates within 'tolerance'. S
A R In this environment where precise relationships scem ephemazal and, "

Cbvicusly the Federal {unds rate provise sets a limit to the frccdon _ as A. Buras notad, 'the relationships between wonthly eor even wnuuww rates

affordad to the Desk to pursue on intermediate target strategy. 'So Jong as the ’ of wonetary expansion and of the performance of the econ ﬂw is subject ta
funds rate resains within its specifled range the Mapager docs have leaway to - congiderable uncertainty uader the best of nuﬂncﬂmnpunnm..pmm where evea for -
respond to evidence that the weighted growth rates for My and M: are.approaching . ¥ the narrower aggregates there are quastions of coverage and ervors in measurement,
or moving outside the linits of thelr ranges' .Hmw but .memwosnu rates for My and vhere lags in effect of Mumwuzanzﬂm of policy on monctary sggregates are leag
M2 ...appear to be vemalning cutside the Comittee's desired ranges wad the ' relative to forecasting uvwwﬂﬂu_wwc wheve 'the. demands of the public are subj
Mimager's actions to counter this deviarionm have moved the funds rate no the t to rather wide shovt-term canmnuoun_.wao ¢ question of yielding to Iiwed
upner or lewer limits of its range, he must requast new dnstrucctlons m«a the . ) . furoulae hardly aﬂpmom. In this envirenment as P. Voleker put it '...the Teleral
noiawnnoo.wmm :sn_ in turn, as is abundantly clear frem its acsﬁrww divcctiven, % Reserve hos pointed out now and again that it is neither vonuwvwe noy deasirable
utilizes whataver usronamrwon ig available to it to ranvnuﬂﬂ,wrm source of +.. ’ to attempt close control over the growth of monetary agg
the disturbance so as to vespond according to its 'Judgement! of the siuvnatlon g . ﬂnﬂnonm of tioe of say a few wecks or even moaths' pmo In th
acd hence in spparent conformlty to what in Ben Friedman's analysis ecopulsce . “ confronted with an unexpected overshoot or undershoot of

Yourizal cirategy'. Two feacurec should ba nored however. The first is that the F.0.4.C. hzs taken woderate acticn neither fully respoading nor Iully

igroring the wiss, until the underlying growth tensency caa be differentiated froo

; 191
: the noise of short-term aberations in the data' m ~while it continuously taps o3

the objectives implicit in the monthly revisions do not coincide with those

conditioning longer term choicés. From a short-run standpoint external

considerations and concern with conditions in financial warkets continve to all cources of information avalladble to 1t to gauge the movements in its goad

play a more ralor tole than what may be considered leager-run ultimate objectives. varisble(s). In this enviroament -

Seeondly, (though not quite unvelated to the forer) t.o width of the tclerance )

ranges highlights the £act that in contrast to the pimple variance madels the of what is appropriate Ia thoe
and financial developments'iS2

...monetary policy represents /the Fed's/ best
ight of evolving

absence of precise inforwation about the structure, at least over ghorter
Honetary aggregates gerve neither as an intermediate target nox as a unigua

194 4 . -
source of daformction; and so also the recommendation that the ¥F.0.M.C.

iatervalg of time, in gencral precludea any systematic inforcices from deviations
in the growth of wonatary agpregates on the gaing to be had frow offsetuing any partt

tabandons its operating strategy which makes the money stock the intermedicte

25 noted, there Lo no veally good way to detadt i5s
5

menetary growsh longac-run targats aye Truly target £3: policy’ is guite superflucus.
temporary and when they reflect more fundamental developments... MW;& xnﬂnmw
to avold over-rezcting to short-term developmenta the Federal Reserve fag dn -
practice to tolerate shert-run swings over fafrly wide nmnmau.wmu Tne United Kingdon . %
Consequently short-run variations in the money srock comprice if - Lovery A sisilar pidture emerges im the context of the UX, lere again the late
1i=tred source of informatien on the basis of which the T.0.M.C, wmay alier its 1660's @14 witness a shift towards greater actontich on DORCLaTy SLEYRRatcs.
policy wsmn“cnmuun either 'efficiently' cor '4neificlenzly’ - ndingly . To seme exien. this shift in emphasis - terest rTates and cradit
chort-run deviations of the apgregates from their "desired' path are no. in genctol & conditicns towards Domestic Credit Expansioe ‘veney supply' - wos
gource of concern since 'there scems to be little or no evicence mrun (nart=rva ; ,”unuzﬂmnhu_ o the requirezents which the Internaticnal Monetaxry Fund placcd
fluctuaticns in monctary mnocmw_upnnw even ocmﬂ periods of up to wmx manthe have : in oxtending its support to the UX.  But the advent af Cozzotition and Credit
rajor impecis on tha econ 5y, 2% 0n the contrary '...tte fommittes's hellef [is/ w ! 4err. . Contrel, allesedly heralding the era of money stock control, of emphicls on
that the shore-run volatility Ia mavket intevest rates lwxopw to result froma .. __ "quantitius' rather than 'prices’, also veflected the optinmica that the early
policy [3ecking to attaln closer shovt-rua control of monttary agiregates/ would ¢ (2 rather fow) studies on the demand for weney fostered.’” Indeed, st least

|



in retrespect, the extravagance of the claims that hinged on them is quite .

