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CONTroL OF THE MOWETARY AGGRZGATLS
Le veusl I am very grateful to you for your clear expssition of the Keynesian/

licrnetaerist distinction.

7. First - can I clarify a point. I take it that in B(ii) the demand for real
assets snould depend either on real wealtn - ie ¥ - or better - on the price cf
assetls F(isay\as well as rominal wealth. I thinklthis is important because ine

paradigm than allows '?d to clear the capital asset market as #m==== the price of
bonds cleare the beond or money market. Some correction is no doubt called for in

your expentiture function.

Ba You tnern go ou to assert that the expenditure function will depend inter alie

en asset diseguilibrium which cen exist though the bond market masy be in equilibrium.
Thus it is possible at existing interest rates ard prices for people to find they

are holding more money than they want and less uscets. Tne story the is Llhat tney

attempt to correct this disequilibrium by buying mcre caritzl and consumptior gooc:.

& what I find difficult in this story is the idea of disequilibrium. I can't real.
sec wny if people want more assets ~ they don't go and buy them - and what we observe
)

i¢ eitnher an increase in suprly of the assets or an increase in prices 1f supply 1s
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“ither way the m:ney market is then in equilibriumj@hen behavioural
e by
Tunctions of demand should depend}Ot factors such ac wealth, interest rates and prices

Trne money supply, like the bond supply and rezl asset supply is relevant only ir

[

determining these. You argue that &ll tnis 1s an enpirical matter but the trouble

witn empirical matters is thet in the etsence ol the zbility to do controlled

experiments the same observations can be interpreted in many wsys.

HOROR STAMLER
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CONTROT, OF MHE MONETARY AGGREGATES
H - - a P TR, 4 - AL ke Z
ba de arve due to meet on Thursday to discuss the econconic

igoves involved., The relevant naners sare:

a. My note of 76 September
o2 Mr Riley's minute of 7 Wovember

(48 Mr Grice's minute of 3 January

There is no need %to re-read the original Grice athachment to my

will Yesp the whole afternoon
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OCONTROL OF THE MONETARY AGGREGATES
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s T'd like ko renly as briefly as possihle to Joe Grice's
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for money and ayvcesa damand for exnanditnre
3 L

tion 2re eomal, and thus that only the eveceas demand for

financial wezlth (the eum of the twn and thus equal to the

ayoaesa aunmmliv O
b O =gl Tas

f nen-financial wealth) affecte expenditiore,

1

Whilet clearly this is potentially some of the wvery worst

economics, since it is a simplifying assumntion, T amn not aware
that it is contradickted by the data, nor that the Treasury's
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S Joe has also nueried my stress on financial rather

than total wealth in my analysis of the effects of monetary

and fiscal policy. This issimply because the authorities can
exercise some degree of control on the supply of financial
assets to the economy by running a budget deficit (strictly
speaking this is true only insofar as any chenge in the budget
deficit is not offset by an equal and opposite change in the
current account, but empirical evidence does not support anything
like an exact offset within a year) or the value of existing
financial assets by varying long term interest rates, but cannot
directly affect the private sector's stock of physical capital

(althoueh it can indirectly affect eouity prices). I am therefore

not asserting that non-financial wealth does not affect expenditure,
and neither did I in my note. It is simply that the government

can only cause disequilibrium in the private sector's holdings of
real assets from the demand side by changing interest rates or
financial wealth in the context of Joe's enuation (Bii) (and
probably also by changing income), or indirectlv from the supply

L w

side insofar ss it can change ecuity prices.

Monetarv Targets when the Transition Mechanism is entirely through
Interst Ratex

B Joe argues that there is no role for monetary targets if it
is only interest rates which influence activity and prices; and if
we do not believe that data on the monetary aggregates provide
useful leading information about the future behaviour of the
economy, or in reduced form monetarism of the St Louis variety.
Essentially his argument is that although in a deferministic world
the choice between interest rate targets and targets for the
monetary aggregates is immaterial, since any given interest rate
target can be expressed in terms of exactly equivalent targets

for each of the monetary aggregates, if there are errors in the
equations relating interest rates and the monetary aggregzates

a target for the latter may yield an inappropriate value for the
interest rate. Hence it is "plainly preferable to express the

target in terms of the interest rate'.

