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Socrates: Do you find that your monetary system works well 7

Econgmist: Pretty well, thank you, Socrates, on the whole,
Socratea: That would be, I m:svoa,m not becawse of the

rather strange rules of which you have 105l me, i
but-because it is P&pﬂtqaa by cen of ablility

and wisdom ?

Econcoist: It would seem that that st be the reascn _ oy
rather than the rules themszlwes O Suontes, o P

Denis Robertsor, 'British ronetary policy’,
Lloyds Pank Review, May, 1939,

] i

I INTRODUCTION

oA

Over the last few years inereasing atteation has been dcvored to cxplicit

quantitative targets for growth of monctary aggregates,~ Early examples of such

K 7
tendencies can be found in U.S. offfclal nnnnnﬂnnnmn aunnsmrUnwnoHouc.

In October 1972 the E.E.C. nonﬁpmqmoau. with chavacterintic optimism, anaouniced
(and in 1973 the Council of Ministers agreed on) the objective that mesber nations
pursue a policy of ﬂupnnunswsm an annual rate of increase in thelr respective 'money
supplies' equal to their ﬂo.unnnu4n rates of growth of output plus 4 per cent.
Two years later the Bundesbank announced its deeision to pursuz a target rate of
increase in a particular monetary annamnnm.b At the beginning of 1975 the Swica
Ratfonal Bank took pride in belng 'one of the first ceatral banks in the world to
make public i target for the desired uwoney supply mno:ns.m. and since a~"nm of that
year the cwnetary targeta of the Federal Reaerve have been made u¢0u»n. For the
Netherlands, a "money aupply' target waa nn:ocnnamh in 1976 and 4{n France a
quantitative objective pertainlag teo the rate of inecrease in wide money was included
in the stabilization policy programme presented by the governmeat in Septembar uf

b
the zaze year, In the United Xingdom, in July 1976, tha Chanzellor of the Excheyuer

declared a naqwnnm

of 12 per cent for, as it was quoted in the press, 'monetary
expansion’ in the financial year 1976~ 77, while The Times ventured into a 'Programme

Tmno.,o.ﬂn Stabllity' that began with the objective chat

Hoacy supply growth be kept to § per cent this year, € per
cent next year, and 4 per ceat thercafter, this coamdtment to
. be institutionally entrenched beyond doubt and vnnmm:un.po

The major impetus for such tendencies and recommendatioas acom of course derive
from increasing acceptance of the view that -control o ;eruﬂ.oJ;nw procesnes
requires control of monectary aggregates, It is less clear whether the connection
perceivad relates to scceleratica of the rate of iccrease in urm ‘money supply' balng

Beea as the primary cause of price chamges, or whether it is felt that non-ponetary

“ e sofexplanations of

i
"explanatioas vl inflation presuppuse a particular respense on the part o

3 £
oonetary bcnch‘pwmmﬂw in the abscnce of which puch pressutas will be considerably

reduced or disappear entirely. But to sowe extent these tewdencics are alse

encouraged bv a belief that such policies are conducive to greater stabilicy of

" financial sarkets by eliminating the uncertainty implicit in a process cf policy

2 . . s
hanges. 12 The latter is also pertinent to the smocther operation of forzign

('I

exchange mavksts, trnnn it is felt that the basic obiective of eliminsting 'the
soense of n:nwcwouno. uncertainty, and-crdsis that have been commen in recent years...
will be gerved as the domestic intentions of the monctary authoritics becone mare

predictable, and as confidence in the domestic monctary framework grows '.
’
i
At any rate the public has come to focus actention on official statements
regarding monetary targets, aad comparisons of curcent mometary statistics to the
target values is an art to which much effort is now devoted., In ghort, as
one author recently put it, 'the era of monetary poliecy by manetary targets has

14

arrived'. 3ut what does this mean 7 Aa attempt to answer this question sugzests

the nced to examine a varlely of issues.

(1) Are 'targets' to be understood as 'Friedmainian rules' 7

(2) Are they to be understood as gtatements of acceptance that moastary
agpregates comprise the best intermediate vaviables in determining
econoaie activity 7

(3) Are tarpets to be :umnnnnoon as ceonomie activiny 7
(4) Ave they to be understoud as pol i

(5) What criteria are eaployed ia determining ues ?

(6) In what sense do they imply & change in the behaviour of

wonetary authorities ?

(@)] What is the coatent of 'publicly announced' targers ?
and correspondingly,

(&) What are the commitments involved in such announcemants 7

It peema Instructive, however, to begin with a preview of tha

governments have coma to sect.

] 5 .
11 MONETARY 'TARGETS': A BIRD'S EYE VIEW OF EXPERLENCE AND PRACTICES IN
KREE ECONOMIES

THE UNITED STATES

Since March 1975, in respense to a Joint Concurrent Resoluticn of Lhe House

of Representatives and Scnate, the Federal Reserve Chalrman is obl

to report raages for growth of wmonetary aggregates in the coming

2 lower 14

pai

“hese vanges themselves are defined in terzs of upper a
rates in nr,nn definitions of the money supply and one of bank ¢
average levels to thelr procpoctiva levels four

from the most recent quarterl:




quarters hence. The three defintticns of the moncy supply are currency pius
demand deposits, My; the latter plus commercial bank time deposits, M2 and the
latter plus shares at mutual savings banks and savings and loan associations, M.

The fourth aggregate, termed the adjusted credit vnoxqpu.

is equel to total miider
bank deposits cubject to reserve requirements plus noa-depa.it scureas of funds,
such as eurcdollar borrowings and the proceeds of commercizl paper Lisued by bank
holding companies or other officiztes. However, lags im catn availetility hava
rore receatly resulted in the replacement of this fourth aggregate by bank

eredit which includes total bank loans and investments, measured on & moatily averdg
less interbank loans.

basls, Table I presents the annual growth ranges adopted and

actual rotes of growth of such apgregates realized iu the period 1975 to 1378.

The precise ranges of the targets are decided by tne

(FOMC) in the light of econometric and qualitative projections of the cumsequences

for the cconomy of alternative target ranges. Froo/long=run standpoint the

acknowledged strategy is one of gradually reducing growch rates to lavels that may
prove compatible with price stability.
it 45 stressed that '...inflatlion can lead a life of its
16

wn quite independent of
current or past wonztary developments' and hence the growih ranges adoptad, take
'the underlying cconomic conditions' as given. Furthermore, pevsonal judgeswnt as
to what compriscs 'mo more than accommodation' of such underlying ccomomiewi.- i Ll
conditions is allowed considerable free relgn in view of the fact that the relation-

ships between the four aggregates and CWP are subjeet to varlatlons that preclude

exclusive reliance on past statistical ummonnuauoam.wq

In pursuing its yearly targets the F.0.M.C. dafines, in tcrms of one or
both of the two narrower aggrepates, short-run (current and next month)

rfolerance rannes at levels and gpreads deemed consistent with curTent

develgszants and with the adopted yearly targets. The Committec's

inctructions to the Monager of the System's Cpen Market Account accordingly
provide for the accemmodation of the public's deumand for funds “a the ghort-tud
while at the same time prescribing respenses to be made when th: growth of M3

and/or M3 (i.e. of the aggregate focused upon from a short—run operaticnal

; 12
standroint) appears inconsistent chnrzmwn Committee's lorger run obicctives. ¥
B PP & 3