stagzering. ¥or in ome clean sweep they appeared, and were interpreted it .

scens, to afford & revision of long cherished beliefr regarding not only che 2 ;
a%3iitty to control manctary apprepates, but also, in a more vagul &ense, the .

desirzbility of o doing, and the information value of such agpregates.

In 1969 the sutherities' concern to exercise pre ter coarrcl of

!
Domestic Credit Expansion wos still cubdued by long-standing uocwnmwom eparding M
the effect cf wore aggressive cperations on the mpHnlmanma warkat, Refluecting A
vicws expressed since the late 1350's, and eloquently presented in the Bank of
Enpland's 1965 description of '0Ific ancactions in the Gili-Edga e 157
the official position was that 'Iecause the market response to & ooderate price

change for gilt-edged has been found to be unstable and citea perverse ia the

s TN

short~terw the-movement of intertst rates required to achicve adequate

liguidity abserptien through debt operations may be so large that a ranid or

":
}
=
[
Ly

seesingly arbitrery adjustzent eculd permanently damage the willingness of

investors to hold pllt-edged, compounding the difficvltica of monetar)

[itus] offic

wanagemeat in the future... 1al operations in glit-adged contlnue o ..o~

N

ba constrained-both by-the underlying market situation and by lenp-teim concern.

for the maintenance of a broad Hbﬂwnn..u 58

In 1570 the Bonk in its cvidence to the Select Commlttee ewamining its
actitivies continued to wefer to the '...difficulty ...onu reconciling the

pedestrian day to day desire for th the policy of

199

5 orderly gilt-edped market wi

restraining the wmoney supnly'. Sut by 1971 the Competition and Credit Comtrol

-

gnnounces=ente cecmed to suppest no coniflict of this kind eny =ore. As

Cherles Goodhare pub it

money functions mwhnUH ’

a falrly stable reiationsnip
current and previous incoze aad

uwnmmﬁuna rvp ﬁﬂ cvious possicicm that

o scentible in the chort

play of nx“wu(ow:'puo expeetatd

aterest ra
finzncial 1

term %o the rd i
conttol of ehary mmnqnmnpnm chrourh normal
machkanisms wauld be impr Insafar as

. ceney has & steble and p e rela !
interest vates it nu:ﬂn ceem  to muvw: that an v i
rates by the autherities would have a deterzina ! !
nnnnw stock... Furthermore, by concentrating o !

hip between the aggregate woney stock, incomes :

races, the thrust ¢f this research pointed towar .

controlling ponctory aggresates throegh macket mesh anigac ond .
m:ua from the previous poliicy of ceatvelling ¢ ceopones ; i
Zemeatic credit through physical rationing'. 200

Ty
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To be sure the gains to be had from such contrel were far from clear, as

ignorance {evident no less in the total abseace of monctary ariables from

201

-~

forecasting wodels) surrounded the effects of changes in the woney stock on Th

ceuposition of expenditures and even reduced form relatiomships, replicating

nder much more equiveccal an aaswer

f A 202
than believers might have hoped. W Eut

investigations of US ewpericnce, scemed to

then

for the 'importance of money'

again there was evidence of sorts inm the Dank's own ros that such

correlation as there was between money and inceme rua fvem the former to the
lacter, while also {and ome may adéd, curiously) since under Iixed exchinge

vites '...tae level of Interest rates was largely determined by extermal

considerations, the demand for money equation scemed to allow ene to read

vhat rate of wmon:icary growth would be consistent {or more restrictive or =oT
: . 204

expansionary) than the gevernment's dosiestic objectives.'

Paying 1little attention to the considerable differences In parazeter

estimates rendercd by diffcrent formulations of decand fou wmomey functions and
Ly even small vaviations in the tize period cmployed, it wau
reasoned vhat tie estizated relationships can serve to infer the wavezest in
income. 'In practice', Lionel Price argued, 'the sutherities ¢o not kuew
the current level of incomes in the eccnomy as a-whole; a veasunably
comprehensive and reliable picture emerges only some months afyer the eveat.

