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Sccrates: Do you find that your monetary s systen wor s well 7 .

K

Eoonoodst: Pretty well, thank you, Socrates, on the whole,
Socrates: That would be, I suppose not becawse of the

rather strange rules of which you have teld me,
but- bocause it is administered by oon of n&Z»C

and wisdom ?

It would seem that that rmst be the rzascn
rather than the rules thexselwes O Socrates. i 3 g

Econorist:

Denis Rebortson, 'British nonetary policy',
Lloyds Bunk Review, My, 1939,

-

I INTRODUCTION
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Over the lgst few years increasing atteation hae been devoted to explicit

guantitative targets for growth of monetary aggregates.-.Early exawmples of such

wnuamnnununnavnmnamawsc.m. mhmwnpup nnunnsn:nuw aUnWﬁwrnnwﬁoHowc.

In October 1972 the E.E.C. noﬁuumm»ouu. with characterietiec optimism, cunounced
(and ia 1973 the Cowuncil of Ministers agreed on) the objective that member nationg
pursue a policy of maintaining 2a onnual rate of increase in their respective 'uoney
supplies' equal to their nmmunmnwdm rates of growth of output plus 4 per cent.

Two years later the Bundesbank announced its declsion to pursue a target rate of

4
increase in a particular monetary aggregate.

At the beginning of 1975 the Swisa
Mational Bank tock pride in being 'one of the first central banks in the world to

ke public its target for the desired money supply uwocn:.u. and since spring of that

year the monetary targets of the Federal Reserve have been made mﬁwwmn.m

Yetherlands, a 'money supply' target was mzso:ﬂnmgu in 1976 and 1n France a

For the

quantitative objective pertaining to the rate of increase f. wlde moncy was lacluded
in the atabflization policy programme presented by the poverameat iu Seitember cf

8 In the Un
9
et

the game year. ted Kingdom, in July 1976, the Chancelloar ol the Exchequer

declaced a tar of 12 per ceat for, as it was gucted In the press, 'monetary

oxpansion' in the financial year 1976-77, while The Tizes ventured into & '"Progracse

ﬂtwmoouosun Stability' that began with the objeetive that

Money supply growth be kept to § par ceat thie -ear, 6 per
cent next year, and 4 ﬁnn cent thercafter, this coamizmni to
. be inatituticnally entrenched beyond doubt ond pressure. -V
.

The major {mpetus for such tendencles and recomrendations mmam of course derive
from incrcasing acceptance of the view that -control of »:,HpnpoJaqv pIIIennry
requires coatrol of menctary aggregates, It.le less clear whether the connection
perceived relates to acceleratica of the rate of inevease dn tha 'viney supply' deing

seen as the primary ccuse of price changes, or whether it is felt that non-wmonetavy

.« ssfexplanations of

_mxuwnnunwoua of inflation »resuppose a particular

exchange marxets, where it is felt that the basic cbiective of e

J A
X
N

x
N,

11

onetavy authorities® , in the absence of which such pressures will be considexably

reduced or disappear entirely.

Bubt to some extent these tendancies ara also

encouraged by a belilef that such policies are conducive to greater stabilicy of

b
financial markets by eliminating the uncertaincy implicit im a process of policy

12
changes.

The latter is alsoc pertiment to the smoother gpevaticn of forveign

sonse of turbulence, uncertainty, and-erisis that have been common in YeCanl YearS...

will be served as the domestic intentions of the monetary autheritics

predictable, and s confidence in the domestic monctary fravework grow

¢
i

regarding monatary nbnm,nm. and comparisons of curvent monetary statlstics

target values is an art to which zmuch effort is now davoted. Int short, as

cne author recently put it, 'the era of monetary poliey by wmometary targets has

14

arrived'. Zut what docs this mean 7 Aa attempt to answer this question

the need to examine a variely of issues.

(1) Ase 'targets' to be understood as 'Friedmmian tules' ?

(2) Are they to be understood as statements of acceptance th
appregates cosprise the best intermediate varfablas in detern
cconomle activity 7

suggests

Tone LAl

JAning

(3) Are targets to be understood as indicarors eof cconomic sceivity 7
(47 Are they to be understond as policy fndicators ?
(5) what criteria are employed in Zetermining their values ?
(6) T4 what soase do they imply o change in the behaviour of
monetary authorities 1
(7 What is the coatent of 'publicly announced' targets ? .
and correepoadingly,
(8) What are the cotmitments iavelved in such annouavcments ?
it seewms imstructive, however, to begin with a preview cf tha ‘targers' that
governments have come Lo &eL.
o - .
11 MONETARS "WARCETS': . BIRD'S EYE VIZW OF EXPERIENCE AND PR TICES IN
THREZ ECONOMIES
THE UNITED 5TAES
since March 1975, in responmse to a Joint Concurrent Resoluticn of Youse

Represencatives and Senate, the Fedeval Reserve Chals

to Teport cfanges for mwocnv of wonetar gregates in the

These ranges themselves ave defined in terzs of upper ang Jower lizits
rates in three definiricns of the momcy supply aad one of baak cradiz, as

from the st recent crape levals to thelr prospoctive levels




warters hence, The three definitions of the money suppl “are currency plus
PpLy 7

demend deposits, Mi; the latter plus commercial bank time deposits, M2; aad the

latter plus shares at mutual savings banks and savings and loan assoclations, Ma.

15

The fourth apgregate, termad the adjusted credit proxy is equal to total memver

bank deposits subject to reserve requirements plus non-deposii sources of fuads,
such as eurodollar borrowings and the proceeds of commercial maper issued by bank
holding covpanies or other officiates. However, lags in data availability have
sore recently resulted in the replacement £ this fourth aggregate by bank
credit which includes total bank loans and investments, mecasured on a monthly average
basis, less interbank leans. Table 1 presents the annual growth ranges aduepted and
actual rates of growth of such aggregates realized in ﬂrm-vnn»oa 1975 to 1978.