The latter is the principle at any nuﬂn.wo

In practicn however,
the extent to which tolerance ranges have buen observed has wann limited.
Examining, for exzmple, actual experience during the £ivst year of operation |
of the 'announced range scheme' one finds that desplte variaticns in the

wicth of tha tolerance ranpes the actual behaviour of the two

20

agpregaces deviated from the specified limits. Nov was this

[

frareayrs

Federai Open Market Ceomictee

From the 'cne-year range' standpoiut, hovever,

P I

- period reviewed a feature which corresponds Lo the pattem of declining

pattern a manifestation of {nitial teething problems for such over- or under-

shooting has continued in the years since (sce pages 000-C0). On the yearly

ranges, poerformance has varled as between aggregates, Interest agly there

wag a greater tendency to tichieve' all three tavgets in the eavrlier part of the

s
" yanges for My coupled with increasing rates of growth of this aggregate duving

the pericd.

THE UNITRED KTRGDOH

In the British coatext, publicly annouaced menetary a

rooen

rgets are a move
¢

1Y
CaaOYT

Shenomenoa, In the Budget Statesent of April 19/6, the Chan

'that afcer two moUﬂm.ns which M3 had imcreased at a
their growth rates to come more into line in the financial wnnm_woqmmuw

'though it was still the governzent 's objective that the growth of the mocey supply
%
-4

ghould repain moderate'. A fow moaths later, nn_ucpq 1876, the C

the agpregate of currancy with the public plus U.X. private

anncuncad that M5, 1.e.

und public sector sterling demand and time deposits plus U.K, resideat

ey

a5
{n other currencics, should grow by 12 per cent during the finmncial year 197€/77.
1a October this ebjective was reiterated; and though in December ezphasis shifted
(DCE) (as the Letter of Intent to&
1975/79), the

corresponding ebjectives for the sterling component of M; in

to a target for domestic eredit expansion

set limita on DCE for the financial years suthorities

the

9 to 13 per cent for the financlal year 1976/77. 7This range was

-

adopted in' the Budget speech of 1977 as the joint objcctive, coubined that is wit

a DCE cedling of £7.7 billien,sct by the L.M.F., for the financial year 1977/75.
ilike the United States, no precise informat

cparaticnal procedures is available. An ad

England, however, docs provide sore insight

M; objectives. Co

L

nt
22 : :

o
inpg on the 'Managenent of Monetary Apgregates’,
Richardson summarized”” the Daak of England's 'lopic of operating'

as soaning

ofzen
N side.’!

which statisticclly sp

en a2 broad definitisn ~ such as the

requirezeat, sales to the public of govermmant deb

37 bank lending to the private sactor and extemnal

i privace sector. Wnat we are in effecr doiug ia su




S

T 4s to attempt to predict what the rate of monctary expansion

will be if we refrain from trying to change Interest roted

as a preliminary to corsidering the need for interventilen.

The esscnce of moneCary management...is to act to offset
ivergencles,in these sources of monerary expansics - 217flcult

to predict and control = as coon as i¢ becom:it rcasomably clear
that inacticn is likely to undermine achicvement of the

monetary target'.

e
Whatever the precise operational context of vOHHoer, the recora 8o . ¢ has

2ot bean in accordance with stated objectives. In the firgt year of operation, 1976/77,

peither the original (July 1976, 12 per cent) target for ¥y nor the (Dececher 1970,

9 - 13 per cent) tarpet range for sterling M3 were attained., Tae latter grew vy
\\
7.5 per cent and the former, as vas the case in the previous two years, by 10 pew ceut

for cuch c:amnmxoonﬂﬁmmb

only. Part of the reasen was that the public sector

borrowing requirement was some 25 per cent below the figure predicred even as late
ac Decerber 1976. Furthermore the demand for gilt edged was higher than
auticipated, vesulting in higher than forecast sales of mnmmwvﬂwna to domestic
{gvestors despite the fact that the authorities rofrained from selling gilt edged
in the last two months of the financial year,

The performance in the financial year 1977/78 was not in acrord wich the

target rate of ipcrease postulatéd either. As Table II reveals, iun the first

hree-quarters oL the “Financial-year stewling iy rose.at aa.amaval rate of .alzmost o .

el
15 per cent. This was so despite continulng strong demand for gllt omwonru

and
despite the asuthorities’ eventual move to a more flexible exchange rate policy
in late October 1977. Xven this rate, however, was to be exceeded in the lare
quarter of the finmancial year, sc that for the year as a whole the
than twice that of 1976/77.

(7

Besides prompting the intrd ulngleomment in the Bank's Quarterly Bullatin that
g ; ot

rate of growth of

sterling M; waz wmore

with reecovery in the real economy still very frapgile, the
suthorities were naturally unwilling to sce interest Tutes
o nigher than was essential,2b

this perforzance must have cortributed to the move to six-menthly rolling targets,
anticipated in the Tebruary 1§78 lecture ww;nso Governor of the Dank of Englanc
referred to carlier and announced in the Budget speech of April 1978 ~ a '...minoT
but useful .technical change to our continuing poliey of having publicly snemounced
sonetary nmnwanw.mune the Governor saw it, but at any rate one which experience

since has not challenged. : \

ds e Sl LIn decddinganthe precisc fipurawof .rarget Tate of growth, the Buadastank

WEST GERMANY

Wnile the movesenc to publicly announced targets in both the Ualted States

aad Uiiced Kinglom folloved a period duting which monetary appregates werd accorded
the first publicly declared tarpet

In Decesber 1974

graater attention in policy desipgn,

aggregates was that of the Deutsche Bundesbank.

authority 'brode new .ground' in announcing a decision of the Centra

stating that ' fom the present viewpoint' it considered 'a growth

T
per ceat in e Central Bank Money Stock curing the year 1975 justi
: 25
light of the aims of stabilisation policy' .+

.

The monctary aggregate chosen for this purpuse is one that Las featured in this

29

central bank's policy stutements 1t i equal to currency i

since early 1974.

compulsory reserves against do atic liabilicies of the

sl sttt

circulation plus banks'

-

N
mnnnonwc adiusted for variavicns (over time) in reserve ratios.

excess reserves and absence of offset for borrowed reserves does, of course, izply i
tais aggregate is conceptually different from what is somatimes defined as the adjustd
wonetary vnuouvn and at least since 1576 the nawnquw bank romey stock is fncreasingly
presented as & weighted money stock nwmnomnno.ur

...was mainly guided by the fellowing variabl
of production potential, the change in the ut
production potential, the vate of 'wnavoidat o. mm
.and the change in the 'velocity of circulation'.?