Yeanwhile they must grasp at straws in the wind, As intevest rates are kaown

from day to cay and wonthly data on the money stock are received quite quickly,

the demand for money ecquation could be applied to discover what level of Income

ould be consistent with the observed intercst rates and weney stoch; thi

provides an ecarly if approximatae indicator of meviments in incoze besides
205
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already avaiiaple.

Whethey such parceptifoas amouanted to menetavry aggpregates belng seen as

information variables, whethaer they comnenced the pursult of a policy zizin

e |
to wminimize the deviations of mouetary aggregates from thelr expected path,

stances proferable, is hard for

or whether a feedback rule scemed in the cire

the outsider to decipher. Mest like

locking back Charics Goodhart conflimted thase

cauld an L.Price/ by adding that by takin? steps to

counteract the divergences of monetary agpregates from thelr cxpected path -

when such divergences wers not held to be due to money market digturbances
/the] inforzation fabaut fncoze readozal Sy the demand

sbilize the path’of incomes') But at aoy vate

- one could hope to use

vactio u,.w Lo &tC

for money

targets did not come the and by the time nrn% caze nothing of the confidence

3% the turn of the 1970's remained.
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rience in the pest-Competition and Credit Comtrol pre=

ts cra, is conveycd too clearly elsewhere in this ¢opcnmmow

The precise expe
targe to pewmit that

A the scopa

3

1 venture into & detailad description, which 2t any vate would L2 be

of thic paper. Bur whatever the rcasons the sround in which :crgets sprouted
P 4 P

has & wore vapged appeavance, Teseubling wmove in scwme rerpects the Lu60"'s ind tha ~

than 'the brave
Indeed, looking back, Cozpe
208

predicted,

view of the US deseribed above, new world' thut Compe . cion

gnd Credit Control envisioned. tition and Credit
scems to have been the last aad

-1972

Control, as alas one could have

neost short-lived of the manifestations of ‘the unnswmmwcn\wonpnnw_. By

the cephasic on control of qunritites through variation in prices scemed a

.

delesicn, or ot least cozething to be Interpreted much more cautigusly than some

i year ear rmuc;pq cncouraged to surmise, as the discomiort provoked by

anticipations of unlozding of gilts by the banks was relieved by the

suthoritics' provision of a 'specizl loan facility' to~the banks, alleviating

-
the squeeze on thedr reserves zt a cize of unprecedented increcses in bank
Informal reguests

lendiap to the sector and in the money supply.

to the harks reg ag on savings depesit rates and last

ardiny iendiang, o ceild
but not lzast the suppl
)

czentary deposits scheme, suggeated that nedcher

i
- pectoral effects were beyond the concern of the authorities nor was control of 4

fupracticalt, 1s oa

deposits through varfation in intercat rates as straighcforward an escrclse ag had

eezad only shortly before.

nald

her by 1976 anything rewained that could still be 'to dissipate

the previous pesulmism that Financial rarkets are so fickle and susceptible in

the short-tera to the wayward pay of extrapolative expectatlons, that control

of che ctary aggresates through norwal market nrchanisms wweld te

£l

nluo renderx:d

cvidence very doubtivl. Dut the expurience

awareness that the cholee between quantity and price is cendicicnal em the time

{nrerval considered, and hence the compromise: 'In the short-run fir.acial

carkets can be notably volatile while expenditures and cutput roll forward with

stoldd inertia...; co during shert nnn0ﬁ<gpn. e.g. day by day and week by week,
the random vavisnce in moncy warketa :ﬁHH;v‘o zbly be large r2lative to that ia
the gocds tavkets with the fmplication that the shorter the tize peciod the

cd

greater the ezmphasis the wcnetary autherity should place on stabillzing interest
209 i
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Equally to the point hewever, even over longer intervals of,

rates in the money market’.

51y, a
_eguarter or more the cenfidence that could be placed on eny,rrior.belicts and
consecreatly the informaticn to be had from wovouenta of sanetary aggrefates

increasingly (and, as the vesulte in Tables IVa and 17s suggesc,

£

tustifiably) questioned. The bitter disappointrent of this ewpericnce

is eloquently conveyed in Charles Goodhart's conclusion on post-1970

cvidence:

tThe monctarist edifice’ he commented, 5

on the stability and predictability of the dera

function. Zconometric study of the data In the 459

guggested that in the UK we teo could build pare o our i

wonetary policy on this basis. Subsequent expevicnce has

revealed weaknesses ﬁs this fou smdatden,' 210

.o A - :
In fact, co this day no derand for money function for ¥y ov fM; has beea

traccd tnat exhibits even tsensible' let alome 'ctable' reponses and

which may therefore, be said to provide 'a reliable foundaclon for policy desiza.’

