‘The Lags in Monetaty Policy
An Assessment of Alternative Approaches

Serious concern over lags in anti-cyclical policies is a more recent
phenomenon. Fiscal and monetary policy discussions in the early
post-Keynesian literature were largely conducted against a back-
ground of an wnlagged system. The main interest of these writers
was in asscssing the size of the response in the implementation of
variety of policy instruments and little attention was paid to the
relationship between the timing of policy actions and the lag struc-
ture operative in particular economies, More recent writings have
raised a number of questions bearing on the possibility that monc-
tary-fiscal instruments may on account of these lags prove to be
destabilising (1). This paper will be concerned with the lags in
monetary policy alone and our objective will be to outline the
variety of possible approaches to the lag problem.

Simulation with an Estimated Econometric Model

One line of approach is to simulate the effects of monetary
policy with the aid of a complete econometric model estimated for
an economy. One essential requirement here is that the monetary
sector should be represented in some detail, Many econometric
models have ignored the monetary scctor altogether, others have
incorporated a monetary sector but provided no effective links
between real and monetary variables, others again have provided
links but the monetary sector is so weakly represented that it cannot
do any real justice to the complexities of monetary policy,

One interesting and very important exception to this is a
quarterly model of the U.S. economy recently estimated by Ta-

.

(1) Two of the earliest writings were those of Friedman [4] and Phillips [12].
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Chung Liu (2). In this model the lagged value of the dependent
variable is consistently used as one of the explanatory variables in
the behavioural equations. This is important in our context because
this device reflects the assumption of a distributed lag in which the
influence of the independent variables decreases over time in geo-
metric progression. There are two monetary variables affecting the
real demand for goods: liquid asset holdings and a variety of
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interest rates. The monetary sector is made up of several equations, ¢ illustration of this technique.

explaining a number of interest rates and a range of liquid assct (2} The following linear system of equations i lat

holdings by different sectors. Two experiments carried out by Liu C —cYis is postulated:

are relevant to us. In the one experiment he traces the effects of L —wY

a2 maintained increase in the short term rate of interest (effectively ¢ =WYoo — Yieg) — R

controlied by the monetary authorities) on G.N.P.- He finds that Md:=aYi —bRi-a

the maximum effect does not eventuate till eight guarters later. M: =xCb + gYia+ bR

In another cxperiment he supposes that a given error in actual _ Y. =C+L

G.N.P. (excess or deficiency) is fully corrected by adjusting the Md =M

interest rate in the mext quarter. It turns out that this policy

increases the severity of fluctuations and thus worsens the situation,
This approach would be very useful provided some reliance

could be placed on the causal relations uncovered by the estimated

equations. But in fact different cconometric models have produced

O L
c= c:})?sitilr:g:sotn,l\}d_ mcwlzestmec?t ; Y:=aggregate income; R =% the *
; =demand for money; M=
- 0 : | y =supply of m :
Cb="“freec ” bank cash (the monetary insi’:rument)Pp ! e

This system vyields the followin

such a diversity of results that no single model can make any claim tion (5): g second-order difference equa-
to finality, Moreover it is still open to the monetary expert to )

argue first that monetary institutions and financial variables are so [1] Yt=[c v — fa—g fx

subtle and complex that they cannot be incorporated within a b+h Yig—vYiat bth Ch.

manageable model (3), and second that behavioural relations in
this area are themsclves unstable and in a state of flux.

(b) Suppose there is a desired le i
_ level of income (Yc). Philli
l;;s tlsll;ggcﬁed.t.hat(glrcc types of responses may tf)e,( igl)plci*{lelrlllt?ds
¢ authorities (6). First they may respond to the si
;1;%1;1 ldnti egwcn earlier pc;ariod (proportional Eontrol;)e.ge (i; zc—o’ifad:)c
1 they may respond to the total error accruin er a  given ”
past (integral control) e.g. (Ye—Y St (Ye—yes
past (i g (Ye—Yo)+(Ye —Yi )4 (Ye —Yis).
coilll:il)lhzy may respond to the change in actual igcotglee(deriv;t)e
g (Yt—Yuia) (7). The second type of control is more

Simulation with a Hypothetical Model

Thete are three requirements for this aproach:
(2) Define a dynamic model with at least one monetary
instrument representing an “ autonomous ” policy variable;

(b} Make some assumption respecting the indicators to which
the instrument will respond;

(4) See [12] and [1].