25T
’

b,
'

Futhermore it was thought chat

four variables two - the

potential and the velocity of circulatien - ar

dependent on cyclical condizions. It can theraicre be assuned

that the utilizacion of the production pot atial and the

‘velocity of cireculation’ both change in the sane dircetion and
=

that there is a relatively great probability of such changes
conrinuing to run fairly parallel in future.
compenents are particularly imporiant in cetermini
the _growih of the production nonounmup and €

arice rises. 34 -

Granted such reasoning and projections suggesting an increase

o
o
[c]
£
r
1]
]
b4
n
i
bl
L
o
yor

order of 9-10 per cent, the target of 8 per cent increase in CB!
and Decesber 1975 was reached.
poliey appeared to ¥eep track of the ebjec

For the first few months of the year

oM was accelevating and, with tf

But by Aupust the rate of Incrzase cf

rate of increase of 13.6 per cent im the second half of the year, the Secczber 19I5
oM was aimost 10 per cent higher than a year' ecarlier.

.




target

5 2 P

7

The ohﬂowhngno of 1975 was thought to reveal that setting a precise quantitative
target for sonctary growth to be achieved in the course of precisely eome year was
p.000-000)., Thus in
defining its chjectives for 1976 the Bundesbank set as its target not a figure to

be achieved between gnd-1975 and

on_average during this time interval,

teo demanding a task for the menetary authorities (sce

end=1976, but rathker a figure to be achicved

an average growth target.

But the criteria for

setting remained the same. In deciding an the precise figure therefore, the
orincipal, end publicly stated, assumpticns w 1num *
[ a 2 per cent of m«oaﬁu of productive ﬁonmumwww iz 1676 i
(z) a2 2.5 per ceat rise in capacity utilizactien
(3 a vivtually unavoidable rise in the price level of 4-5 per cent.

Altogether this anounted to an anticipated growth of ncminal GNP of aboui 9 per ceat.
Dut granted the cyclical phase of the cconomy it was reasoned that this did not

Ci¥ since M

require equal rate of expancion

a higher income velocity was to be

(4)

Allowing for this last assumption “the Bundesbank coasidered a rise of 3 per ceat

expected.

in CEY¥, comparing the average for 1976 with the average for 1975, to be appropriate.

)
vhile retaining any psychological benefit of continuity of an absolute Figpure

for rate of growth of CBM, the new target, postulated on an average basis, weaat of

course a considerable reduction in the end-year to end-yecar growth objective.

In the event thenew tarpet was also violated. Taking the average of all ronths the

central bank money stock was 9.2 per cent higher in 1976 than in the previous

year (theugh on an end-year to end-year basis the growth rate did decline to

)

ase in growth of real output in excess of that exbodied in the

.4 per cent Siguificantly this overshooting was consictent «ith an actual

incre assurpilons on

which the & per cent target was based, while the increase in prices was smaller than

budgeted for. PRut the overall increase In nominal GNP was as originally projectes

the Bundesbank put it 'the crux of the question was why the walocity
36

di¢ not increase, as had origirally been assuzed’.

.r.f....r.
last question was {or

tacget -
cent ffor the year 1977 also.

Although no clear answer to the theoming(sce balew) the

Bundosbank persisted with itas & per To preclude any

wmisunderstandings regarding average as opposed to fixed saterval nntr;. the

Bundesbank also anncunced that to meet this target it would strive Lo achieve

)
a steady averape of the faurtr

Nominal CNP

expansion in CBM of 6-~7 per ceat, comparing the
ter .of 1976.

1976, predicted to rise by 9 per cent consistent with & 2 per cent [rav

quarter of 1977 with the corresponding guar was, &s in

sase in
production potential, 2 per cent in capacity utilization and 4 per cent imcrease in

in velezity of circulation was expected [voatvsry

prices, A chang £o e¥perience

Za 1576) to =ake up the difference between B per cent and 9 por cent increase in GN7.

s

|

1 : ", * ;
1
i

1 At least as revealing as the Bundesbank's persistence to the mapieal figure

of 8 per cent however, was the renewed eamphasis, since late 1976, on the behavieur
of the banks free liquid reserves as a focus for policy ~ an Issua

37

the preteding three years™ , = and the unwil

ingness to resoly

B s hyehe
strong capital inflows posed by allowing the exchange rate #
i than overshoot the 1976 target in the nmidst of a merry-go-round of sales of

securities to absordb bank liquidity combined with & policy of stabi

rates and total reluctance to raise the cost of Lowbard credi

3 Thus, while

8 per cent growth target for CEM was once again adopted,
Lo

receurse to such crodit by conmercial banks.

in the
. regarding the four key variables described above

, we also find/38s unequivosal

pursuit was now much qualified. Indeed, experience over the threce preceding
¥ &

culminates in the rationalizatioa,
{published in April 1978) that

found in the Bank's report for the year 1977,

'The Bundesbank had to assum: from the outset Jeince targets
were first anmounced that 1s/ that there may be pericds in
which the pursuit of an 'intermediate runwrf variable® as
reflected in the announced rate of CEM canmnot be given
: priority; it is then necessary to coasidar whether to
tolerate the nos—attainmeanc. of the original tatget or to
i revise the target. In 1577 as in 1976 the Bundesbany
e s B g # deeided not to change the nmnmmn but to explain the veasons
fsr the divergence'.4l

Woether such pronouncements supgpest a shift in the Bundesbank's position will be

discussed later. But froam the standpolnt of providing a broad racord of events

(as I have aimed to do 4in this section) we may note that the reasons given for

the divergence in 1977 were that rises in iaterest rates such as would have been

required to contaia the growth of CBM would, on the one hand, have ‘'increased
the visk of cyclical setback' and, on the other, 'would have baen zt varlance
with external vtguirezeats’, placing that is more pressure on the Doutschezmark fe

tise furthar. And since higher mometary grovwth in
iy,

o 4
accelerating monetary eypansica' but indeed to iniciage fure

the short-run was thought not

to eadanger price stabi the Bundesbank chose o "rot

O counteract




I1I. CONCEPTUAL ANTECFDENTS AND THE INTERPRETATION OF POLICY

FRIEUMANTAN RULES 7

There is much in the above that can be sald to carry a Friedmaniaa nﬁnmn.au

A yearning for a vore stable economic cnvironment after the vagaries of the first half
of the 1970s is easily understood; and equally, when much else has fatled, Friedman's

vision way uwet tantzlize all, but premices deliverance with seductive (apparont)

sicplicity. he concluded in 1948:

-
by adopting publicly the policy of achleving a steady rate o!
growth in a specificd monetary total... the monctary authority
could make a major contribution to promoting cconomic stability...
Cther forces would still affect the economy, roguis: changa and
adjusteent and disturb the even tenor of our ways Bt a steady
wonetary growth would provide a wonetary climate favourable to the
eficctive operation of those basic forces of onterprise, ingenulty,

. invention, havd work and thrift that are the springs of econcmic
growth. That is the wost that we can ask from monctary policy at
our present stage of knowledgze., DBut mma» wmuch == and it is a great
deal — is clearly within our reach.