The precise ranges of the targets are decided by the Federal Open Market Jommitt
¥OMC) in the light of econometric and qualicative projections of thl cons:quentis
for the cconomy of alternative target ranges. From HonmAﬂmﬂ!nnm:avowsn the
acknowledged strategy is one of gradually reducing arowth rates to liv:ls that may
From

prove compatible with price stabilicy.

it is stresced that '...inflatlon can lead a life of its

16

own quite independent of

surreat or past monetary developments’ and hence the growih ranges sdopted, take

fthe underlying econonic conditions! as given. Furthermore, pevsonal judgement as

of such underlying ceonomfente . b il

to vhat compriscs 'no more than accommodation'

condltions is allowed considerable free reign in view of the fact that the relatioa=-

g

gubjer t to varlatlons tust precluds

exelusive reliance on past statistical umuonﬁmnwoau.wu

ships betwcen the four aggregates and CNP are

In pursuing its yearly targets the F.0.M.C. dafinca, in tevms af one o¥
both of the two narrower agpregates, short-run (curren: and next month)

current

tolerance ranges at lovels and sorecads deewed consistent chnw

The Cozaittea's

and with the adopted yearly target

iretrvuctions to the Manager of the System's Open Markel Account awcordlingiy

provide for the accemmodation of the public's dewand for funds in the short-run

while at the same time prescribing Tesponses to be made when the growth of M

ehort=run operational

and/or M2 (i.e. of the aggregate focused upen from a
T~ It

standpoint) appears inconsistent with tac Cosnittee'c longer ium obiectives.

i

1 In practice huveveT,

Tra latter is the principle at any rate.,
the extent to which tolerance ranges have been obscrved hau buin lim‘ted,
Examining, for example, actual experience durlng the firsc wnun of operation |
of the 'ancounced range scneme' one finds that Jespite var..tions in the
width of the tolerance ranges the actual behaviour of the two

20 '

agaregates deviatad from the specified limits. Nay was this

ce

the 'one-year range' starndpoing, howevet,

" ranges for

manifestation of infrial tecething problems fo¥ such over-
£00-C0) -

Intevestingly there

or undar=

pattern a

Ca the yecarly

shiooting has continued in the years since (see poges
t

ranges, performance has varied as between aggpregates.

wag & greater tendency te tachieve' all three targets iu the eariier parc of the

reriod reviewed a feature which corresponds To the pattern of declining growih

M, coupled with jncreasing rates of growth 6f this aggregate during

the period.

THE UNITED KIRGDOM

In the British context, publicly cnnounced monetary

Targ

n
13
[a]
o

&

5
shenomanon. In the Budget Statement of April 1976, the Chancellor indic

‘that afrer two years in which M3 had increcased at a rate less thas

their growth rates to come woTa {ato line in the financial waun.wwqmaqu

*though it was still the governrent ' s objective that the growth of the moucy supply

should remain ﬂoamumno..ur faw wonths later, in July 1976, the Chaznceller

-1

the pu

currency with

announced that Ma, i.e. the aggregate of

resident

and public seccor srerling demand and tice deposits plus U.K.

t
in othey curreacics, should grow by 12 per cent during the financial yea? 1976

In October this objective was reiterated; and though in necezber esphasis shifred

uf

to the

to a target for dopestic eredit expansion (DCE) (as the Letter of Intent

set limits on DCE for the financial years 1976/79), the authorities alsa

crorling component of Mi ia the fors of

—_—

corrasponding objectives for the

9 to 13 ner cent for the financial year 1976/77. This range was fur

adopsed in’ the Budget gpeech of 1977 as the joint objective, cozhine

£
a DCE ceiling of £7.7 billion,set by the 1.M.F., for the finaacial year 1977/78.

1:414%: the United States, 2 precise inio satipn regarding shori-Tun
oparational procedures 1s available. Aa address by the Covernor of the Dank of
Eapland, however, docs provide sore insight into the podus operandi of puvsuit ol 1
M3 objectives. Cosaenting on the 'Managewment of Monetaty »mmqmwannm., My, Gordon
Richardsca uuquﬁnpnm;mm the Baak of England's ‘1opic of operating' as sceking

e LA TRATRER
bringing aboul
diffteulty of
rates at which

to sce bein




iy ; E Z i . + Com e e e e A e B4 M s | e s

e ] L LR T L e
RETLITY Ao : 8

i

Ty

1}
|
£ [ v ﬂ : ) i
3
]

Ve / o
"T"" {g to attempt to predict what the rate of monctary expansion i ; * e
s 5
will be 4f we refrain from trying to change interest rates R8T GERMANY
as a preliminary to considering the nced for intervantion. ¥ OER G
T ; h a b aour targe h the Unfted States
The essence of monetary management...is to act to offsct ymile the movewvent to publicly announced targets in bot
divergencies,in these sources of mometary expansion - difficult . and Unized Ringdom followed a period during which wmonatary aggregates were accordcd
to predict and centrol ~ as soon as it becones raasonavly clear " ; ’ -

: : ) 2 t Gy b T ic cclared targel IOY mOnOTar
that iaaction is likely to undermine achievement of tha - . greater atteation in policy deslzn, the first publicly declared tary =
monetary target'. J aggregates was that of the Deutsche Bundesbank. In December 1974 this monciary

23 g . . RS
Whatever the precise operational context of policy 7, the record so far has authority ‘broke mew ground' in announcing a cecision of the Centval Bank Council
not been in aceordance with stated objectives. In the first yesr of operatlion, 1976/77, srating thatr ' rom che present viewpoint' it coasidered "2 growth vate of about B
aeither the original (July 1976, 12 per cent) target for Ms nor the (Decerbor 1976, per ceat in the Central Bank Momey Stock during the year 1975 justifisble inm the
9 - 13 per cent) tarpet range for sterling My were mnnmmzomh\\qrn latter grew Wy light of the aims of stabilisation vOHan.wm.
7.5 par ceat and the foruer, as was the case in the previous two years, by 10 per cent I
24 " ' i
only., Part of the reason for such undershooting ' wag that the public sector The monctary aggregate chosea for this purpose is one that has featured In this
borrowing requirement was cowme 25 per cent below the figure predicted even as lace cuntral bank's pollcy unmnnnauunmo since early 1974, It is equal to curreasy Im
as Deceeber 1976. Furthersore the demand for gilt edged was higher than ; circulation plus Lanks' ccrpulsory resevves against gdemostic liabilities o the prival
znticipated, resulting in higher than forecast sales of nnmewWﬁon to domestie nonnoquc adiusted for variations (oves tize) ia reserve ratios. The exclusion of
investors despite the fact that the authorities refrained from seiling glit edged excess resarves and absence of offset for borrowed reserves does, of course, lazply hs
in the last two menths of the financial year. , this apgregate is conceptually differeat from what 15 sooetimes defined as the adjustic
monetary U»wnuwm and at least since 1576 the ceatral bank zoney stack is inmereasingly
3z

The performance in the financial year 1977/7% was not in accord with the presented as a weighted money stock aggregate.

tarpet rate of increase postulatéd cither. As Table II reveals, in the fivst

cemmm . Sdhyecc quarters”ofTthe Tinenclal-year-stewling 'l rosc.at an . acoual rate of .almost o L. . ;;._a_hr:r.aHﬁ.aan“uuuwcﬁu\th precisc figurawof .target Tate of prowth, the
25

15 per cent. This was so despite continuing strong demand for gllt edged™™ and = ; i .