(5) The mon ion i )
allow th)e bankingCZyss-t‘;ﬁ?{ fUﬂthnd'ls of course unorthodax but it seems more realistic to
Stiicaly th ; o respond to both income movements and th i
5&6) ;‘S:rvm;ab}es would operate only if Ch were above a certain miniicn r:u:r:1 of 1mtere.l:t.
a lucid account of the different types of responses sce Day [3]un erek

(?) Ihls (lGES not exh aus I]C p B

3 £t ossibil 0

p 1l1es, It wor ld be possible & o even further
td Upothesl':c some even inore COlIlpl cated formu ac for co 1trol

(z) See fr2] Another exception is the mods=] by Friend and Brown [6].
(3) For some excellent ilustrations of some of the difficulties involved see Priend and
Brown ep. cif,
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he authorities combine

difficult to deal with so we will suppose that ¢
f this assumed beha-

responses I and 3 only. One illustration ©
viour is:
[2] Cbt=k (Ye-- Yioa)—1 (Yt — Y1)

After substituting in [1] we obtain:

) _ f(a—g) 1 fx
[3] th[c+v—~——b“ﬁ— — b+h] Yia —
fx(k—1)° fxk
{‘H— b h }Yt—z—k bih Ye

(c) One criterion may be expressed in terms of the © rate of
damping ” in a frec unconstrained system. The lower the rate of
damping the more unstable we take the system to be. Suppose now
the solution to both [1] and [3] produces cycles in the economy.
We know that the “ rate of damping™ of these cycles is negatively
related to the size of the Yi coefficient. Solution [3] after policy
is implemented may now be compared with solution [1]. It is seen

that the following results obtain:

k=1 No change to system
k>1 Policy adds to instability
k<1 Policy adds to stability

Some comments on this approach are in order. In contrast to
the first approach this one is more flexible in that it enables us to
work with a variety of hypothetical models and perhaps even a wider
range of instruments. In practice models need to be kept at a fairly
simple level and policy responscs assumed to be fairly elementary.
More complicated systems and responses yield elaborate 3vd and 4th
order difference (or differential) equations which are hard to

interpret. Moreover this taxonomic approach, which involves ¢x-

perimenting with a large number of alternative systems, tends to
yield the rather unhelpful result that, depending on the type of
equation system postulated, the structural lags and the type and
strength of response policy may or may not be stabilising.

Difficulties multiply when we begin to examine carefully the
appropriate index of stability to be employed. It may be objecte
that the damping factor is important only in the “long rubt

il i | 1
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on the monetary variables. ‘These in turn will affect output and its
composition over time. ‘

The more important of the policy actions are: open market
operations, changes in « controlled » rates, changes in liquidity
ratios, directives. The three main monetary variables are: short-
long rates, availability of credit (bank and non-bank) and capital
_values. The relevant output composition is: inventories, commercial
construction, consumer durables, other consumption, capital equip-
ment, residential construction, comtnercial construction, government
expenditure: to cach of these would correspond a different output
distribution.

The complexity of the lag system may be appreciated by
reference to the lag between the policy actions and the changes in
the monetary variables. Several channels manifest themselves and
it is clear that no single lag will describe the processes involved.
The speed with which monetary variables will be influenced will
depend hoth on the policy actions and the initial conditions of the
economy (e.g. excess liquidity of the banking system).

The varicty of lags rsolated on the basis of this schema might
be estimated empiricaily. The two best examples of this are the
studies by Mayer and Karcken-Solow (K.8) (11). Mayer’s results
obtained by use of survey-questionnairc techniques are shown in

table 1 (12). By weighting the expenditures and making some
assumption respecting the multiplier, Mayer was able to conclude
that “ monetary policy is too ‘nflexible to reduce the fluctuation
of industrial production by more than 5-10%, on the average”.

The K.S. study, using regression techniques, is less compre-
hensive. Only cestain channels are examined in any detail and
some of the results are conceded to be unreliable and ‘ambignous.
The more interesting of the results are the following: in the post-
accord years the average lag between turning points and the switch
in policy is 8 months for an easy policy and 3 months for a tight
policy. One channel investigated is that from free reserves to bank
interest rates and from bank interest rates to inventory investment.
The first lag proved most intractable. Tt appeared to be very slow

{11) See [ro] and [o] Another example would be G, Herwich [7].
(12) In terms of our schema the lag recorded would be from monelary vatiables ™
putpat distribution, Mayer does also make references to our first two lags (although bis
fortmlation is different) but there is little serious attempt to measute these.
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stabilisation purposes (14). This raises the question of whether
perhaps monetary policy ought not to confine itself, for short term
stabilisation, to changes at the short end whilst maintaining long
rates fairly stable over the cycle (15). This idea that long rates
might be maintained fairly stable over the cycle was in fact sup-
ported by the Radcliffe Report, although the reasons it advanced
for this were rather different from ours (16). The Report suggested
two reasons for such a policy: the first was that these variations
would have a serious impact on the liquidity of the financial
institutions and this was undesirable; and the second was that in
conditions of recession such a policy would require feeding consi-
derable liquidity into the economy which would tend to create
difficulties in the following boom. Kaldor, in his memorandum to
the Radeliffe Committee (17), in effect put forward another teason
for keeping long rates reasonably stable: he pointed out that the

reater the fluctuation in the long rate the greater the risk in
holding bonds and the higher the average rate required over the

cycle. This higher rate might discourage growth.