“his prescripudon, which appears to clevate the pursuit of a stabla
45
monetary aggpregate T, to the status of a sole objective for mouctary

rate of
growth of scze
.wpolicy, derives we w3y remesbier from three prem
1)

(2)

ises, namely th . W 0% |

the behaviour of the private sector is basically ve ery cnmwpn.

our ignovance of structural relationships precludes the use of
zonctary policy for fine tuning (so that the pursuit of such policy
by the authoritics is likely to result sense

incr

in instability in the

of ng the azplitude of the adjustment path that the private

cector will generate in response to any piven disturtince in the

absence of policy);

(3 monetary poliey, though it has important effects on real magnitudea,

cannot aed levels,

peg real magnltude edetermi

at pr

In principle these seem to be positive which empirical iavest.gacicn

m2y be expected to adjudicate. In practice disa
LG

reement at the normative level,

stemning from differences of opinion’ regarding social order asd time perspectives,

sustained, and will continue to sustain, some of the heat of the debate on

versus ciscretien' ip monetary or other policy. At the positive level,

cerprises one rnatives open to the poliey-maker.

it reflects his preference for limirod governmant an
his

possible by clearly speeified rules rather than granting wide discretion to govarnment
o

where goverament is essentizl, preference for limiting government so far as

L 47

ff{cials ', To be surc, erperlence does affect normative judgen alno.

eV's

perforzance of various countries in the last few years has

e e

nopHonn»o: oa the nxro:n to which governments can be expected to deliver

objectives as the market may (or does) fail to deliver. Furthevmore the

of the last few yeass has emphasized the trade-offs between short-run benefits and

48 ing acceptance of

. indeecd

, and

long~run losses, Yet though the targets adopted do reveal iIncreas

——

the pesition that wmonetary acrobatics do not confer long-vun benefl

50 i

ranfer losses™  whi pannmnnn knowlaedge of the relevant parazeters and la

s 23

e

implementation' and 'eiffeccts’

s
'vecognition', ' limite thelr short-run potential™™,

is ¢lso clear tha:z the targets T have described in section 2 abeve, do
52

it nob ajpear

ro qualify for the title of Friedoanian Rules. The American ones are too frogueatly

rovlawed (and one percelves that cthey are tevised fo conform to what can be achicved

vhen due repard is paid to other ccoromic variables) to be consistent with Frielzan's

to de

ones have not been with us

grasd cesipn and dosire the monetary authority of

lonpg; but as the move to 'volling

also indicates in this respect they have wmuch In common with those

And the Cermans 7 They at least can claim te have kept to the same absolute

wmeas

figure; though, as we have scen, granted revisions in urement this has not really

been the saze all the time. More

target values ave darived is mot one thar anhstracts f

on belief in the ivherent stability of the economy

offect that in 'assessing the expausion of central bank money in the maaner coumpetible

with stability it is ... above all necessary to be guided by the sozmewhat longer-re
54

possibilities of econcmie mnocﬂv..

THE NATURE AND COWDUCT OF EZCOROMIC FOLI

Graated that the policles currently pursued cannot be accorded the status of
resoiutions to what,

por

ghould be seen dn the context of
ermed

Friedzinlan rtules, menevary targots

following Brunner and Meltzer, may be "the policy problem o e

re, of poliey in

to the conduct, and interpretation of the pos

te knowledge of the st

naracterlzed by incorple
instruments of policy and ultimate goal variables, and by imp

current and even past values of the endogenous and exggenous .wvarlables in the sytewn

In Brunner's mnuwmmﬁmmu.
aroups of probless:

aad (111} tre det

three major

A prehlen;

"
100§

pretat

to the assessmeat of the general moveument of the econozy, the pace of

In shove

the pressure on the price level and the trend 4n the balance of payments;

hateve

the identification of the cur movement of the goal variables, w

nt

rt
o

(s
o
Lad
i

such movewents xzay be. By contrast, the interpreration preblem vela

acquisition ¢f 'informotica about the mo =fc astivity'.

1\

netary thrust transmitted to econ

Lo oo/ Flnslly,



I B
inally

the detercination nroblem

'relates to the optimal stracegy guiding the

monetary authorities'

behaviour in the context of prevailing institutional arrangements'

as well as to the way in which alternative institutional arrangements iwmpinge on the

optimal strategy.

Although these problems are distinet in some respects, and MJ the wor

and Meltzer,
of the ta

on the opt
policycakers

about the st

rget
ima

ructure and information
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of Brunner
D

and others ~ considerable effort has been expended in scparate discussions

tention has focused

and indicator problews, in recent years
tarpet
sl choice of a short=runfpoverning the contilaucus adjustoents of the

primaxily

control variables. In particular under conditions of ircomplete kmewledge

laps policymakers have nwwwnuypw chosen to direct

thelr polici

waga

observable

and which, p

detcrminate fashion, ‘serve as the
Interest rates,
and In this context the emphasis on "wonetary ta

convargence of oplnion to the view that (for the

poll

in gecuring the artalnment of desi

=ay be true,

to thie issue and the

informally)

INTERMEDTIATE TARGETS AND INFORMATION VARIADLES:

s to the attainment of spe
with a lag shorter than that

rovided that they caa be

cy cholees relate) monetziry aggregates

to depart

axplieit in Brearcer's mlasd

cifiec values of endogenous variables that are

pertaining to the goal vaciables thosselves

said to relate to the goal varlsbles in a

'proximate’ or 'intermediate' targets for palicy.

S,
monetary and credit aggregates are obvious candidates for this role

rpets' wmay be interpreted (o denote
#a

rticular tinme interval vo which

comprise the 'hest' intermeslate varialles

mna valucs of the goal wvarlables. While the latter
ve should note from the outser that both the theoretical models pertaining -
interpretations of current policdes that elaiwm (formal.y or

wodels rest on o much wore limited view of the

from such problez

aary discourses or indeed in deacvipticons of the

THE VARIANCE APPROACH

At the vxpense of considerable simplification one may distinguish threc aspects

of incomplete

(2)

Recent analysis has focused entirely on the firs

b 61
experience

desirabilicy

this atructure, the questions pursuded inm

1 {conger

kacwledpe, nasely )
lags {n infcrration pertzining to the goal variables and other
variables in the system;

lack of knowledge of the atructure, that is to say of the values
of the pavamaters characterizing responses of econouic actors in a
particular ce

and

onowy at a particular interval of time; {

vandon eisturbances.

i
i
|
T

|
|

nd third of these aspects of

in notable disregard of the fact that, in view of the abseace of precise

nsus) regarding the structure and the increasing evidence that tha

of particular strateépies 45 dntimately related to the proulse nature of

such treatises bear a rather casusl{or aven

©
©“
o
[ae
w

vecote) resemblance to those confromting the policymaker. WNewverthele

irpressed by the extent to which the authorities' behavieur in some countries can be

said (or has been interpreted) to conform to the mould of the

In the context of this approach it is assumed that the policymaker in pursuing
oy 62
Lis goals sceks tc minlmize the expected value of the quadratic loss function
over a particular horizon. DBesides the weights attaching to the geal variables Iz

terss of preferences, the choice of strategy depends on the mcan valuas of

paramcters and stochastic properties of the model purporting to characterize the

policymaker's perception of his environment, and also the flow of inforcation about

the exogenous and endogenous variables In the system,
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Following Theil