. ...vwas mainly guided by the follewing variables: t

despite the authorities' eventual move to a more flexille exchange rate policy . of production potential, the change in the utilizs

; . : R e topw ol Vumavaidable! -

in late October 1977. Even this rate, however, was to be excacded in the last . procuction petential, the rate of 'unaveidable mu

! .and the change in the 'velocity of circulation’,
quarter of the financial year, co that for the year as a whole the rate of growth of !
Futhermore it was thought that
sterling ¥y was more than twice that of 1976/77.

23 '0f thase four vaviables two

L2 potential and the velocity

Besides prompting the {intriguing/comment in the ﬁusw.m Quzrtoarly Bulletin that i dependent on cyclicel condi
k 3

that the utilization ol
'yelocity of circulation
that there Is a relatively

with recovery in the real economy still very frapile, the
cuthoritlies were naturally unwilling to sce interest Tales

go higher than was essential, 26 W continting to run fairly pa
1 compenents ara portlcularl
this perforcance must have contributed to the move to six~zonthly rolling targetls, _ the growth of the production p i
anticipated in the February 1973 lecture wwrnwn Zoveiner of the sank of Englana _ price Tiges. 4 .. -
referred to carlier and announced in the Budget cpeech of April 1978 - a '...minov m Gramted such reasoning and proiections suggesting an increase in nozizal GN? of the
but useful .technical change to our continuing policy of heving nubldicly announced _ order of $-10 per ceng, the target of 8 per cent increase in C5M between December 190
menctary np«mmnu_munu the Governor saw it, but at any rate one cw»nv enzeriaence and Decenber 1975 was reached.
since has not challenged. ) FdE o - % '
ﬂ For the first fow months of the year peiicy appeared 1o koe
u But by Avgust the rate of Increase of CEM was accelevating aud,
o rate of increase of pﬂ.n.ﬁ»ﬂ cent in the secend half cf the year, the Decenbar 1475
; CoM was almost 10 per ceat higher than a year’ cevlier.
|



targe

The nxﬂoﬂ_nnmo of 1975 was thcught to veveal that setting a precise quantitative
target for monetary growth to be achievad in the course of precisely one yeavr was
too demanding a task for the monetary authorities (see pp.000-000)., Thus in
defining 1ts objectives for 1976 the Bundesbank set as its target not a figure to

b sohieved between end-1975 and end-1976, but rather a figure to be achicved

on_average during this time interval, an average gprowth tarpet. But the criteria for

¢t gecting recained the same, In declding on the preclse figure thercfore, the

principal, and publicly stated, assuapticns :mﬂoum
(1) a 2 per cent of mncpﬁr of productive mOHnumwwp ia 1976
(2) & 2.5 per cent rise in capacity utilization
(3) a virtually unavoidable rise in the price levil of 4-5 per ceat.

Altogether this apounted to an anticipated growth of nozinal GNP of about 9 per cent.
But granted the cyclical phase of the economy it was reasoved that this did not

require an equal rate of expansion of CEM since ./1!

€] 2 higher income velocity was to be expacted,

Allowing for this last assumption 'the Bundesbank censidered a rise of 8 per cent

in C3M, cogparing the average for 1976 with the average for 1975, to be approprialz.

[}
Wnile retaining any psychological benefit of continuity ci an absolace mwﬂc«o

for rate of growth of CBM, the new target, postulated on an averags pasis, weaat of
course a considerable reduction in the end-year to end-year growth objectiv

In the event the new target was also violated. Taking che average of all wouths the
central bank money stock was 9.2 per cent higher inm 1976 thanm in the previous

year (though on an end-year to end-year basis the growth vate did decline to

8.4 per ceat). Significantly this overshooting was consistent with an actual
increase in growth of real output in excess of that ezbodfcd In the aasunpt lons on
which the 8 per ceat target was based, while the increase in prices was smaller than
budgetad for. Eut the overall increase in nominal GNP was as originally jrojectec
so that, as the Bundesbank put it 'the crux of the question was why the valocicy

wally been :mmrchn_.um

of circulation did not increase, as had or

....,..
Althcugh no clear answer to the last n:rmnwoa was forthcoziar{se
tacget
undesbank persisted with {ts 8 per cent/for the year 1977 alse. To preclude any

e ta2lew) the

w

misuwmderstandings regarding average as opposed to fixed interval mﬂoa , the

Bundesbank also anncunced that to meet this target it would strive no achicve

cypansion in CEM of 6-7 per cent, comparing the average of, n:n fourth

cuarter of 1977 with the corresponding guarter of 1376, Nominsl c‘v :pm.muus
1975, predicted to rise by 9 per cent censistent with a 3 per cent increase 4n
producctlon potential, 2 per cent in capacity utilization and 4 per ‘cent imcrease im
prices. A change in velocity of circulation was expectad (econtrary Lo experience

{n 1976) to rake u3 the differcnce between § per ceat and 9 per cent incvease in GN?.

4
~

At least gs rvevraling as the Bundesbank's persistence to the mapleal figure
8 per cent however, was the renewed exphasis, since late 1976, ou the behaviocur

of the banks free lig reserves as a focus for policy = an issue played down in
the  preceding three wnunwwu. - and the unwillingness to resolve the dilemma that
strong nuqmnmw inflows posed by allowing the exchange rate o appreciat ouw rather
than overshoot the 1976 target ian the midst of a nhnwwemonqo¢um of sales of

socuritics to absorb bank liquidity combined with a polilcy of

rates and total reluctance to raise the cost of Lowbard credit

. 39 ;
recourse to such credit by commercial banks. Thus, while in

§ per cent growth tarpet for CBM was once agaln adopied, In the

%
regarding the four key variables described above o. we also fi

sursuit was aow much qualified. Indeed, expericnce over the
culminates in the rationalization, found in the Baak's report for the year 1977,
{published in ~;ril 1978) that

