Monetary Stabilisation and the Stabilisation
of Outpur in Select Industrial Countries*

Introduction

With most industrial countries now opting for monetary targets,!
a key question is whether this is also likely to stabilise income and
output, This paper looks at the recent history of a number of in-
dustrial countries and attempts to evaluate whether, i these coun-
tries had followed 2 more stable money supply policy, the growth of
nominal income or output would have been stabilised. Two ap-
- proaches are used in the analysis. A first approach attempts a simple
simulation of what the rare of growth of production would have been
'if monetary growth had been stabilised. These results are then com-
‘pared with actual outcomes. A second approach starts with the
:__roposition that with monetary growth stabilised income variability
would be determined by the variability of velocity, An attempt is
hen made to remove from the variability of velocity the influence of
oth monetary instability and any time trend: the residual variability
f'_.yelocny would then be an approximation to the variability of

First Approach

This section reports on an exercise designed to compare the
""ar1ab1hty of industrial production in the seven major indus-

ome of the work in this paper was begun when the author was a Consultant
€-Research Department of the International Monetary Fund during 1977. It
epresents the author’s personal view and not that of the International

W, McCram, ‘“Targets and Techniques of Monetary Policy in Western
this Review, March, 1978,
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trial countries with the variability of industrial production that would

have eventuated if monetaty growth had been stabilised. WEIGHTS USED IN SIMULATIONS - QUARTERS* Tavie 1
A first step is to define a more scabI.c (alternative) money §upply Mometary Weighes for Indworial Production
policy. We chose to define an alternative monetaty strategy 10l two Countey
ways. First (Rule 1} we assume that the monetary authorities had r 1 2 3
implemented a rate of growth of nominal money which was a two- Canada
year moving average of the observed rate of growth of mominal mon- Sk | T ﬁ; ;g ?g .05 .03
ey. This enables us to evaluate the effects of simply smoothing out France . M1 '35 '21 A1 .08
the monetary growth scries. Second (Rule 2) we try to approximatc M2 e Ry o :?g
Friedman’s monetary rule. We now assume thar the monetary au- Germany ... M1 .39 22 12 07
thorities had implemented a rate of growth of money which reflects Tealy M2 -28 .20 24 10
the trend in the observed monetary growth scries. In othet words, S | T ﬁ; 2; 19 11 07
monetary growth is the forecast value of a regression of the actual rate JAPR e o -3} zz A7 08
of growth of money against time. If the time trend is insignificant ' - 20 16
then monetaty growth would be represented basically by the constant United Kingdom ............. M1 27 14 08 o4
in the equation; in this case the Friedman rule of a constant ratc of , M2 20 12 .08 05
United States ................ M1
growth of money would be exactly observed. , o -Zg .fzig .24 14
. . 11 .06

A second step in the analysis is to compute a hypothetical rate of
growth of production which would have prevailed if each of the
monetary rules had held. To determine the impacts on output of

* Derived from an estimated equation of the following general form:
Yr=a, (Mo—~P)+a,FD +a, Fl+a, COMP +a, Yr_,

.where Yr Per cent change in industrial production.

variations in the monetaty impulse we drew on some €conometric Mo = Per cent change i
work which showed that monetary growth has significant effects on P = o cet change in ;22;‘3;2,‘“;‘3:; ?‘zditad)‘
output and that these effects are spread over several quartefs. The W= Ao zrflg;fsicnrefroiiiagg(fiicsﬂ?ndi'

COMP = Per cent change in the country's f:’;’r.rlg:;titive position.

weights attaching to the monctaty impulse in each quarter are de-
rived from the econometric estimation. By applying these weights it
is possible to catty out a simulation of a hypothetical rate of growth
of production for each monetary tule. (These weights are shown in

Table 1).

For the first rule we ptoceeded as follows: we first calculate a
difference between the actual rate of growth of nominal money and:
the two-year moving average of the observed rate of growth of mon
ey. To determine what the rate of growth of production would hav
been with the two-yeat moving average we apply the monetary
weights to this difference. This vyields a serics which represents the:
contribution to the rate of growth of production aceributable to the
difference between the observed monetary growth and the two-Yye
rule. This influence is then removed from the industrial produc’_' '
series (e.g. in period “t” the adjustment to the rate of growth
production is the weighted sum of the difference between the ob

Th . . .