,
, the more popular variant of the approach, aptly described

as 'certainty equl-ralence', assumes that the decisfon-taker perceives a lineat sirusture

fcients of thls structure, fo that
64 .. 5 . ;
= i wele

and knows with certainty the constants and coeff
astochastic varlability is confined to addicive disturbances
g-goals) proble

reduces to a deterministic Tinbergen (instruzent

tihin the ccafines of the traditional Hicksiaw IS~LM structure (usually coployed
to fllustrate the varlance uv.(opn:u. the superiority of an inte
a money stock vawuazmu. neasured by oamparing rrn.ﬁmeannc squared

zoal variable (typically incowe) frowm its 'desired' value, depends

covariance structure of the makunucn disturbances attaching to the

monctary sectors and on the values of the parameters deseribing the response of

expenditures to changes in the dnterest rate and of rhe demand for money te chamges in
vate and M:noer.am In such a wmodel, furthermore, it can be

deduced that 1, as monetarists have often clafzed, :h: demand for money is both mere

stable than the espenditure function and rather unresponsive o oS ement sy

a woney stock policy is superior to an interest vate polisy., Memetary growih tavg

tnerefore (it 4s iaferred) can be Interpreted to Imply tacit

antcecedents, reflecting, that is, prior information (or belicf £s) that

structure is such as for the variance in the posl varlable under a moncy stock
policy to be smaller than undezr an intevest rate polity.
Whether cthe latter is an apprepriate characterization of policyrake current '

pecception of thelr respective environmeats is an lssue to which I

For the moment let us delve further into what s to be understood

policy in such a frame. In an environment in fich the =

fu

o
68
rate can be regarded as alternative instruzents of policy

authorities can set the value of either at tha level consist

variance in the goal variable) and vhere decisions relate to an

md

wnlch the authorities receive information meither aboul the value of

o+ esfBOT an
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nor any other variable except that which they choose to con itrol, the woney siock policy Stch an rnnosvnogmmﬁnm verdict on the desirability oi using any particular
relates to the cholce of & single value of an Instrument of policy to be rmaintained {nterzediate variable as a focus for poliey (be it as an Vinfarmation varishle'

at the interval between policy reviews, Although therefore the setting of the momey or an 'intermediate target') hewever cannot fail to ralge the question of wheiher the
stock (in the hypothetical case in which M is an inmstrument) at the povticular level parricular chari:iturization of the policy problem, encapsulazed

consistent with minimizing the variance in the goal varlable luplics that the Interast the 'certalnty equivalence' approach, bears any resemblance to PR ERTERHES

4

rate respondito movesents in the demand for money and in the expenditure functiesn, macroccononle decision-takers and hence whether, in appraising curren icy proceduTes,
or correspondingly the setting -+ of the interest rate — in & sit.titlon Ir wiich this i we are entitled o confine oursalves to such a mould., After all, if we aceept
alternative is deemed to minimize the variance in the goal wvariable between policy '...at face value the proposition that central bankers are men and women of Hgesal
reviews — implies that the money stock varies, this variation is not (or cannat be) competence...who cake decisionsaccording to the advancement of the public cnuw....uu
utilized by the authorities to cffect revisions in thelr wamﬁucnh:n that will reduce it seems hard, in the light of the above, to nuu.apn their alleged recurrent recourse
the varisnce in the goal variable further. On the other hand, 1f the authorities : o intermediate sargets, unless of course by _zonnbw competence’ we are to uaderstand
recelive information, on tha behavicur of the variable whose valua is not set 28 an . a level of fmtalligence below that requived to comprehend that it is inefficient to
instrument, with a regular ficjuency greater than that pertawning to ihe rral wariable, Jdisregard costlessly provided and interprerable information that is known to be
they way choose to ﬁnvﬁona to .such information by nuucwnnsm theiy instrument of vowuox.mo ' relevant to the pursuit of ultimate objectives.
e
...{J.l.-b.l. .
In the latter case two kinds om regponse may be distinguished. The firvst 4s for 5 Steepad in the variance mould nn 1s tempting to seck an o
the auchorities to soek to infer, in the light of their prior knowledge about the of the dist =H;anam.qm For theugh policy siwmulations do in practice invariably rely

siructure and its stochastic characteristics, the likelihood that this deviation of the ; on deterministic structures, the particular cconometzie madel comprising the background

ney stock (or interest rate} mwoa its cxpected (and other things equal consistent _ t> such simulations (the foundation of the prior teliefs) does, by defimition, axhi
with zinimlzing the varfance in the poal variable) valve 1o duc to an 1S disturbance .. multiplicative disturbances and 1s thes 'at vardance' with the popular ‘cercaiany
and adjust their instruments of policy in accordance with the expectation of ouch & cquivalence' variant of the variance apprezch. However, while mulifplicative
disturbance being roflected dn the movement of the woney stock or iaterest Tate. »:nrnr::nomqo result in optimal policies that imply a moTe conscrvative respcnsae

secend is for the authorities to seck to adjust their Instruments in such a way on the part of policynakers to changes in the exogenous and/or endogenous variables

as to minimlze the variance in the woney nnonrwo. trcating, that is, the moncy stock <n the system, and Jurther still detract from the Tinbergen instrumant-goal sslution
as the pronimate poliey objective ~— as the intermediate tarpet. (A sdmple graphical in that the policymaker will genevally deploy as many instruneats as are avallable
representation of these alternatives is glven In Appendix A bhelow.) _ irrespective of the number of geal variables he purdues (since such a course of actien

i

ands to reduce the risks associated with multiplicative disturbances), such a move

Precsonted thus it iz fzwediately obvicus that such an »nnnuawm».nn target strateqy vowards veality — excep: perhaps in the, for our purposes, ivrelevant case of
wnless 4t can be maintalned that the dewmand for monay depends on Income onpmup. tnfinite planning horizoas —. does not detract from the above conclusion that there
i inferior to '...the optirmal policy... of first determining how much of the noney t exists an optiral poiicy, in the sense of a feodback rule that is superior to an
surprise is likely to be due to a spending disturbance (thereby warrancting an cifsetting m intermediate target stratogy. . )
zotion) and then allowing for the LM curve slope in gaugiang the optinmal mOPqu_.um 2 _— *

The cptizal poll cfore vequires that ba treated as an ! All this however, it caanot be stressed enouph,
‘inforzation ver Tother than & target. this capacity there 1s wo decision~taker holds a particular prier belief about

recson {or exclusive attention on its path, For gince the path of any other observable

endogonous or axogenous varieble also contalns information that {in thia scheno

9y i INTERMEDIATE TARGETS UNDER 'UNCERTAINTY'

of things) can be intcrpreted through the structure, it will fn geaeral' be inefflclent

to abstaln from exploiting m:ww%um the fnforzation conrzined in observations of In contvast to the varlance approach, the policy problem pursued in tha Brusner
_wariables other then thoecpacy stock (or intercst «unov.um i wir 8 I HMeltzer writings comprises (like Triedman) as an essential dngredient:

. : i ...»mno1ern — or relatively incoupliete inforzation adout the
en
nrn:c.n of the ccon WOEY . O . :




Ignorance of the structure relates to

«ovabsence of quantitative estimates of the parameters of a general
equilibrium macro-wodel, of the speeds of adjustment of many of th
variables, and of the distriburion of the effects of monetary policy
through time,B81

A proper understanding (and appraisal) of policy and of intermediate targets
(and indicators) (sce pages ) cannot therefore depart from the assumption
(eritized by Brusner and Meltzer) that 'A particular hypothesis relating monetary
ceal var pwHonm is well nnnmemeon_.

policy to mnvwo so that different policies

(vith or without feedback from information variables) ecan be Cbﬁmcmww ordered iu terms
of this rvaH:nu»mu but from recognition of the fact that

+e.the policysaker has wmany different comprting hyjotheses o4
of the structure available to him,82 ‘

. ~,

i
the cenduct of policy in such 23 enviromment 1z a“task distinct from that
izplied in the Poole -Kavcken et al

L e
el D

=3, Friedman writings 41s vpmnuunww_opﬁpocm when

we reflect on how sensitive the policy recommendations (the optimal policy that is)
derived {rom any specific model are to the exact specification of the souowm

a fezt which as Turnovsky has deso :4nwn'nn 'is even more true when crucial parametors

are subject to ccochastic nrrnr1vwsnnm 8%
i = i s

Censider therefore a world, much as the veal one, in which the decision-taker
is confronted with an array of alternative theoreticsl structures and econcaotric
estimates perteining to various aspects of such structures., In principie, of coursa,
all such structures can be explicitly defined and a systematic compurlsory,. be
undertaken that ylelds some ovrdinal vasking ond may resder one w: other of these
structures as, statistically, the most acceptable characterlzation of the economy
for a particular interval of tive, Even 1if this were feasible in practice however
(2nd 4F the will for such an unda rteking existed, which s Joubcful, in the face of

i da

curvent practice of '...economerric models mutating tt amazing speed..' ,

and multiplying
n

would, at best, resolve the ambiguities regarding the rorrect

the structure in the seriod to which our data

mmle nertalns,
therefore, it may streagthen the decisica-takor's confidence 1 a particulcr

m, his awareness of: (a) the precariousness of the assumptions required

to crable him to undertake the statistical

(c)

comparison; (%) thz provean natuve of the

coononle eystex; merorlies of how often other prior beliefs were shahen in the

pasc; (d) che fact that eny guch verdiet for the period as a whole mecd not {toly
the same verdict for all subperiods; as well nﬁ. possibly, (e) hie unease with the
perforuance of gt least some of the cquations af the model. will almcu® certaioly preve

the convergence of his prior beliefs to a single pax bnuuu. 57

R T

15,

Let us suppose that the above considerations result in the policymaker retaining

& nuzber of econometric models., In lety of beliels

addition he may eatertain a var

regarding the path of the exogenous variables in the system that cannot be described

by a mean value and some measure of dispersion. His policy problem then reguires

that he examines how alternative policies perform undar the assusptions/characte

,of the different models defined by tha competing hypotheses shout t

of the exopenous variables. If, for example, we retain the

4 particular value of income, wa may envisage a process of polic
tix with dif

and different rows corresponding to different policies to be examined, each element

to a pay-off mat ferent coluons corresponding to different
of the matrix (if we rctain the quadratic loss function — 'for simplicity') beinm

g

the expected squaved deviation of the goal variable from its desired value associaced
+
b

68 ; ,
with a particular combination of wodel and policy. The cholco of policy could be
determined '...by a Bayesian gﬂonnacna....mo. 1.e. by attaching probabilitics to the

warious models and proceeding to choosae that strategy which esinizizes the

the (on these prior probabilitibs calculable) weiphted sum of the elements as betwaen

90

TOWE . same considerarlons that concribute to

More likely than not, however, the

the policymaker's reluctance to converge on a particular model will dizect hiz to

- 8 maxd-nin decision wheraby '...the opiimal strategy minimizes the worst i
_variabilities. over time attributable to...pareial ignorance' wof The structure and of the
path of the exogenous vaviables in the nwmnnu.op
Notice that such a procedure suggests that the noliecv adosted will not In sencral
he ptimal’ when exazined in the context of anv of the corpeting models. Like 3aa
intermndiate target astrategy {(we may withaut record} comparad o the

‘optimal policy' prescribed by a particular prior belief, the polic

maxi-zin criterion will almest cervtainly be inferior when appralsed
of the alternative models: but ic will,
uncertainty over medel selection, This does not of course establish thet
sax-mln scrateyy.

ediat

target strategy 1s the same as the best

even if it could be shown that an faterm target straregy is

=]
=
o
b
~
o
[g]
0
O
,"
€

pclic:’ cabedded in each concelvable prior uonnnuuuoﬂ

Yeorlmal

environzent, we will not have secured a sufficicnt condition for dismissing

tavgets as 'inefficient’.

This conclusicn contrasts sharply with the dicta of the vaviaace approach.

Can it b2 alsc .ugued however that intermediate targets are, inm a context of un

H
I
el
5
I
F
e
e
I
g

over wadel selection, Ln some sense 'efficient' ?
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i ; ; m mind in the mauner of those listod above stem from some process of ©
Tapping on the flndings of the models that rocognize mulviplicative disturbancces, i 4 " , .
1 {rom some perception of o«aan_. from expericnce, that Guggost "COWRTC 2
we ziy conjecture thar upcertainty over model sclection (in addicion to tne presence . i 4
veasonable 'rule of thumb'. On newﬁmnnpou. howewver, we may also remenber that
of multiplicative disturbanzes for any glven model) will in general provoke consarvative
besides igrorance of the structure there are also data lags. be
odjustments {n all instruments of policy. But this docs not In itself constitute proof | ,
| unreasonable to adopt a 'search procedure' inm whilch we exanine the maxi-zin perforzance
that the policy to te adopted 1s different from an intermediate target strategy since i
r J v or o I of strategles that minimize, for one or other of the relevant aliernative wmodels,
we are not cpnerating in the instrument >{target) >roal-setting of the certaint ;
- = . the variance of one or other of the endogenous variables that are observable with a
eguivalence would, At the same tine, siace the maxi-min criterion for policy o . .
gular frequemcy greater than that pertaining to the geal variable — cf srrategies
scloction docs not in itself provide any indicatien as to the kind or number of R
that Zs which relate to intermediate/proximate targets ;

strategics (the number of rows of the pay-off matrix thut is) c; ch should be
considered, there cxists at the present state of our lmowledge npun for both macro- . o
. Frow this perspective the selection of a progimate target constitutes a cholce

ceonorle and microeconomic questions alike) no absolute criteviown by which to establish " ’ i
from amoag Lhe sctrategies that a particular gearch procedure yendars