"The Bundesbank had to assum: from the outset [since targets
were first annownced that 1s/ that there miy be pericds in
vhich the pursuit of an ,ann«naxﬁun, tarpet variable' as

flected in the zanounced rate of CiM ¢
priority; it is then ﬂnnrumunw to consi
tolerate the non-attainoeatc. of the orip
revise the target. In 1977 as im 1975 ¢
deelded not to nrpnm the target but to &
for the divirgence

annot be given
{dar whether to
inal tagpet or to
ke Bundesbank

AP

2 lain Lhe reass
"y
“

Wnather sur! pronouncements sugpest a shift in the Bundesbank's positien will be
discussed later.  But from the standpoint of providing a bread record of cvents

{as I have aimed ro do in this section) we may note that the reasons given for

the divergunce 4n 1977 were that rises in Interest rates such as would have teen
rc-uired to corrain the groweth of CilM would, om the one hani, have 'increzsed
the tvisk of eyeclical sethack' and, ca the other, 'would have baen at varianece
with external reguirements', placing that is more pressure on the Doulschesark Lo
rise further. 4&nd since higher monetary growth ia the short-run was thou
to eadanger price stability, the mcnno:v sk chose not oaly 'nmot to counteract

accelerating monetary ewpansion’ but iadeed to iniriage 'further zometary relaxaticons
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There is much in the above that can be said to carry a Friedmanian tinge.
A ye
of the 19705 is easily understood; and equally, when much else has failed,
ntalize all, but

As he concluded

arning for a wore stable eccnomic environment after the vagaries of the first half

Fricdman'a

visioa way unct ta promises deliverance with scductive (apparent)

slmplicicy. in 1948:

ty adepting publicly the policy of achieving a mrunuw rite of

growth in a specified wmonetury total... the monetary authority

could make a major contribution to promoting cconomic stability...

Other forces would still affect the econowy, Toquire change and

adjustment and disturb the even tenor of our ways., But a steady

monetary growth would provide wonetary clicate favouzable o the

effcevive ovonnnyoq of those bLasic forces of enterprise, ingenuity, .
Invention, hard work and thrift that are the springs of econonle

growth. That is ,wo most n: n we can ask frow monctary policy ze
our present stage of knowledg But mwnﬂ much =— and 1t 1s a greac
deal = 1is clearly withia o:n nopny‘

This prescription, which appear
._‘ﬁ
agpregate

to elevate the pursuit of a stable rate of

grovth of come monetary to the status of a sole objective for wmonctary

»Mopwn%.,awnha we way remcsver mwoﬁ n:«nn premises, namely. that

i e memt ey et s
6] the behaviour of the private sector is basically very stable;
(2) our {gnorance of structurzl relatlonships precludes the use of
wonetary pelicy for fine tuning (so that the pursult of such poliey
by the authoritics fa likely to result in instability ia the sense
of increasing the amplitude of the adjustment path that the private
sector will gencrute in response to any given disturb...ce in the
absence of policy);
{3 monetary policy, thoush it has irporiant effects =n real wagnitudes,

cannot peg real magnitudes at predetermined levels

principle these scam to b positive issues on which empirical Znw

estipaticen

-

w3y bo expected to adjudicate n practice disagre

bo

ment at the novmagive Level,

sterming from differences of opinfon =~ regarding social order and oim: pearspectives,

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

versus discretica' in wenetary or cther policy. At the pusi:’va level.

's rule comprises one of the alternatives open to the policy-maker.

At the norzative level,

it refleces his preflcrence for limited povernment anc,

where government is essential, his preference for limiting government so far as

possible by clearly specificd rules rather than granting wida: discretion Lo governmeat

4
officials q. To be sure, experlence dovs affect normative judgements also. The

periorzance of varlous countrie: In the last few years has Iindu:ed consldershia

1
i
'
i
i
I

N,

reflection on the nxnoaa to which governments can be expected to deliver such

as the market may (or does) fail to deliver Furthernore the experien

objectives [
of the last few years has emphasized the trade-offs between short-rua beaciits and
48

long-run losses. Yet though the targets adopted do reveal i

the vomrmwos that monetary acrebatlics do not confer long-run benefits 7,

50

canfer Josses”® while izperfect knowledge of the relevant parazeters and lzgs

‘recognition', 'implementation' and 'effects' limits thelr short-vun poteantial™",

also clear that the targets I have described in scetion 2 above, do not ajpear

2
Friedoanian wcpnm.m

it is

. . & e “a -
to gqualify for the title of The American onds ave too

that they are revised fo confora to what can be achieved

with roi

reviewed (and oue perceives

—
cioan's

when' due regard is pald to othe nomic variables) to be consist
dosipgn an
1

ones have not been with us
also

to

araad desire anvqwco the monetary authority of discretion.

long; but as the move to 'rolling targeis' a l'azericaine

indicates in this respect they have wuch in common with those of the United
And the Cercans ? Thev at least can claim to have kept to the sa
figure; though, as we have scen, granted revisions in measurement this hos not really

beon the sace all the time. More importantly, in Ger

tarpet values ave derived is mot one that abstrac

on belief in the inhevent stability of the economy

. -y "
affect that in 'assessing the expansion of central bank money in the tible

paaner compa

awhat lonfer-ferm

s

with stability it is ... above all necessary to be gulded by the sazo
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possibilities of econcm mﬂoﬂnv..

THE NATURE AND CONDUCT OF EZCONOMIC POLICY

Granted thac the policles curreatly pursued cannot be accorded the status of

Friedmanian rules, meresary targets should be seen in the contaxt f resslutions to what,
25 1S
following Brumner and Meltzer, may be termed 'the policy problex’. The latter™ pettain:

e the conduct, and uunnnnnnwunmos of

characterized by incomplete knowiedge of the structural relatlonships

by impericcs informatio

1astruzents of policy and ultimate goal variables, aud

current and even past valuch of the endogenous and exogenous .var rigbles in the sytex.

i
n:uwxnumw

nvironme

In Brumner , policy in such an

'... three major groups of problems: (1) the

and {(1ii) the

ar;

eant of the genoral movement of the economy, the

the pressure on the price level and the tread im the balance of

vhe identificatisn of the current movement of the goal variable

By contrast, the interpreration problen relates to

such movenmts zay be.

tinforzation about the monetary thrust transcitted to economic activ

acguisition of

o fBinn




‘relotes to the optimal strategy gulding the

Finally, the determination problem
r

as well as to the way in which alternative institutional arrangements lupinge on the
b b4

optimal nnﬂunome.mo

£lthough these preblems are distinet in sowe respects, and in the work of Brunner
60

and Meltzer, and others ~ coasiderable effort has been ewpeaded 17 ropiiate discussions

of the tarpe:r and indicator uﬂovHoﬁh, in recent yea

tarpet

a short-run/governing the

attention has focused primarily

cn the optimal choice of continuous adjustments o the

policycakers control variables.