Reflecting on the estimates presented above and on those of Table IVe of this
paper one may suggest that it is hardiy a coincidence that the Dank

has been reluctant co present anvthing regarding the periorw

et R Rt

[s]
ance of cdemand feor
11

e

£4,, or for M, for the period beyend 1973. ILut even 1ts recent oe

vz
slippery, one may say) vendering
0.045 to 1.7

to 0.543 fer the chori-ters

(clutching at whatever reed seeas less

i 212
as it doecs a

{ncome, .0.098 to 1.791 for the price level and - 0.0%5

1ato ¥

-
I
by
&
"
*
r
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vange of long-run clasticities of

rate, supgescs that the cvidence available to the UX authe from their

attempts . estimation of demand for money functions presents a serious

challenge to the comtention that adherence to *guantity' ed targers can

be justified ov explained (as offieial appeals to inte
213
cncourage us to belicve) by reference to Peole's

To be sure, prediccions of behavieur of the veal sector leave

But beard

problecs,

much to be desited. a mind also the rather infant

monetary variable

©
[
=
£t
(=]
[
Ha
e

incorporation of

it seems pertinent to conclude that a

tevms of the variance Utvwomnx must proveke as & ui ot made by
Lisnel Price, namely that: 'At present imstabilicy - in tha sense of ccownsmists'
failure to predict.events, or even to explain thea ‘satisfactorily with che

benefitr of hinde
It L=z, ther

ef
the UX at the present

Granted this it 1s not surprising that the

their US couaterparts, neither regard any =onefary 3g
inte

te hcu

sedioze torget noT as & unigue
g¢ the sdiustment to thel

zbles

deviations of the'goal vard
'



the 'short-run financizl warkets are notably volatile' characterised fas Bank SR

of Enpland commentaries sometimes stress) by sharp swings in confideace, is

conducive to ecphasis being placed on stabilizing faterest xates. External

casideraticns and other sectorzl effects, such as
bullding sscletifes and the housing market also play a cole in

71 .

this context. In sdcition however the failure of the UX authorities to =

those pertaining to the

c
behavicur of

secure any reliable infermation regarding the parduciers of the demund for

forecast rate of

217

money functlon implies that the confidence placed on any
and hence also

'4n the Unlced

growth of the chosen aggregate is severely cireumscribed,

to attain any such target streagly discounted (as

« of the Sank of Englund revarked, 'w

Covers avae

t rocently

g, EHE

been able to observe a coatinulng stable rtelatlonship between money :;L unnosnm.vnpm

excoot insofar as the redel employed by othey cconomic snits in inter preting 3uch

deviations is not subdiect te the same uncertainty. With policy makers perusing

(after the hopes of tha turn of the decade) an envirenuent that brings to

mind passages from the Radeliffe Report ap the pursuit of a proximate target
220 i

is hoth half-hearted and also subject to no obvious strategy in wiich o 2ommit

guch instruments of policy ag ere mcuupmcwe.h Lesides, cae zay policy . _

wakers now know that even if the demand functions for monetary hmm:\mmnma were
e L

better behaved delays in statistical information wake it wio ncult B T...ac

" 1222 i

diversences from forccas wvhile there is alse the caveat that

able and steady wometary growth carries with it the risk of inpirument

1223

oo
o

instabilicy in that intevest rates will need to fluctuate increasingly widely.

cight &t lezst the situation in Germany appears to have been

rather different. From a longer run perspective, the high priority atcorced to

price stability throughout the postwar peried, and the relative emphasis oa

ronetary, rather than fiscal, policy for much of thig peried, were features that

crmany from the other two countries considered, Ualike the
role ascribed to =on
2L

2 i

vopunm was never deemed to be that
967 the

erences in objective funciions betwee

2 3
¢f accoamodating fiscal poliey. Indeed until 1 Zundestank's actions

(revealing marked diff a 4t .and the various

tiers of government regarding the pursult of price stability, ewmmlowvment and crewth)

invaricbly aZmed to counteract not only the Influence of purely ecxogencus factors

cal respon of the Ac when

tovards limi

varlous tiers of governzent.

ing discretion occurred, it was to constrailn fiscal

ity and Growth Act sought te ensure greater zo-ordinaticn

Lk

the acdjustzaents

Yide

of Tedaral and Linder governzant policies aad defined precisely

funds

in governzent budgets hanocm: so-called 'cyclical regerve zed to :

‘conatitute the appropriate fiscal countercyclical action in the face cf

fluctuations in cconowmic activity.