. i;t;u:;;:xtgvas estlmatefi forlthsz seven countries. In some cases insignificant variables were drop-
. ¢ monetary impulse {represented by the per cent ch i i
. : ta ange in real money balal s

nificant. The impace coefficient o ici . . el
nif , 2nd the coefficient of the lagged dependent variahle

! 0 1 i a; allow u: -

U]atc;hc;exghts attaching to the 4 quarrers following a monetary change. i i

_é[éw :rrld %t_mlsl (])f the definitions of the varfables and the results see V. Arcy, “The Conttibution of Mo-
o Shﬁcai 'rnpu}ses to Economic f}ctmcy", Internationz! Monetary Fund, December, 1977,

j e o mt;. ations assume that the‘ difference berween the actual and the assumed monetary growth un-
i rates rchrEscr_lts a change in real monetary growth. 1n other words, it is assumed that the time

o tzr; [1:1 :i;:lqn is largely mdcpiudent of cyelical changes in monetary growech and determmined

- ends in monetary growth. This is not unrealistic gi i
: : . given the longer tim
thie eﬁccts of changes in the volume of money on inflation. # ¢ lags tha apply

..cd_monetary growth and the two-vear monetary growth in the
ftets over which money influences production).

The second rule is simulated in the following way. For each
ntry We fegress the nominal rate of growth of money against time
es;duals from this equation represent the deviations from thf;
rate of.growth in the volume of money. Thesc residuals are
_p___pr_opnately weighted to obtain their contribution to the rate
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of growth of production. The contributions are then removed from
the observed production series. N -

A third step is to contrast the vatiability of the hypothetical T j: ? 2 M o X
industtial production seties with the variability of the original series .| g = = ;: ;: L L
over the same time period. 'This would provide some indication of 2R R I 5 1 % 3
the cyclical performance of money. Here we use Hansen's? measuse = éj é L & L :{;
of the per cent of the rate of growth of outpurt stabilised over a time % A g A g E 3 2
period. It is: H o B

=
Yp=100 (1— Si}) 2 2
= s | 3 | @ | 2 o | o
whete Yp is the per cent of the fluctuation in output which is g E i * + | I T 'F
stabilised by monetary management, s, is the standard deviation of % = s £ 8| § g S| g
the original production series and s, is the standard deviation of the 2 o ;l\‘: Tl Tl = =
newly generated production series (i.e. the original series stripped of - 8 2 % % % § §
the cyclical influence of the monetaty impulse). % - - - - = o nal
If s,>s, this implies that the monetary influence was stabilising & i
‘(i.e. that the removal of the eyclical monetary influence destabilised 5 _ =
production). lf, on the other hand, s,>s, the expression is negative %E : - 3 s i e G "
implying that the cyclical monertaty influence was destabilising. %% = L + z i T 0 :
The results of this exercise are reported in Table 2. Inspection of o g = g I @ @ g G ] 3
the table reveals that the results are sensitive to the definition of =8 % T T T T v }!2 \l'ri
money as well as to the particular rule tested. Nevertheless, a num- Eéﬁ é E:“’ s § § g g
ber of assertions may be made. There is an overwhelming predomi- % — - - = = = = =
nance of negative outcomes, implying that had a more stable money 4 E !
supply policy been followed the growth of output would have been % P
more stable. In Canada, Italy, Japan the results are throughout 2 by a o o o ~
consistent: whatever the definition used or the rule applied there is a o i s £ :1: E |E
significant destabilising effect.’ In Iraly, for example, the destabilis- . = g | 5 @ g § @ 3
ing effect is of the order of 10%-20%. In Germany there is a sig- : g T T T T T =
nificant difference depending on the definition of money used. The E =1 g3 g glasg
broader definition, which is probably the more appropriatc, yields O == 2| &
large destabilising results, particularly for Rule 1. In the U.K., too,
on the broad definition large destabilising results are obtained, pat : : ; : .
ticularly again for Rule 1. For the U.S. there is a marginal stabilising : : : :
result for Rule 1 on the broad definition but the three other resulis E ; g : : 5
— E R g
: B. Hansen, < ‘Fiscal Policy in Seven Countties’’, O.E.C.D., 1968. g é : .*gn E
3 For Japan M2 is cleasrly the more appropriate concept, See R. Kowiva and: ¥ a3 o § Y; @
Suzukr, ‘‘Ioflation in Japan'' in L. Krause and W. Salant (Eds.), World g g g . g ’g 'f,
Inflation, Brookings Institution, Washington D.C., 1977, o 3 & & E: & g DE:‘
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minance of positive out-
y may have been mat-
ficult to escape the
ded to be