In particular under conditions of incomplete kncwledge

about the etructure and informaticn laps policymakers have nwvwnuwww chosen to direct

cheir policies to the attalnment of specific valuezs of endogenous variables that are

¢bsarvable with & lag shorter than that pertaining to the goal waricbles thesselves

and which, provided that they can be said to relate to the poal sardables 1a 4

derersinate fashion, serve as the 'proximate' or 'intermediate' targets for policy.

..—J.—..
Intercst rates, monetary and credit aggregates are obvious candidates for this role
ard in this context the emphasis on

'monetary targets' may be interpreted to denote

convergence of opinion to the wicw that (for the particular time interval vo which
policy cholces relate) memetary appregates cemprise the 'best' intermedlate varilables
a pecuring the attainzent of mmmmznp values of the goal variables. Waile the latter

way be true, ve should note fyom the outset that both the: n:nOHnnhn;.Pcmnwwvonhnﬁz“bm
to this issue and the interpretations of current policies that claim (forzmally or

informally) to depart from such modele rest on & much wore limired view of the problea
thon €

delibe

hat expliclt in Brunner's missicnary discourses or indeed in deacriptions of the

raticns of policymakers

INTERMEDIATE TARCETS AND INFORMATION VARIABLES: THE VARIANCE APPROACH

Lt the expense of considerable slmplification one may distinguich threa aspects
incoxplete knowledge, namely
(1) lags in informaticn pertaining to the goal variables and other

variables in the systex;

(z) lack of knowledge of the structure, that is to say of the valuea
of the parameters characterizing responses 2f ecunouic Jctors in a

particular cconcwy st a particular interval of tize; :

aad
anc

(3) random disturbances.

Recent psouxmhm has focused entircly on the first and third of the

61

aspects of

expericnce e disregard of the foct that, in view of the absence of precise

regarding the structure and the increasl-n avidence that the

ticular steateries 15 dntimately related to tiw precise nacure of

the cuestions nursited 1in awch vreatiaes hear a rrrhen eannnd (o cuen

rote) resemblance to those conironting the policymaker.

!‘1

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

In the context of this approach it 1s assumed rxnn the poliecymaker

* his goals seceks to mindmize the exp nected value

over a particular ranunou. Besides the waights

terco of preferences, the cholce of strategy depends on the

pararcters and stochastic propertics of the model purporting to chara

policymaker’s perception of his enviroament, and meo the

the exogenous and endogenous variables in the system.

ollowing Hrn»wou

g

, the more popular dm:hmun of

as 'certainty equivalence', assumes that the decision-taker p

and knows with certainty the constants and

stochastic variability is confined to addirive disturbances.

reduces o z detersministic Tinbergen (instruments-goals) prob

raditional hitlcksian IS-LM struct

within the confines of the t
to illustrate the variance qu.uuwnu. the supe
. 65 : ;
. @ money stock policy ~, measured by oosparing the ~expeerad

20al variable (typically income) irom its 'desired

£ the pcunnnﬂwn loss

s attaching to the goal varian

coofficionts of this sfructlure, so L

iority of an iate
quared d

value, depends on the

Nevercheless one Is

impressed by tha extent to which the authoritics' behaviour im some countries can be

‘var
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n
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™
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o
o
- o

funeticn

les in

mean valucs of the

g¢recize the

low of inforzation about

the apsproach, aptly descr

erceives a linear strucouTe

The policy choize then

- In particulaz,

Il

ure {usually ezployed

rest rate policy over
h

covariance structure of the addicive disturbances attaching to the expenditure and

monetary scctors and on the values of the parascters deseribi

cxpenditures to changes in the interest rate and of
67

rte interest rate and income. Ia such a model, furthermore

deduced that 4f, as monetarists have often claimed, the deman

stabic tham the expenciture function and rather unresponsive

s voney stock policy is superior to an interest rate policy.
t

therefore (it is inferred) can be Interpreted to imp iy tacd

antecedents, reflecting, that is, prior Information {or belief

structurc is such as for nwo variance in the goal variadle un

policy to be smaller than c;ann an intevest rate polity.

£

Th riate characterization of

hecher the latter is an appyep

erception of thelr cespective envirsnmeats is am lssue to wh
For the mozent let us delve further into what is o be under
vo»»nw <7 such a frame. In an environment in which the woney

rate can ke regavded as alternative Instrucents cf poll

authovities can set the value of efther at the le

variance in the geal variadle) aad wheve decisions velate to

which the autbhorities receive information neither cbou

np the response of

the demand for money to changes in

, it can be ecasily
d for money is Loth =ar

to interest

accepst
s) th

der a

policyrmakers
fieh T will come in due cours
tood by

stock and the interest




ror any other variable except that which they choose to comtrol, the money stock poliicy
I ? o

relates to the choice of a single velue of an instrument of poliey te be raintainad

at the interval between policy reviews, Although therefore the setting of the moncy

stock (In the hypothetical case in which M is an instrument) at the particular level

consistent with minimizing the varlance in the goal variable implics thac the intercst

rate respondsto movements in the demand for money and in the expenditure function,

or correspendingly the sctting - of the Intevest rate — in a situtatioen in which this

alternative iz deemed to minimize the varifance in the goal variable between policy

revieus — implies that the money stock varies, this varlation is not (or cannot be)

utilized by the authorities to cffect revisions in their {instrument that will reduce
the variance in the peal variable further. On the other hand, if che authorities

roceive informatien, on the behaviour of the variable whose value i1s not set as an

than

instrusent, with a regular that to the goal wvariaale,

69

instrumcnc of policy.

frecuency greater warcaining

they way choose to respond to cuch information by adjusting thelr

S

I
In the latter case two kinds of responae may be distinguished. 7The {i-st ds for

the sethorities to scek to infer, 1w the light of their prior kncwledge alcut the

giructure and 1ts stochastie characteristics, the likelihood that this deviation of the

Loh

ey
4
with sinimlzing the variance in the goal variable) value is due to an IS dlaturbance

stoek (or interect rate) froz its expected (and other chings equil consistent

and adjiust their inst truments of policy in accordznce with the nxﬂonnsr»oz OM such a

disturbance buing reflected in the wmovement of the money stock or intcrest rate.

o=

e second 1s for the authorities to seck to adjust thelr {ost

70
in the monoy stoek ~, treating

rusents in such a way

68 to minimize the variaonce that is,

the money stock

as the proximate policy objective — as the intermediate tarpet. (A simple graphical

representation of thesc alternatives 1s piven in Appendix A below.)

cliately obvious that such dinte taveo
sl
lacoxe onzv 7,

srrategy,

=t

coard for woney depends on

izal pelicy... of firs

deteroining how much of the noney

gurprise fs likely to te due to a spending disturbance {thereby warvantisg an offsciting
zetion) and then allowing for the 1M curve slope in gauging the optimal polic ¥l #
The cntimal policy therefore requires that the moncy stock be treated ac aa

information 4nﬂwmzuoquu rzther than a target. And even in this coipacity there is o
ceason for exclusive attestlen on 1ts path.  For since the path of any cuoher observable

uhene
he inefficlentu

ins information that (in this

. ub
gencral

endogencus oY exopenous variable also conta

of thinga) can be interpreted through the structure, it will in

75

to ab the »amonﬁbnﬁoa contained in observations of

@ i

stain from ewxplolting fully

.wvarizhles other than tha-apaey stock (or interest rate).