Yet the significance that has tradit fonally attached to Central Zank

Policy ghould net, I believe, be interpreted to have implied In the 1530's at

least, emphasis on control of the woney gupply (however delin

by which ultizate objectives could be achiaved. Refercaces to the meney stochk

are in fact rather scarce bafore the turn of th 1670%s. Imscruments of palicy

are deployed to effcect "bank-free liquidity' (i.c. bank holdings of centza

bank money and other short-ierm assets that can be used ©o duncreasc

rinus cowpulsory reserves) and thereby interest vates, cradit and the demand

for money. The influence of policy cn ultimate goal varisbles 1s net perceived

to operate through changes 1 the stock of wmoney balance, but

chanpges in the asset composicion of bank porifolius

expenditures through changes in availabilicy and cost
X 8 2

respect the emphasis is on flows rather thaw stocks, and the coney stock 1s

a conscouence of the effect

—

of policy on other intermediate targets

. concelved as

and of their effect on the goal variable

By the bepinning of the 1970'c there are sounds of regard for wmon

A
w2

a determinant of expenditures. Changes din bank credit are referved Lo as

factors on whicn '"...the Dundesbank... pays speeial attentleon, mot only because,
gimply in quantitative tersms, bank loans are rarmally the most

affecting sonetary conditions, but alss because this 1s a field dn
o

Pundesbank can exercise the strongest’ inilucnce, by weans of
monetary policy, on chan in the money stock' 23 Yet, sig
{s noted that the fact that its '...instruments have not enab
to exercise strict control over the money creation of the ba
despite the great nnnmnnwcnunmm of liquidiry policy inm =many T

e insefar as control of ms

i Pl oSS

the sole dmnortant contrel of arorenate

equally essential, and perhaps wmore 80, IS pREEEal in

influances the nauncwunL ns of borrowers fwho, 1

t
nominal interest nmnm with the expected yield and with
7 Y

future course of the value of money,'] ang henee the

Indeed, although some homage is pald to zonay stock contrel, at least

are tald

1873, one feels it to be iacldental.
1972, 'ia

.xonmmnnw policy in Gersarny', we

suided by the basic concept of comtrolling the bank's supply of crodit
¥ uw



easc Iin the money stock via bank liguidity, and in

of influencing non-banks demand for credit by changing the Interest

But the analyesis that [ollows such statements focuses entirely on frec liquid
regerves, and credit conditions, while the izpreesicn that, with rezaid to
expenditurcs and hence ultizmate goal variable, the time log beowa2en policy

aad effect 1 that perceived to attach

effect on bank credit the private sector (without furties udu) ce

Interestingly the latter is so notwithstanding awareness ',..that tas

gize of the wvoney mnonx‘\aop:gp to private-resident-non-bank hol

to changes in froc liguid rurerves cad

and zi anva»ncw 12 clocely rclated to the courcz of econoxmic activity

: 22
a5 veflected by, say, the gross natfomal product’ # arnd the finding '..,that
divergences in the mevesenc of the two aggregates, thaot 1o, fluccuaficas in

the velocley of circulation, follow a regular

230

with the level of interest rates and with the cyclical-situation'

For while noting that regresslons '...suggest that fluctuations obscrved in

clreulation are

2 pyoptoa of cyelical movesents than a -

otice the similarity to more recenc

uoteranicad

Lical behavicur

computations do not indicate the cause of &

statistical correlation between the aggregates mentioned - whaother, that

4

iz, monatary movemeats deternmine economic movements or whether the course of

ceoncmls activity, diecrated by other influences results in fluctuatiens in th
259
' 3. &0 2 3

wonetary sphere’. Kor is there any evidence later invoked to resolve th

gquandary. Hather the dn offieial

cction) with the adven

creasing ermphasis on monetary .0

cregaces In

stateients coineldes (and is often referred to in conn

of Ilozting rates and with a break in the stylised lacts previeusly invoked

to describe the enplirical relaticonshis between free liquid tcuerves on
Hi
.y . cud i
credit expansion,” " Insofar as f{leatiag rates de percit greater freedem 4

2cjuating shovt-term rates to comestic conditlons a shift dn emphasis fronm

bank liquidiiy to the monetary lisbilities of the Government/Central

sistent, But the shift was induced no less rw the fact that

of CBM), it was gtressed that o

pattern that nmay be linked both

1

the

he

2

ic

L

jal

hank gez

sotion

dings of currency

1970 onwards [thc/ basic premise of liquidity polizy bezase

annmnmonﬁrw..“\ van thie froe liguid reserves had beon veduced to a level
which previcus nxvonunnnn showa to be "eritical’ credit cxpansion continuad
unakated or even cccelerared, It hmy_nw secame evident that the basic conditicn