i There have been a number of articles in the literature which

sucgest that this conclusion is not necessarily correct. Possibly

the first was by Poole (RJE, May 1970) who argued that in a simple
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CONTROL OF THE MONETARY AGGREGATES

At the possible expense of overburdening people with paper for
this afternoon's meeting I have decided to recirculate a paper

I wrote some time ago on this subject. It attempts to make some
of the points made in Mr Riley's note, concerning the interest
rate transmission ﬁechaniSm. It probably does this less clearly
than Mr Riley's note but it does anticipate the question raised
in paras 16 atd 17 of Mr Grice's minute of 3.1.79: Why do
Keynesians ever advocate monetsry rather than nominal interest
rate targ2ts if the former works exclusively through the latter?

This question is underlined, and an answer attempted, in the
central paragravh of p% of my note.

P D SPENCER
11 January 1979
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M. AIDDLETON Circulation: Financial Economists
M1, M3, AND RELATID TSSUZS .

You z2sked if T could note down wy views cn M1. I ghall try to separate the
fensibility question from the question of what it would be best to control assuming

frasibility.

What should we like to control? |

Tnere scens te be some degree of consensus atout the way in which rational beirgs
go #bout their decisions. It is reasonable to suppose that they chooce levels

of various types of expenditure and investments which at the margin equate the
‘zricus returns from each. Returns from any investment cccur in both pecuniary

and non pecuniary forms but will be equal across the vortfolic in equilibrivm. Of
course the portfolio in this context includes productive capital gcods and consumer
durables. Consumption of nbn durables will increase until the marginal return

to consuming tcday rather than tommorrow, (the subjective rate of time preference)
equals the total rate of return yielded by any (and every) asset minus the rate of
price infletiorn, This 'real! rate is essentially wmeasureable, depending upon
expectaticns and the seeurity end other psychic utilily to be obtalined from holding
wealth even in the form of illiquid assets. This arpunent is essentially Friedmanite

but is consisient pith the Tobinite "supply price of capital".

It follows that real expenditure will be a function of real income Y (or the wage
rate) the perceived rates of interest and inflation, R and % , and possibly real
wealth W, toxes and.other shift variables Z. Given the national income identities

this makes real income a function of these other variables
Yep (R, 7T , ¥, Z)

Foney is likely to appear directly as part of W, cxports, public expenditure and

other Keynesian shift variables can be considered as elements of .. The demand for

any asset will depend upen the 'average' rate of return R, the own pecunisry rate

of return Rj and transactions and other variables which affect non pecuniary returns.
If we define M1 to be assets which pay a zero (or a constant) explicit rate of
return (R) then the gecond of these arguments is fixed and may be disregaréed.

It is usval to assume that the demand for such 'monetary' assets is homcgenous

in recal income ond the price level P so we have:

11 & B
=L@ =VER dvs, §

SR =



Thus money income velocity, M1/YP may be talen as a unique indicator of the

unobservable rate R. It is unique in the mathcmatical sense that there is a one

to one relationship between V and R. It is unique in the literal sense that no
other asset/income velocity ratio has this properly. Any other asset MX pays a
variable rate of return RX by definition so we have analogously

24,5

g0 that a shift in RX will change the relationship between R and MX.

The immediate consequence is that V may be inverted to give R as a function of H1/YP|

and substituted into the real income cquation:

& (M1/YP) °-

=
il

C.. Y

1]

e (v“‘(m/yp), T, W, 2)

h (M1/YP,7T, W, Z) |

It is easily demonstréted that this makes Y an increasing function of real balances
M1/P, especially if wealth (or using rational expectations, 7C ) depends upon M1.

1
Tt must be admitted that 'R' is a nominal rate so that if M1, or morey income
velocity is held constant, changes in price expectations ( JU ) will disturb the
system, This will produce changes in output, prices, unemployment and so on
depending upon the other equations of the system. It would be nicer to control
R =Y  or the real perceived rate in order to get around this problem. However this
is not possible unless we have information about TU &nd the V relationship and

make cuitable adjustments.