sing. France alone has a predo
lical monetary polic

lance, therefore, it is dif
gement has ten

are destabili
comes implying that cyc
ginally stabilising. On ba
conclusion that in general monetary mana

destabilising* vis & vis the growth of output.
Tt is interesting to see if those countties where money supply policy

s to have been most destabilising, were also those where the
h was also the greatest. Table 3 at-

appear
No firm conclusions are possible

variability of monetary growt

ternpts to thtow some light on this.
from these results. The three Anglo-Saxon countries (the U.S., the

U.K. and Canada) appear to have had the greatest yariability in their
monetaty growth while monetary growth appears to have been rel-
atively most stable in Japan, Italy and France. Yet it is not true in

TARLE 3

RANKINGS OF MONETARY VARIABILITY
NEY SUPPLY POLICIES

AND DESTABILISING MO
Cocfficient of Variation

of Monetary Growth
(Rankings)®

Destabilising Monetary
Policics?

Countty

United Kingdom®

United States

2 Highest tanked is country exhibiting the most desrabilising cyclical monetary policy (derived fro'm_.
& rmost unstable monetary growch ¢highest coeficient of variation):

Table 2).
vided by the mean.

b Highest ranked is country with th
Coefficient of vatiation is the standard deviation di
¢ M2 excluded -petiod much shotter.

Fischer who carried out sirnulationy

del for the U.5. They compare
ne race of inflation for

produces on the basl

4 This is consistent with work by Cooper
¢ with the Fed-MIT Penn mo
f the rate of unemployment and ¢
dard deviations which the modek
including the money supply. The rule cutperf
See J. Cooper and 3. Fiscumr, O Simulations

IT Penn Model”, Journal of Money, Credit ;

a monetary rul
standard deviation o
simple rule with ¢he stan
the exogenous variables,
model’s historical predictions.

Monetary Rules in the FRB, M

Banking, May, 1972.

ormis ;the
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t,g,r}fl:ru:;al that money supply policies tended to be most destabilising in
e former group of countries and least destabilising in the latter

group.

A Second Approach

Consider the following identity:
(1] Y=M+V
where Y is the per cent change in nominal income, M is the per cent
change in the volume of money (narrow or broad) and V is the per
cent change in velocity (narrow or broad).
Now it is evident from this identity that if monetary gréwth

were petfectly stabilised the variability of Y would be determined
exactly by the variability of V. What we need therefore is some ide
of the likely variability of V with monetary growth stabilised Thz
actu?l variability of V would be a biased measure of the variabilit of
V‘ wjmth stabilised monetary growth, because some at least of the vjria-
.blhty of V is attributable to the variability of monetary growth.® For
. xample, one would expect that an acceleration (deceleration) i-n mo-
n_ctary gr.owth would dectease (increase) the per cent change in velo-
“city. This iS, so, in part at least because nominal income responds with
] l_ag to vangtions in the growth in the volume of money. Hence the
ob_scrvefi‘vanation in the per cent change in velocity must at the least
bc purified of the influence coming from variations in monetar
growth. Also the per cent change in velocity may exhibit a trend ovc};
me; the influence of this trend must also be removed from the ob
ed variability in velocity. o
i ;Iv'ﬁl ;ef:ovc Fhese mﬂufznccs frorr} the variability of velocity the

llow gression was estimated (with annual data) for each of the

V=a1+a2M+a3MM+a‘iT

s time.
v inCC{.AL!, o‘p. cit., ca.lculates standard deviations of per cent changes in
H dze_oclny mfseveral industrial countries. He finds that in most counctries
viation of the per cent change in velocity is greater than the standard

on:of m ‘
5 ret;xtletary growth .and concludes that monetary targeting is unlikely to
he: greatest source of income fluctuation. However, this paper argues that