U
liguidity poll that 'there i3 a geneval typlcal tim

ty [nomely
i
a year obscrved in every phase of the cycle between the change.in the liguid

of Lenks and hence their credit cveat

the actuad ust of this potentl

ity

lag of zbout

g

236 =
indicator, as the

central bank money emerged as &

a i tfac £ zonatary
the task of '...measure of the expansive of restrictive exfect of meunclary

- Tl -
voﬂmnm.uwu at free licuid reserves were previously deemed £o pericra.
. e nnn OF R
And yet a year later, without relinguighing it scems in the ¢y@s of Ioe
21 f

authorizics its role as a policy indicator

" 139
-t
In the latter context although no allusicns to the variance approach
are 1¢ my Yiwledge to be found in any official statements certalin aspelis 2o the
{
3 . - - By
Bundesbark's policy conception and design geen move consistent with prexinmate

’
medlec:) arpets than policy in either of the two countrics

inteThe

examinesd. In particular, the cholce of single value yearly targers ©ay Suppeast

that tha dugree of ervor at:t aching 1o the Bundesbank's apinion vo the Ifunction
3 0 o - g 3 nE |
descoibing the demand for CEM was at least initially thought to Le cuall.

And though In first annousciag a moneiary target the Dundesbank

{n t“e short-run there is no close relatlonship between the movemeat of o
a__c
24

naticazl product and that of central bank money'

remarks referred even to random

is &

somewhat unclear granted the tendesey Lo augmen auch statements by
of beh 4

to a gsystematlc pattern aviour,

[
)
0
c
o
]
5]
ot
-
o

"
]
3]

e
't)
v
=
(4]
2]
et

bank money...to the nominal gross snatjonal product

fluctuaticons mmo thac/...duriag an upswing the nationsl

nosite occurs in the cownswin

-
o

than the woney stock and the op

the central bank money stock 1t was claimed
262 .
is substantlally free from special influeaces. ihus,

Otherwis2

relationship of thls aggregate to nowminal GDP was thought to
{aterest rates, this being a major reason for the choice of this

o changes ia
ﬂ + .Hu Uh....w

agaregate in preference to My or ¥p in the first place, he behaviour of CEM
2

could be sald to posscss by 'divine ordinance’ or carelul the

characreristics traced above as necessary in tha ceatext of the variance

approach for the treatment of a monetary mwmnnmpﬁa,nm a proximate

be efficient, a Y .

Table IVa to IVd, do reveal a contrast between expericnce in West
Cerimany and the other two countrics considered. As in the case of the United
States and the United Kingpdom the precise parameters Tecorced do depend