I
|
' |
|
'
i
i
v

Stch an uncovnromising verdict on the desirabilivy of using any.
intersediate variable as a focus for policy (be it as an 'inforzstion variable
or an 'intermediate target') however canmot fall to ratse the guestion of whether the
particular characterization of the poliey problem, encapsulated ia what was cerced

the 'certainty equivalence' approach, bears any resemblance to that which con
current

if we

e
i

“~

=3
(13
O
2]
o
(%
[
1
ied
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macroeconomic decislon-takers and hence whethar, in appraising po

we are entitled to confine ourselves to such a mould. frer all,

',..at face value the proposition that central bankers arve men and women

G
competence...who take decislonsaccording to the advancement of the public veal.eo
it scems hurd, 4in the light of the sbove, to explain thelr alleged
: are to under
fficient

to intermedlate targets, unless of course by 'norral competence' wWe

a level of intelifgence below that requived to cezprehend that it s ise

disiegard costlessly provided and interpretable informatien that is known to be

welevant to the pursult of ultlmate objectives.

Steeped in the variance mould uﬂ is toewmpting to seck an explanatien in the rature
73 : . 4

of the cisturhances. For theugh pollcy simulations do in practice invarisbtly rely
deterministic structures, the particular ecomometric wmodel comprising the bachground

to such simulaticns (cthe foundation of the prier teliefs) does, by definition, exhibic

multiplicative disturbances and s thus 'at variance' with the popular ‘eerralary

varianc of the wvari Howev

79

disturkances

equivalence' ce approach. ¥, while pultiplicativ

]

result in optimal policies that {mply a more conservative

on the part of policymskers to chanzes in the exogonous andfor endogensus variables
in the system, and further still detract from the Tinbergen Imstrument-geal eslution
in that the nolicymaker will gemerally deploy as many instruments as ave avallable

irrespective of the number of goal vaviables he pursues (since such a course of

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

case of

vowards veality -—— except pechaps in the, {of our purposes, irrelevant

i

infianite piinndng horlzons — does not detrvact from the ahove conc

exists an optimal policy, in the sense of a feoedback rule that s supe

interzediate target strategy. . §
£l - - A
this however, it cannot be stressed enough,
de~4sjon-taker holds a oarticular pnricr belisf about

TS IWDER "UNCERTAINTY'

In contrast to the varlance problem pursued in the Bruaner

essentlal Ingredienc:

lezer writings

comprises (12

i

1

...ignovance — or relatively lucomplete inforzation abecut the

prructure of the cconomy.sd
:



Ignorance of the structure relates to

...absence of quantitative estimates of the parameters of a genaral

equilibrium macvo-model, of the spoeds of adjustment of many of the

varizbles, and of the distribution of the effects cf monetary policy
through time, Bl

A proper understsuding (and appraisal) of policy and of intermediate targecis

(and indicators) (see pages } cannot therefore depart from the acsumption

(critized by Brunner and Meltzer) that

zcal vartables/ is well

'A particular rwqansouwu relating woncetary

policy to / the established', se

at difierent policies

(with or without feadback from Information variazbles) can be uniquely ordered ia terms

of this hypothes but from recopnition of the fact that

]

vo.the policymaker has many different cowpetiag hypctheses

of the structure available to hin 82 2
- /f

in such an eavircnment 1s a task distinct

al

itive the policy recommendations

ihat the econduce of policy from that

izplicd in the Poole -Karcken et -5, Friedman writings 4s blatantly cbvious when

we reflect on how sens " (the optimal policy that 'is)

L84 !

derived from sny specific model are to the exact specification of the wadel -,

& fact winich as Turnovsky has anacs,nwmnna 'is evin wmors true wien €
85
re subject to stochastic dis wrpwp e,
. -

Consider therefore a world, much as the real onz, in which the decision-taker

‘e confrented with an array of alternatdive theoretical strustures and esconcmetr.ic

estimates pertaiuning to various aspects of such structures. In principle, of courss,

£ll such ic comparlson. be

thes

strusturcs can be explicitly defined and a eystem
undertaken that yields sove ordinal ranking and may render one or other of

Y.
of time.

structurcs as, statistica the most acceptable characterizazion of the econox

for a particular interval

{and 4 the will

thip ware feasible fs pr

Even 1f ctice however

for such an undertaking existed, which is doub.{ul, in nr$.mpne of

I3

current practice of ',..cconometric models mutating and wultiplylng at amazing mvoaa,..mm.

resclve the ambipuities regavding the cerreet

necifization of the stpncture in the pariod to which our data sarple pestains.

confidmee in a particular
the
(&)

of how clten other pr Ho: b

assunptions required

a
hin te dartake the staristical

?V

the fact that

nature of the
1 in the

any such verdict for the period as a whole 9nnn not imply

the protean
vermorles cliefs were mu

t; (¢)

same verdict for all subperiods;

as well as, possibly, (e) his unesse with the

performance of at least some of the equaticns of the model, will almoet certainly preveu:

the convergence of his prior beliefs to a single uwnmawws.mu g

welal parametuse )

Let us suppose \hat the above considerations result in the policyraker retaiaing
2ty of beliels

cribed

dition he may entertain a vari
anot be des

a nuzber of econometric models., In ad

that ca

variables in the systeam
His

regarding the path of the exogenous

by a mean volue and some measure of dispersion. policy

that he examines how alternative policies perform under the

of the dif

feront modnrls defined by the competing hypothescs &

of the exopenous variables. If, for example, we retaln the assuzptl

a particular value of income, we may envisage a process of polic
to a pay-cff matrix with ¢ifferent columns corresponding to diff

and different vows corresponding to different policies to be exam

of the matrix (if we rctain the quadratic loss fuaction — 'for simp

the expected squarei deviation of the goal variable from its desired
88
with a parcticular corbination of model and policy.