¢ the dnterzedicte target strategy would be im some semse efffclent. Yore

’

need not e superior in a waxi~-min sense all other feasible strac

zecisely, In examining alrevnative policles, the clicymaker will, of ccurse, consider .
¥ 2 P , ¥ ) , ;
: a priori be said co be no better than the superior stratogy that ezer

the mixi-min implicaticns of th: optimal policies pertinent to cach of the alternative
Y

e of the optizal ¢rrategles pertaining to each member of the group
models that he deems 'relevant'. Duc beyond this there is, in-principle, an infinige

el

. the decisior-taker as relevant. Furthermore, it should be stressed that the choilc
nucher of other policies, of strategles 'governing the contiuuous adjusiments of the X
93 of stratesy is sot (as indeed is crue of the ootimal stratepy in the context of &

policyraver's control varizbles'” ™, of relations between changes dn pol.cy and conditions A ) ) < " .o )
. 43 particular prier belief) independent of the srate/flow of dinfomzation repavding tha
in the envirowseat' -, which ara open to him. There dozs remain, thereforz, the

paths of sthewr vaviables in the systems since, ovin for srratcgies that derive Ifrom

Ytoehaiczl' (7) problem of: by what reasoning ic th» policysiker to nelict the

: the parcicular search procedure of minimizing the variance of ona or other of rhe
alternative srratepies to be campared 1 .

s 5 e : . . Yi{rrelevant' endogancus veriables, the policy vector is conditional OJ any Ynformatien
about the tize path of the predetermined variables that is available. s
Ts the latter context we can do no other but suppose that the gcarcn procecure
will involve some 'rule of thusd’', some nt. Intuiticn may cugpest a pracel.re \ U s .
INTERNLL ZGTE 1alRS SETS AND POLICY HZDH.H}HONM
that treats the optiral policics defined by each of the specilic models as the limic:
! .
of a vange within which to cearch for superior maxi-min ctrutegles. Yeu this praccdure, i In =he abeve I have interpreted icoorance of the struciure to dencte a
94 !
cempting though it is to the econometrician/staticlan ', does mot appear simple (clwar : in which the decision-taker 1s confronted with a number of altermatives each ol which

in fts purpose) once we vecopnize that the 'optimal stratejtes’ iuplied by cach of the s 'cqually iikely'. In contradistinction to the rationale, to

trelovant’ medels involve differeat inctruments and almest cer.ainly woic than one on which the variance approach is based, I do not by tihls expr

(45
4
irntvuzent in ¢ach case. 3izilar feelinge of comprerisg may encourage the altercative hypotheses are 'cqually probable' in the sense that
I3 F
identffication of optiral policies implied {n the {by deffnition) irrelevant states srobabilities' can be attached to them, since with regavd ro the probles icentifled,
of prior belicfs that assignment of equal or unequal probabpilities to the relevant models as Shackle would put 1t
will render, and the subsequent appralsal on a maxi-min basis of thesa policies in . W v ¥ - :
. i e At does not appear that numerical probability can axpress
the context of the relevant models, Compromine way alse supgest that we ident tify the 1 /the decision taker's/ state of mind when [he is/ confrented
3 i — - el Rl B fariea £ =1 - i ] = g i e v
stratesny that derives frem the union of the relevant alternatives, movi that is o a wnu; 2 hbaatl.os zltemmative w,ou.nmrmw petween Which awMu
znocmmw of no reascn to discrizincte.
nositlon of total ignorance of the behavioural characteristics cf those aspects of our ;
econory to which ceompeting hypotheses of behaviour apply. The optimal strategy cerived ; i )
i This, I believe, is in the spivit of Brunner's aralysis, though I sheould acknowledge

'
from= & model that treats the values of magaitudes outside the wmiocn as glven can then
that in what appears the wost explicit of his statements of the prodbles, the role cof

be examined ina terms of its maxi-min pﬂvwmnnn»nzm within our relevant alternatives. | ) "
i " nuzerical probabllities is quite ambiguous as we ave teld tha

&

: can be decided upon either by a Bayesian procedure in tae case of incemplete stochastie
© %5 doubt other sueh suggestions can be tendered. TFormally the scarch procedure . G .

) : inforration pertaining to the class of [alternative] hypotheses fabout the siructure an
is &d hoo, though we cught at least to concede that the alvecaatives that spriog to = = =



the path of the excgencus variables in the p%mnbmw or in the absence of such knowledge

by a sultable maxi~min decision' 28

There are z of reasons

why 'numerical probabilities' and comsequently the

Layesian procedure are, as I have alrcady suggested, inappropriate. The {irst is that

plven a particular set of n alternative states of nature perceived by the decision-

taker, the mean average of these states yields an frrelevant prior belicf since in
gencral it wiil not relate to a state of nature deemed by che declslon-taker as

equally likely as the alternatives initinlly perceived, or 1f£-hy chance it avarages oul
to being ddealicul to cre of these altematives it wust by definition be regarded as

no wove lkely than the others. Secondly, if n is large the plo:ezent of a nupmerdcal
prebabllity equal to m is a '...procedure which implies that we regard each of

mm:m wodels and their QCnnon,Mm as hiphly But to say thact each

.- gl B
highly izprobable is to say more n:na we really wean whea that we wish to
‘T rave little rel taovledge and go far as T am concernad any of the
exclusive contingencies A, B...N could happen without seeming inconpruous with what
By 1 o Pl & cong U3 Wit what

I do knew of the clrcumatances. Ko one of these contingencies secms to 'improcbable"’

in the sense that it ecalls for

96
true',

any stretch of the imsginztion to zonwveive it coming
3
In the same vein consider the case 1n which we do attach equal probabilicics

Thie wearn avera have re

asoned canine 2

o owa Ciays

o
o

states. At best it umay be regavded as equally likely, as it

come to vegard 1t as another possible state of uature. Sur 'The

fundamental questlon which we are then led to ask is this: Does ar increase in the

=her of hynotheses (rivals to h

ven hvrothesis), whichk e

reslly teduce the descon of acceptance we acsord to a pivea hvpothesis ?

lalinly...it doas not

haspen dou

The mire recognition of a wider ignocaaze shout what may

rot alter or reduce the tight of a given hypothesis tu its place

150

anungst

those which our knowledge does not conable us to reject’

=
[l
o
s
(=]

maxi-min cozparison of alternsctive strategles secms to

La oo

me

ent with the nature of the pzobles.

~114=~% ha & ¥ PR . P | » 4 uH.DH
Llich has noted, "...s8e0m Lo adopt a4 rather pessimistic slant but the

s S wrece =
alternative procedures' suggested by him, nazely '...to exacine models for robustness

£ thelr policy advice under varying assumpticns, or perhape to louk for a policy that
ﬁoucwm.won

is rebust with respect to ewitches awmong
decisic:

are (as I ::anﬂrnu } thes) the saoe

{

maxi~nin

Froz a taxonomde (elasefficatory) standpoint one nay trace some overlans between

the two epproaches. Thus in a sense the maxi-min appreoach to the 'detersination
(atratezy, target) preblen' comprises a general case within whi:h the varlants of the
variance eypooach must in any glven circuwmstance be mested. Az the trivial level,

pri c ictur path of the
for example, arny particular prior belief about the structure and the path oi tae

tin 4 e i -
variables ¢ of the models, a limiting case, in the Brusner

exXopCnous

Meltzer perspective. No less revealingly, Poole's analysis, it has bees argued by

Brunner,

The resolution of this problem assures us that the

mlete Iaform

variance of the time path.

variability expected at any time point due to our incom ation has been

ance froa

minimized by a sultable choice of policy adjustments, TDut we obtain no assu

this procedure about the variability or instabllity o of the process over tiva.