the estimated relatienships, On
fiohdd o sead

other two ceuntriecs, the temporal stabil

on the nature of

deseribe cezmand for CIM seoms more
questica of selecrien '...the best and
of & particular pylox belief about
! L
e andCOSEELENYE
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corpatible with expericnce. But the results zlso reveal that frem a i il 8 AR S
: : ' 0 . tTq the debate on monctary theory during the last fow
variance spproach standpoint 2 proximate target strategy in CiM is by the . o " years central hanks who have chosen an interaest Tate ’
) : rs cent az ho ki
: - oot
Karcken ot al - Den Friedmen reasoning, likely to have been inferior to a W e : target have often been charged in trusting a highly ‘
back 1 ’ . : . . unreliable compass. It 1s argued that a fall er a'rise
: feedback rule that allows for a comparatively streng and cortainly eignifican: - : s ® " 4n interest rates on the credit market cannot b2 s
s . . ¥ o - S - pinte
(see also xm and % in Tables IVb and IVd) interest elasticicy of demand for Wi v Znterpreted as indicating as anaiiG o wﬁc;:wuug :
ciY : . .. wonetary policy as they may only be dud Lo Caang
ste = ) ; X » . =i R demand for credit. A central bapk which iz puid &
i T R e - czomectary developments 1t 15 claimed cannot be gu s
. _ ' - i of such misinterpretation, If iaterest vates i
W 9 [N 1 o ] = X 4 Famdt i -
vet it is doubtful whether the Dundesbank's -~trategy was iaad/or is) . © an economic upswing, the argument TUNS, the cont
percedved from a variance approach pevspective. Certainly appeals to ’ ank will vot be able te construe this as =plying
= setpictive policy 4f monetary =rowth increascs
; e A ) ) s a restrict pel 8
dntellectual anteceedents reveal cloger kinship to our df{scussion of policy . further at the same time. Convarsely, falling
: 4] . 3 F = 4 ~ 3
under uncertainty. 3 : H interest rates are not indicative of a successiul
_ ' I ' extansionary policy as long ad the prowth rates of the
. ! ;
i ! moncy stock continue to decline.'249 _
&
*The relaticnship between what monetary policy does | i -
. and what 1t ultimacely causes to tapoea', H. Beskelmann .;_ k v
- 1 -
notes, 'is so hard to fathom, according o a widely : o Orit . can hardly fail to be struck by the sioflarity to T. Saviags
) N P T R 1 B el [ 1 . 3
. . rnnnc.po e FJpn m:a actiens of a central bank cannot [ epproach to the policy problem in 2 world charscterized by 1ack of. complete
he direcely guided by it. Heace the shank, like L i i
other central banks is followine a twa-stone nrocedure. i = xnowledge of the structuze and informaricn laps discusscc oOf pases zbove
The al ohicct e e = ey 2 s 53 : .
” o rea ouLa, ives of ccononic policy, as set oub, W The cophasis on intermadiatae tarretiand twa-5LaQQ DrOCEUuTLS springing from
for exazple, in the German 'Acc to Promete Econouic H = T
Stahility aund Growth' of 1967 with repard Lo prize : # sonovasce o) the preeise ¢ffects of policy on ul
. ra%i 1 T &1 pou i - . T
m”ug.pwnw“ emiloymont, external cguilibriva ad N IS (T urelstakable. Momentary reflection however also unveils the ptatezment &9
' steady and appropriate ecowncmie growth, ave transformad %/ . _ 250
t . 4nto a moactary prodwth tarpet.  Monotary policy uge: its Sl 3&..”t_ W e oue that conflates intermadiate tagpota. and policy iundicstora. In-che
dentruments o come as closil s i ¢an o - tarse: B
et ¥ L SR osely a5 1t can Eo -a.n LATAE - _ firse hal? the discussion focuses fir
We ful renlise that in theory scrious cbjectlons cau
te yaised apainst this two-sltape procodure of monatary ﬂ we come to 'In splite of...' we are moving to policy indicators, and iz the
% Yiewy: ! i H e -4y i - :
policy: .”.nrn twa n¢prnc of the monctary pollcy procad p quctativ: .t follows we are clearly there.
are ia fact 5mwmncﬂmprm independent in the presence of | i .
. uncertainry’. In the case of the {ntermediate tatget
R sy L - 5 7 rox - o ooge e .
money steck! for instamce, interest ratce play & pard At ) vrez o1 arrow stondpoint onc way lend wore epphosis to the fermer
ctancn, not only in the relatfonship between 5 1
tg and money stock but also in the velationahd {that s inter adtate targots rather than policy indieatorsy by noting
T L R ,, srdoan oF 3 3 .
Gion LGN the wael objrifavas o ¢he conentn exuressed in Bundesbank state the need to
menctavy policy. e ol se dlf7fculties a 257 |
cast can Lo Lad lation of an intezmedizte 4stinpuish CIX from the concept of the menciary base. {et achnowledging
tarpet that covers the effects of palicy ir the financial :
; b £ nol te financial Lrn o chat {soussion of policy indicarors reveals) one 13 not
f£101d, In principle the cenzral Park is in a strong the fant that (as our discussion of poizey =4 = ) 8
position here beoause the banks' money creatlon canno: bound to accept for all {natitutional structures the Prenner-Heltzer
- SR W =, %
functicn without fca support. Oa the other hand it s
: % 2 Bho s WL Dt entificati R v wich 'the ideal policy indicator
anact echiova vary saks and their {dentification of 'the base' with e ideal p ¥ L
- . N L = 4 % -
g6 along with 1 nn nonetary clearly net sufficient to resolve tha fssue. More revealing pevhaps ave
ot caoea 2¢ o othe basis ' n a' af ! ; o J
T ; tter » 'the s nd £ i o 'two stape pracddura.
hat eheut the ceatral utterances regarding 'the second stage' of the "two stoage p dura
¢he central bank a grezt deal of effort to statements stress a close comnecticn betwaen o oand ultimate goal varfablag
. cnships approximate to its ldeas, and hence 52 Y :
L8 - . er o veplsal ne pross natlonal product ) aad dnvariably even persit
1t 1s important to know how far it has Cach uscesstnl ta {or wore prociscly the pross nas orodul i
zo dolan,  An intermediote target bppears to me the bes j he inference of a causal segquence from the former to the latter; the chioite
rged I pp s e t . the 1 q
zeans to this end.'2~
Laang 4 en of "CEM 23 a tarpet’ belng on several occasions sresented as an arteEpt €2
Aind in discussling 'which wwwﬁuwwn best reflests the impact of monezary pelicy {dentify nobt only an aggregate the demand for which, ualike M and My, is oot
noL Ana
w—dp the financial <£ield ?' he contimues -7 0. % . i i el © it fgubject to shifts induccd by interest Sate COVRDLAis (3 feature for which M3,
. _ . {,e. the sizple summatioa of currency plus signt plus tize plus saviang cezesiss

ve oof'In the debate

el

. v sefoould have scTv
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na:»m have served just as we 11), but alse an aggregate 50 structured as to