Even if we could fix the real rate, changes in W or 2 due to say an oil price

rise will disturb the system. (Agzin we could make some allowance for this if we
knew the numbers involved.) However the essentisl monetarist conclusion is that

even if such shocks to W, Z and X are ignored the system will be stable if we

2llow M1 to grow at the some rate as potential output (¥*) =~ - . in the sense

that the price level will converge to an equilibrium value. (It must also be assumed
that the Phillips curve, political processés etc are stable!) This can be seen by
setting ¥ = ¥* and substituting into the last equation to get the long fﬁn solution.
It is easy to show the long run properties ‘of any M1 ~ based rule in this way.

Short run characteristics will depend upon the othern equations of the sygtéﬁ.T"



It i8 not as easy tc analyse policies involving variable interest earning assets.
Substitution of the expression for a typicel alternative velocity VX(MX, RX) will
make Y depend upon RBX as well as MX. This introduces the own rate RX as another

shift veriable. To take a specific case, & rise in M3 due to the CD component could
be due to a risec in CD rate relative to a fixed average rats R (or perhaps bank rate),
It should not be taken as indicative of a general fall in rates and may not lead

to increased expenditure and income. Changes in M3 (or M3 minus M1 components)

are in this context meaninpgless unless it is known whether they are 'froth' due

to differentials or due to changes in the perceived level of rates.

Why, it mipght be asked, is control of M1 which is related to the perceived nominal

rate of return any better than fixing nominal rates? An immediate answer is that

operationally the latter neans fixing observed yields to redemption. These may he
very different from expected holding period rates of return due to expected capital
gains and non pecuniary returns. A more important argument stems from the stability
of the system. If there are shocks in K| V¥ or real variables represented by Z and*

money is fixed this will move the general level of interest rates in such a way that
'_the effects on output are offset. (For example increased exports will raise income,
the demand for money and hence the level of interest rates, producing a negative
feed back onto income.) This will not occur if rates are fixed. Moreover if the
nominal rate is fixed below the equilibrium real rate plus the level of inflation
the real rate hdﬁl be too low, producing more inflation, a lower real rate, yet more
inflation and 30 on until the nominal rate is belatedly revised upwards.l

Which is easiest to control?

Controlling observed rates wins hands down on this count but is obviously out of
the question. I think it is also accepted that M1 is more amenable to control by

interest rates (crowding out) than M3. I think we also agree that this is why
central banks prefer M1,

One of the major issues which came up at our meeting was how the two aggregates
might be controlled by PSBR changes or affected by changes in the reserées. The
ex post relationship between these and changes in M3 are given by the well known
identity. However the ex ante effects of such factors cannot be worked out in
guch a simple manner and are certainly notfone for one. |

The simplest case is the fixed interest rate case. It is then possible to

substitute the cverseas flows identity into the usual M? identity to get an M3
identity based on the private sector portfolio: I



M3 = Financial Surplus + /A (Advances + Overseas net
Iiabilities + public sector loans - gilts - LA deposits, T Bills and
other liquid non M% assets)

A rise in the PSBR ex post must be accompanied by changes in overseas or private
sector ;leunsand will be given by the NIF., Ve then calculate the fracticn of
financial surplus/wealth (or capital inflows or public sector loans) which will
wind up in M3 components, either directly or indirectly by looking at the effects
on gilts and advances. A similar procedure could be used to find the effect on
M1 either directly or indirectly. In the model (and in principle the financial

forecast) the calculations are both equally simple.

If interest rates are floating however we know from model simulations that PSBR
effects on M3 are varied, sometimes perverse and often unstable. Some of the

early results are reportéd in MMWG (57). They show that the results depend
critically upon whether the banks are under pressure or not, and whether bill

rate is fixed, floating or kept in line with market rates. If someone asked me what .
the effects of the PSBR on M3 were I could not therefore give them an unquanﬂified
answer in this case. ' However there are grounds for thinking that the effects of

the PSBR on differentials will not sericusly offect the direct effects on M1 working
through privatelsector weaith and the zeneral level of rates. 5o I am reasonably
sure that I could give an acceptable range of figures for the M1 effects no matter
vhat the financial environment. (This is only an assertion however since I have

not lcoked at PSBR effects since putting M1 on the model).

Conclusion

M1 as currently defined is more meaningful than M3, Since the variance in its
'own rate' is negligible. Control of this aggregate will thus lead to monetarist
results in the medium term and possibly the short term as well if expectations
are economy-wide raticnal and based on the most sensible apgresate. We are
probably making life cifficult for ourselves by attaching so much importance

to M3 which is arguably more difficult to control than M1.
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