169

Vi

(=4
o
-

of policy coul

probablilicl

The choica
determined '...ly a Bayesian procedure... i.e. by attaching
various models and procceding to choose that strategy whlch pinizizes the value of

Lhis LB

botween

the (on these prior probabiiitiks calculable) weifhted sum of the clex

ﬂOCm.oo More likely than not, however, the same consideracions that coniribute to

tho poiicymoier'. celuctance to converge on a particular madel will dizect him t

a maxi-wmin decision whereby minimizes the worst

!, ..the optimal sgrategy =
ig of The

variabilities over time attributable to...part norance’ structure and of the

path of the exogenous variables in the systea

Kotice that such a procedure supgests that the policy adosted will not in cencral
be fortiral’ when examined in the context of anvy of the corneting wodels. Like an
{ntermadiate target strategy (we may without commitment record) compored to

‘optimal policy' prescribed by a particular srior teldef, the poliey adopted

raxi-zin eriterion will almost certalnly be inferior when appraised in toerss

of the alternative models; but it will, nonethaless, be a correct policy gra
uncertainty over medel selection. This coes not of course - establi the
target strategy I1s the same as the best max-uin strategy Bur Lt dozs reveal thsr,

cven Af it could e shown that an inte

Yoptimal policy' cabadded

environzment, we will

targets as "incfficient’

This conclusicn contrasts sharply with the dicta of

the variaace approach.

Can it be also argued however that intermediate targets ave, iIn a context of uncerzainty

cver model selection, Ln some sense 'efficient' ?



HMO

Tapping on the findings of the models that recomu 1ze multiplicative disturbances,

cture than vodel seleetion {in addition to the prescnce

icative dis

uncertainty over

l.;.
~

turbances for any given model) will in genmeral provoxe conservative

adivstsonts in all instruments of policy. But this dees not in itseli comstisute arecd
that the policy to be adopted ie different from an intoermediate torget strategy since
we are not operating in the Instrument >(target) >goal-petting ol the certalaty
eguivclence would. At the same tine, since the maxi-zia exliecso o policy

selection does not in itself provide any indication as to the kind or number of
strategics (the nusber of rows of the pay-off matrix that 1s) which saoula be
considercd, there cxists at the present state of our kmowledge (and for both macro-

ccononle and microcconomic questions alike) no sbsolute criterion by which to establish

wharher the intercediate target strategy would be In some sense cfficient, Yore
osecisely, in examining a-tirnacive policles, the policymaler will, of ciurase, cons uler

the maxi-nin izplicarfons of the optinal policies pertin ,n to each of the alternative

zodels that he deems 'relevant'. But beyond this there »u. 4a-principle, an infird

nuzber of other policies, of mnnunnmunm 'governing the continuous adjustimients of the

92 ;
policymaker's control ve ixiables'’®, of relations between chanpza In palicy and conditions
93 .. .
in t savirerment "7, which are cpen to him. There does resain, therefere, the

Ytecrmical' (1) probliem oft kv vhat reasoning is the polleymiker to seledt the
altersative stratepies to be compared 1
* ks - [ . -
In the latter comtext we can do no other but suppose that the gearch procedurs
will dnvolve sorz 'rule of ', some juldpoment. Intuition wmay suggest a procedure '
that treats the optizal policies defined by each of the specilfic models as the liwits

of a ranpe within which te scarch for superlor maxi-min strateples.

)
though it {5 to the onononaﬂnhnwu5Mmﬁunmnwusw_

Yet this preocedure,

tempting does noL appear simple hnwnwﬂ

{r. {ta purpose) once wz recognize that the 'optimal stratepics' {mplied by each of the

codels involve diffcervent ins

95

each case,

relevant' rruments and alaost certainly more than one

vzent in 3izilae fcelings of compronise

zplied in the

may encourage the

of optiral policies &

belicfs that

will render, and the subs

(by definition) irrelevant states

assignment of equal or unequal probabilivics to the relevant models

acuant appraisal on a maxi-win basis of these policies in

the context of the relevant medela. Ceompreomise may also suggest that we identify the p
strategy that derives from the unien of the relevant zlternatives, noving that is to 2
vosition of total fznorance of the behavioural character istics of ﬂqacn aspects of our 1
siopony to which coupet hypotheses of wehaviour apply. The ovn,nup srrategy cerived

frow & model that treata the values of magnitudes out:ide the union as given can thea

be examined in terms of {ts maxi-uin Msuwrnrn»oSu wichin our relevant alternatives. |

No coubt other such supgpestions be tendere Forzally the scarch procedur

F . FE %
1o &d naz, though

ad haz we ought at least to concede that the aicersitives thiv spring vo

Carl -
i
i

3
[0

y
rind in the maga.r of those listed above sten from some process of reasoning,
F o

1
i
5 _
b 1 *
1
[+]

from scwe perception of 'eovder', from experlence, that supgest '

reasonable 'rule of thumb'., On 1;m~mnnmo:_ however, We may 2150 remember that

hesides ignorance of the structurc there are also data lags. But

untecscnabl: to 2lopt a 'search procedure’ im whaich we exaning

the maxi-zin perfcrmance
of stratepies that minimize, for ome or other of the relevant alter 3

the variance of one or other of the endogenous variables thact are abservable wit

regular frequenmcy greater then that pertaining to the geal variable — cf st

that is which

relate to intermediate/proximate targets ?

From this perspective the selection of a proximate target cons

from among the strategles that a ticulay
need not se ssperior in a maxi-min sense to
a priovi be ¢axrd to be ro batrer than the superior stratigy that omerpes from cozparisst

of the optizal strategies pertalning to ecach meuber of the

che declsiom-taker as relevanc., Furthersore, it chould be stressecd chat

of stratcgy 1is mot (as indeed is crue of the optifial scrategy in the context of &
hD e
33

te/flow of in

particular prior belief) independent of the srd

paths of other variables in the system since, cven for strategies that derive Irvom
¢he particular search procedure of minimizing the variance of cne or other of the
Virrelevant’ endogenous variables, the policy vector is condirional oa any informacion

G6

about the time path of the predetermined variables that is available.