- ; 252
monNCyness

nanQOn the of differest kinds of deposits.

gince no detailed account exists of what the expecced confipuration |

ts durine the year has been at the point of

e

ch the authorivies have sought -

of oubput and price develope

each yearly polley review, the extent to whi

to purou proximate or intermediate target gtrategy caanot be ascertainad -

simply by looking at the actual oath of ChM., O~ the other hend the

descriptive accounts of the cenduct of poliey glace 1975, the tendency

-~
¢o overshoot the tarpet in the light of errors in prediction regarcing

velocity er scsis on mxternal consideratlons, and the

output, the

cern with ing bond rates and ses.aing orderliys
v

; do reveal that the asnounced objoctives .

cenditions in security varkets,

for CBM huve not compriged a target to be wursued {1 oblivion 2f ather ik

objectives or of the informatlon forthcoming in the course of the yeai.

Acknowleding such features of behaviour in the years eince the

iatroduction of CE

smiss the possibility chan this

targets,one canaot di
1974 has poued.
orowth of CRY

reflects the challenge to prior beliefs which experden:e glin

-For_zot caly.heve shori-run deviaticns from .the targeted rate of

been stressed mot to relationship to wmovemeaty - woninal wrnonn

oz
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{and furthex of a few wonths must not be overrated®,” ) but also

arval

ever over leaper in g (over the cycle) expericnce has net conicimed

to the relationshin oviginally perceived by the Bundesbank to hold between resl

and nocinal income and the atock of CEM.  As the President ot the Bundeghan

czarked dn laca 1577, 'what has proved difficult s to correctly forecast

the velocity of woncy or its rote of turnover ic resoverj
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e

s not followinz a normal cyclical pattern and this probably explains wiy
: z : 256
the veloeity of wmonay has not quite conformed to hisioric nwnF»nnﬁaaynnauua..»x

As the results prosented above suggest the lack of confornlity to

'histeric eyelical’ partems mustto soume extenl be duc to lach of

conforaity of nominal Zaterest vates to histor »n cyclical patterts aad tha

rendency of the Bundesbank o underplay the In fluence of such varizhles

9 .
5 tha rclations e Yet besides such systematic '
offecting the —

;
iding cn policy at any

hip of monzy to income.

influences there have olso been, it appears, other factors

relaticnabip in snccifie pericds

Certainly in dee

piven peint the Bundesdank has consinuously sought to

’

the disturbance thus listing over the years a wide menu i fsctors

ceeounting for unanticipated decrecases {or wore precisely, for the fal

of bunnonubnnn {revasser to materinlise) in tha ratio of wemiaal GNP t

/,<

hl
explanations that have ranged from 'exrors in seasonal adi:
{ncreasing the currency component, td

Tepublic hmwzmw the

tprowing
'precauticoary motives' growing
holdings of Dezutsche Mark notes outside the Federal

RS ok Fl ~%
nwmvnouonﬂ»ou:nn»w sceep increase in 4{ncoime of pensioners Wi cradicionaily

.sh payzents in the 'grey bun.w of

and the increcase in

..mmo to lags in respondc of expansionary poillcy.

hold more cash,

e

business actirity

Corrospondingly one notes {increasing emphasis on 'explaining the rcaschs ,
for divergencics from the target', a featurs that reflects 2 flexibilicy

in operating procedures analogous Lo ,vn traced de facto for the US and the
UK, as well as the abandonment in Decewmbet - Houa of the single valued,

# 1 wn lase
year on yea average,targe in favour of n<nﬂuco of last quarter to last

g s, atigd ad
quarter tarpet range of -9 per cent for the proweh of CBd, Taunched with
acknowledgeuents poth to the effect that t,..when setting the target it

peeved pascicularly mwwm»ncun to gauge the extent to which fn availeble money
stock could be us nw.rm asd that !, ,.the target range unnnmnu that pelicy nus
to adapt itself to changing conditions both &t homo ... aad vis 3 wis the rest
of the world 1
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