162 Banca Nazionale det Lavoro

The standard error of this regression represents the residual stand-
other than monetary

Basically these residual influcnces take

three forms: shifts in the demand for money, cost push influences or
bring about

ard deviation of V attributable to influences
changes and time trends.

autonomous changes in real demand. Each of these can

variations in the per cent change in velocity independently of va-
Indeed if monetary growth were stabilised these
of no-

riations in Money.
would be the only sources of changes in velocity and hence

minal income.®
Table 4 shows the results of estimating Equation [2]

countties (including now Australia).

theoretical expectations.

broad money. As expected the coctficient is less than 1,

that a 10% increase in monetaty
less than 10% decrease in the per cent change in velocity.

and is in several cases significant.
positive time trends for narrowly defined velocity.

Table 5 (Columns 1 and 2) shows the standard error of estimate
of Equation 2. As suggested this is a rough measure of the standard
deviation of the growth of nominal income with monetary growth
stabilised.” This result can now be compared with the actual stan-
removing the in- '
Columns 4 and 5 -
show the results of calculations similar to those in Table 2, to de- |
termine the per cent of nominal income stabilised. One should not,
of course, expect too much consistency with the results presented in:.
Table 2 given the differences in the basic methodology. Nevertheles

dard deviation of nominal income growth, after
fluence of any time trend (shown in Column 3).

¢ An earlier paper by the author assurned as a first approximation that

variance of velocity change under a simple rule was the same as the observed varianc
a4 bias in the assumption but made no
“Rules, Discretion in Monetary Man
Credit and Banking; B

of velocity changes. The papet recognised
attempt to remove this bias. See V. Arcv,
agement and Short Term Stability’’, Journal of Money,
1971, Vol. Il. No. 1, pp. 102-122.

7 Of course if monetary growth were stabilised it is possible that the no
money supply disturbances would also be stabilised in which case the measure 9

rained is biased in an upward direction.

for the
These results reveal the fol-

lowing. Nearly all of the equations are satisfactory and conform to
The first period coefficient of monetary
growth is negative and significant in almost every case for narrow and
implying
growth, for example, will result in a
Most
results show a coefficient of the order of 0.8-0.9. Also as expected

the coefficient of monetary growth lagged one year has a positive sign
Most countries have significant
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TABLE 5 monetary authorities implement 2 discretionary monetary policy in

RESIDUAL STANDARD DEVIATION OF PER CENT CHANGE IN VELOCITY E accordance with some rule (e.g. gear the rate of growth of money to

5 _ known policy targets) and this rule becime known, so that the rate of

T W @ & ; ‘E’%}ised Scal(;ﬁiscd : growth of money that the monetary authorities will implement is

Counery Residual | Residual - Rt @ Mz fully anticipated, monetary policy will be ineffective. Then the

v vas 100(1—-("17) 100 (145—) monetary authorities would do as well, if not actually better (since

] there will be less uncertainty) by following a Friedmanite monetary

— ] - 0 30 _ rule (i.e. allow the money supply to grow at a fixed rate). In these

Australia ... 21 L6 ' a5 —1s : same conditions only wuwanticipated monetary growth will have real

Canada . ooreeeene I iy ~50 -0 ' : effects. The monetary authorities would be able to pursue 2 suc-

France ...oooooveeen L9 L8 > 1 13 : ' : cessful discretionary policy only if they should have superior infor-
Germany .....oocove 2.3 23 =6 . 23 . mation, not accessible to the general public,

Taly oo 45 2.4 ji B 25 : However, the assumptions undetlying a world of rational expec-

Japan ..o - 8 2‘ 3 . : tations are highly restrictive and unrealistic. Expectations must be

United Kingdom ....... 30 - ? _ 5 4 rationally based (i.e. on the best information available on the struc-

United States .......... 15 14 6 - ture of the economy) and there must be no institutional constraints