Whatover the variabilicy of the process over the time prefila, variabilicy due 2o
. in the nuommrmonnmoﬂ of tiza. 7The varianc

stochastic structure has been mindmized
thus only a very partial angwevr and applies
103

approach \Mu its Poole ¢uﬂpusf provides

probably to the pragmatically least important question'’ in contrast th
approach cuphasized here, though it permite the possibility that strategies focusing
d ia tha

on intermediate targets are superior to the opeimal oty ratepies cmbedde

alternative competing hypotheses, stresses the continuous adjustzent

problem, and will in general involve a feedback rule

That this is so is clear once we recogaize that as intcroediate tarjec strategy
(urlike the framework defined by Toola) does mot Imply a particular set of values of
the vector of i:scruments of nolicy (that is to say the intersediate target is an
endogenous rather than a control variable) so that the pursuit of any particular
valua ov 3ath of the target variable is (as I have already noted) itself co tional
on the information confronting the policymaker. But to recognize the aced for fecdback
is to raise the curstion of on what the required adjustment Ia the vector of iascruments
of policy is to be based, In the frameworx af a particular prior belief about the

rtricturs and tho path of the cxogenous variables there is o such problem , simce
in that conte the knowa unnunwcnn renders a unigue change in the vector of
instruments of policy consistent with securing any particular cutceoze. 3ut when
competing hypothese Lour the structre are acknowledged, a piven change in
instruzents of policy is consistent with a number of responses of the é us
variable that may scrve.as the Larget. o %

It is, of course, perfectly conmsistent with the maxi-zin
vaker to adjust his instruments of policy in accerdasce with
prescribed by ene or other of the cospeting wod
and
de

to act as if all deviations of

eng

fined by this mode exogenous factors calling for

vector of howewer, the sirategzy adeopted

with rget, rest on

policy changes that so far possidle is independent of the

whach the alternative aypotheses exhibit., In our discussion ©



sojutions to the deterrination problem; and whether the latter 1s to be preferred

to the forzar connot, I believe, be decided {ndependently of the characteristics

of the enviromment inm which the policymaker cperates. Brunner and Meltzer, and

Saving, however, attach considerable cuphasison a construet which, natwithstinding

the competing hypotheses, _‘..mwnpuv reliable information about the monctary thrust

transwitted to economic activity'. 104 Thus in discussions of policy under

ides the tarp nagnitude:

et variable, there does appear an e the

as though the divirse scenery of nouwnnw:m hypotheses requires

wore than one filter in tracing (in assessing, 1in ownnmnwunnzmwanm contours S0 as

-~
to traverse to ene'c objective. But this has caused no small measure of confusion.

In Saving

the non-po

valucs of unw determined arguments,

directdon of the effect of

15 supposed to have enough information to determine the cction
If in addicien,

policies on partlcular endogenous (including goal) vari nwwhm.pow

it is rcasoned, he is '...rcasonably certain of the relatlonship between saxme

obsurvable endogenous varleble and the goal warlables — even 1f he is very uncertain

the exact effcct of hiz dnstrumen

't cn the zoal varisbles — he may ...choose this

aaidt

observanie endopensua variadle 2s a target varlable and adjust his dnstruments untl

thia variable reaches its desired nuﬂman_wocmp..pom : . . S
Such a srocedure, Savina claims, has two merits. Firar, the '...approach

cireurvents some of the uncertaintles In the effecct of polity on the ¢ variables

fin that/ 1L pelicy can be adiusted drstantly to account for any ﬂaﬂo chanpge between

the polley and the tarpet, then this part of the uncertalnty can be removed'

Secondly, 'the use of tie tarpet variable can some of vhe w-ierctainty iayzwnrsr

variable

Temave

from unobservable goal {n that, while, granted lags in observation of the goal

variable "the effect of policy will only be
bxcx

palicy chosen lavy

scen after policy has been pureied for

toue ti erisg this period exogenous chanpes may occur, waking the edlect of

if a

, or sraller, than it stheswisc would have been, arget

veriable is used then these exogenous ny.uwnm may oi

ply affoct the magnituuc of the

N
operation necessary to make the target variable reach the level nommqmm..»ou

In this context the policymaker dozs not, in order to adjust hiu isstruments of
c_m,; of the effect thot changes in policy will have oa
the ta the other hand, it 13 recegnized that .

1
i
changes in the economy will cecur

ation of policy ralses the need for an
#t of the poaliey fam3a

4n numﬁx ol the

Essentially the Jouﬁnw

in his tarpget variable
Since oheervarion of the chanpes In
! the total cffccr, some other variable or cow w.;uf
required to reflect the policy effect.
combination of variables, usually called
must be distinct from the target varis

0“5
I .

' zathematically indepandent; that is, nx
scalar multiple of the target variable. In
5 {3

purpose of the indicater is to measure th

chosen so that (1) exogencus chagfes tha

do mot affect the indicavor, or (2) if n:o
affect the indicator, their effect must be
effect.108 i

Thua for Saving, thz policy indicator serves to es

value, or path, of the target variable pursued at any uunnwncwuu
L}

the goal, or whether changes in exogenous factors '...vesulring

1109

target variable call for revision in the target value in order to

index of the effect or curreat poliey'.
pursues a particular value (or path) of a 'taxger variable' so lomg-as che "nolizy

deemed previously

indicator' takes a value (or scquenze ©f values)

the attainment of the target and the goal, can equally well be described as a proc

e
in which the policymaker puvsucs a particular valve or path of the 'indicator' so long

45 the 'target variable' rakes a value or sequence of values deomed sreviously

ent with this value or path of the indicator and the attaloment of the pocl.
From this viewpoint, the assipgnzent of the term ‘target' to one or other of these two
variables is a matter of semanties. Yat, though this may perhaps account for a lavge

part of the stupendous confusion that exists iu the literature on
between targots and nolicy indlcators uwo. we should not allow it

the fact that the strategy advocated requires two variables o1 indices

axecution

”
To esphasine t ¢ latter and also the confusien that has

consider the following statement (echoing and echoed in a nu

= -
5, &

docunmern should add) frowm a paper '...mainly a

official

of Targets &nd Induicators

43 the real world, where knowledpge Is sevi
e.fects of policy on ultimate goal eonmn
kncwn in advance and cannot be nonﬂﬁﬁcorc. mon
dolzys In the collection of dat

o ﬁ

policy, it 1s uswally thoughi usc
whi would alse serve as ths fatae

To 53¢ extens the confusion stexs, I bellews,
H]

static frazework defined by Poole, in which no
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