INTERMEDIATE TARGETS AND PCLICY INDICATORE

In the above I have anmnanonna jraorance of the strucrure to denote a situation

in which the decision—taker is confronted with a nusber of alternatives each of whizh
In contradistinction to

is based, I

1s "equally likely' the rationale, to the apparatus of though

on which the variance approach
aiternative hypotheses are

'equally probable’ in the sense that

probabilities' can be attached to them, sinece

as Shackle would putr it

..+ it does not appear that num wical probabl
Jthe decision taker's/ state of mind whe
with & number of owno vapive predicates
wnmtmww oi ro reason to discrizinate 57

This, I belicve, 4s ia the spirit of Srumnex's analysis, though

that

1
in what appears the wast cxplicit of his statements of the problem, the role of
nuzerical probabdlitlies is quite azbiguous as we are teld that

r by a Bayesian

caw he decided vpon mith nroccdure in the case

information pertaining to the class ol mmpn.wnvv <mw hypothesas nﬁwo; Lho structule af

.

L4 Fetin wawl



the path of the exogenous variables in the mwmnnmw or in the absence of such knowledge

by & suitable maxi-nin decisien’ o

There are a nusmber of veascons why 'numerical probabiliries' .nd censequently the

Layesian procedure are, as I have alrcady suggested, aa:ﬁqrovﬂ».:o. The f.rsc is that

given a parvicular set of n alterrative states of nature perceived hy the ceiision=
taker, the mecan average of these staves yields an irrelevant prior belief since in
general it will not relate to a state of nature deemed by the decislon-caker as

equally umrmwz as the alternatives ini or if by chance it

tially perceived, averages out

T
to being identlcal to one of these alternatives it must by deifinition be rejarded
ro were likely than the others.

probability equal to w is a

Secondly, if n is large the placesent of & numerical

L

...procedure which implies that wi regaru each of

Mmrn wodels and nynwm ocnnonawu as hirhly improbable.

1 mmn to say that cach of theun ia

highly ioprobable is to say more than ve really wean when that, we wish to express ie

'T have little relevant knewledgi bmu po far as I am concerned any of the mutually
contingencles A, B...H could happen without seenlag iacongruous with what
of the circun nuano Ko cne of these contingescies scems to we 'lmprobabl
sense that it nm*pm for any ctretch of the imagination to coaveive It comdng

In the same veln no¢mwnWﬂ the case in which we do attach cqual probabilicies

The mean averape we have reasoncd cannot be conmsidered more

zn the oripinal scazes.

At best it may be reparded as egually likely, as it

would be 1f we come to rogard 1t as

5 another possible state of nature. 2ut 'The ;

Fremd mrmant o . ar whid 5 . '
fundamantal gquestiocn which we are then led to ask 1s this: Does an increase in the

ypotheses (rivals

to h piven hypothesis), which we connor voject as '

ossible, really reduce the depree of acceptance we aceord to a glven hypothesis ?

PR 1 " - b ¥ o oy . +
ainly...it does not, The mere recepnition of a wider {pnorance Licut what may

oo
b

hasuen docs not alter or veduce the vight of a given hypothesis te

100

Lta placn amongst
those which our knowledge doas not ezable us to reject'

N b Ta
In this scheme of things a maxil-nin compariscn of alternative strategies seems Lo

=& to comirise an approach conslstent with the nature of the problem.

peasimistic owgun_po»“ tut the

This way, as

'...to cracine wodels for robustness

y advice under varying assumpti

s, or perhaps to look for & policy that

bt
1102
8

o]
respect to switches among model are (as I underetand them) the saze

]
L&
bl
4

]
I_}
=
22
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From a tanonomic (classificatory) stendpoint ona way tvace sowme overlaps between

h : “roa o Tha
the two approaches. Thus 4n a cense the maxi-min spproach to the 'derermination

{strategy, torget) problem’ comprises a general case within whica the varlairts of the

veriance approach must in eny ;lven circumstonce te nested, Az the trivial level,

-

any particular prior belief about the styucture and the path of the
a limiting

for exampla,
eX0pCNouS variables comprises one of the wmodels, a

“yalteer povspectioe. Mo less revealingly, Poole's

vunner, celates to '...an optimization procedure hcr»nww sinizizes the CORTOSpOTAnEdLs

T

variance of the time path. The resolution of this problem 258UTes U3 that &
variability expected at.any tice point due Lo our incomplece inforzation has been
minimized by a suitable cholce of policy adjustments., But we ohrain no assurante LTes

lity or imstability of the process over tive.

this procelure airut the varlab

rim

Whatover the voriability of the process over he tize profiie,
stochastic strievire aas been minimized 4n the o gs~section

approach \ms i.u Foole ¢bﬂmpumu provides thus only a very par
.ow

piobably to the pragmatically least important quest tion'’

approach exphasized here, though it permits the ﬁOmmwcwwvn% that strategies

on intemueal rategics embedded i tha

jate targets ave superior to the optizal &
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‘alternative cowpeting hypotheses, the continuous adjustzent clezenis of the

problem, and will in general {fvolve a feedback rule

Trnet thic is so is clear omce Wo recognize that an inte crmediate tarpet strateg)

(unlike the framework defined by Peole) does mot imply a particular set of values of

~he vector of instruments of policy (that is to say the int roediate tarpget is an

endogenous rather than a control variable) so that the pursuit of any

4
value or path of the target variable 1s (as 1 have already noted) dtsell

[+
an the information confromting the policymaker. Bub LO Yecognize the recd for

{5 to raise the quastion of on what the required adjustment in the vector of i

of policy is to be based. In the framework of & par ticular prior belief about the

varisbles there is no such problenm since

grrusture an poth of the cxogenous

{n that context the known structure ronders a4 unique change in the vestor 4

{nstruments of policy comsistent with secur ing any u:nrrncwm\ cutcome. Dut When

a ziven ¢

competing hypotheses about the structre are acknowledged,

tnstruzents of policy is consistent with a number of responses of the cndogenous

target. ’ i .

variable that may serve.as tne

It is, of course, vnnmonnuw consisteat with the maxl-nls approach for the palicy=

maker to adjust his instruments f policy in accordance with thie paramater TESpONSEs

prescribed by enme or other of the cormpeting wodels non;nhuﬁﬂw his prior beliefs,

of the target variabl rom its expected value

and hence to act as if all deviations

simoat

defined by this wodel are due To exonencus factors calling for adiv

vegter © Equally, hewswver, the gtrat

with the erdogenous variable sclected as the rarged, rest on an iadex of the of

~dant of the diversity af characterist

policy changes that go.far as possible is inceper

1n our discussion these comprise alternacs

which the slternative hypotheses exhliblt.