& Saodard errorof f;[if:,ﬁsoﬂff:fiiﬁ:gaij]:fo;;1c::flcxazﬁge o ominal income agaisst e, (e lag§, wage determination procedures that gear wages to pasi

changes in prices, labour contracts etc.) placed on the implementa-

tion of these expectations. Thete is indeed now a major counter
attack on the theory of rational expectations.® The case for stabilising
_ monetary growth is therefore not an ecomomic one but rather a
variability in nominal income. ‘political one based on the judgement that politicians cannot be
: counted on to implement a successful demand management policy,

- Second, money supply policy was unsuccessful in stabilising in-

ome in large part because it tended to focus on ozher targets of
The conclusion reached that, ha d a more stable money supply policy (e.g. interest rates, inflation and tbe balance Qf payments).!! In
policy been implemented 7 the past, the growth of nominal inc9mc - 4 ;:’Ofldh whc?re monetary management 15 largely ditected at targets
would in general have been more stable will not come as a surprisc. £oct than income stabilisation it is not of coufse surprising that
Indeed a major motivation for switching to monetary targeting was
precisely to avoid the swings in monetaty supply policy which h?_‘d'
been a feature of the past. '

they are in broad agreement (with the exception of France) 1n sug-
gesting that a more stable monetary growth would have reduced the

1. Policy Implications

9 See B, Pumtes and J. Tavior, ‘‘Stabilising Powers of Monetary Policy undet

R . fid:iai Expectations'’, Journal of Political Economy, February, 1977; B, McCaium
It would be wrong, however, to deduce from this that monetary tice Level Slickness and the Feasibility of Monetary Stabilisation Policy wich Ratio-
policy ought therefore in principlc not to be used for demand mﬂﬂ l-E_:{chtatlons”, Journal of Political Economy, February, 1977; ¥. MobicLiani, ‘'The
K e ; etdrist Controversy, or Should we Forsake Stabilisation Policies’’, American Eeo-
tabilising monetary growth from yea earist | : =

agement. and that.la pdlc;t?;il policyg First. economic theory sug ELC Rgaéz%u, Mal'fh, 1977; R] GORI;OI\}, *Recent Developments in the Theory of In-

to year 1s necessafily an o . ' : ; on and Unemployment’’, Journal of Monetary Economics, 2nd Quarter, 1976.
gests that stabilising monetary gIOWth is not a first-best policy, exce L J. Coorer and S. Fscuer, op. cét find that there is a discretionary Monetary

; . ke at will outperform a simple monetary rule

: ional expecrations.® In such a world, i t A . . : .

in a world governed by rat P . U Needless to say, in the fixed rate world that prevailed for most of the
here were occasions notably in the years 1971-72 when che monetaty au-

tlectively lost control over the money supply in several industrial counteics
¢ of large capital inflows.

8 See T. Sarcant and N. Wairace, “‘Rational Expectations and the Theory:o
Economic Poticy'’, Journal of Monetary Economics, Aptil, 19?’6.
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money supply policy performs pootly vis 4 vis income stabilisation.
d to stabilising income than

Fiscal policy was probably more oriente
ion may be to ask whether

monetatry policy so a more televant questl

fiscal policy was any morc successful in stabilising output. Work by
1i have been stabilising.

the author > suggests that fiscal policy may we
Using a measure of discretionary fiscal policy and annual data the
anthor found that in six of the seven countties fiscal policy was
significantly stabilising™ while in the single case where it was de-
stabilising (Japan) the destabilising effect was negligible. But these
results must be wreated with considerable caution given the very seti-
s associated with the construction of measures of dis-
cretionary Fiscal policy. Morcover they do not entirely agree with
Hansen's findings for an earlier period.” Five of our countries:
France, Germany, ltaly, the UK. and the U.S. were included in
Hansen’s study. Hansen found large destabilising effects for France,
Iraly and the U.K. and large stabilising cffects for Germany and the

U.5.
Muacquarie University

ous problem

VICTOR ARGY

12 See V. ARGY, op. cif.
13 The period covered was 1960-61 10 1975-76 except for the U.K. where the

period was shorter (1964-75).
14 B, Hansen op. cit., p. 69. The years covered were 1955-58 to 1965.