A sound theoretical case may be made, then, for restrained
flexibility at the long end of the market. This would pose no
problems in practice provided (2) the structure of rates may be
manipulated by the authorities in this way, (b) short rates and shott
Jending are effective in some degree, and (c) fluctuations at the short
end do not impinge significantly on expenditures which have 2
Jong lag. If any one of these three conditions does not hold then
monetary policy must cither be abandoned for short run stabilisation
or run the risk of adding to instability.

The third approach under discussion is subject to many difh-
culties. Only some of these will be touched on, One problem is
that there may be significant differences in the operation of tight
and easy moncy policies: it may be that in periods of full employ-
ment tight money policics may not reduce effective demand but
simply reduce the inflationary gap. "This means that the deflationary
effects of a tight policy cannot be assumed to be carried over into

(14) The capital-value effect of the long rate on consumption (it ang) may, BOVErE

be quite short,
(15) For a similar dednction see Phillips [12].
{16) See especially paragraphs 488-491 - [14]).
(&) See [8],
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ausible grounds, that a tight policy i i ’
_ cy is more effective th
easy policy then there may al i boom
y also be little carry-over i h
sy . y into the boom
of Strc;ncﬁticts Olf an casy policy (19). These two points would tend
Thig en the stabilising effects of monetary action
s conclusion may be furt inf :
possibﬂitics- cusion o y ¢ .her rcmtprced by a number of
o m-ay' hat glsctlmg projects carried over from an easy
slowed down or postponed duri i i
that projects discouraged by i i 08 & eht PO
: : y a tight policy may be tal i
in the carlier stages of the r i i 8 2y also meely
recession, A tight policy may al
_ of ‘ also merel
putt Ifom.mrd' thff expenditure decision as distinct from Zancelling o¥
pos ponn;g. it: if the rate of new loan approvals falls off this ma
?cant relying on otllllcr sources of finance which may take somz
ime to negotiate. This in itself is signi :
‘ significant because 1t
that more of the carr i 1 be it in
y-over of expenditure effects wil i
the downturn than otherwi i g po; vall be felein
: rwise, Again, turning poin
independent of policy acti i B g, ey oo e
ons. If particular turnin i
: ) oints, c.go.
Ll;ortx;l thi trough, were “brought about ” by policy fctg)ns a’nd Eigf
in ¢ absence ?f these acFlo.ns the economy might have stagnated
m{lfgfl(;r;l: gt;zncta 1nha recessllgn, then the stabilising effects of policy
ater than would appear from an inati isti
SR A PP examination of statistics
o Pééli%tclugolgs()b]e? is that lt)hf: imputation of particular changes
policy actions may be hard if policy acti in 2
non-linear fashion. One ¢ bis would be where. the
) xample of this would b h
n fashi . e where the
ex:g;: :ﬁsiiqmdltyA C}fllan%cs are different, depending on the level of
ves. nal point concerns the {

‘ methodolo f th
approach. Since we are concer i i Y atse of
: cerned with contrasting th
income with and without i i B e oo o

policy some difficult i i
e dynamic oro ! 1 questions respcctlng
e perties of the system arise. Ma i
dismisses these difficulties b abstrzctin f T nectively

y g from the accelerator and

thus implici i
~thus implicitly assuming an endogenous system which is at the

same ti illati

t:ione_tl}ne non-oscillating and stable, In practice no other assump-

eari:f easible within the context of this approach but it is wortlil
g in mind that more realistic assumptions respecting the

—_—

{18) See on this White [16].

(19) O i
(asll.)pm::]s;af;e h?::etvzr,b may concc:}vably be very long. In countries where overdraft
granted by the banking system the accumulation of unexercised approvals

in a recesst
S0 may not if it: i i
nder we . ¥ manifest itself in increased cxpenditures till the boom is well

limits
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i ' ' that extremely com-
dynamic behaviour of the system do;s mean cxtr thel}; com-
plicated reaction patterns to policy actions may manife

in subsequent periods.

Leads and lLags in Money and Economic Activity

Friedman (20) has put forward theoretical reasons for l;:ﬂihcv%lf%
that the lag in monctary policy may be both long a]fd varia :i.tions
have already suggested evidence to support both t CSC-P]I;OP(;H akin'
Friedman, however has tcrlied to ;:Jef.endt hhis j;gu;?cgzmge i th%
comparisons of peaks an troughs in zhe ra of ¢ o the

ies with peaks and troughs in business. e
go?ggt Stlilzftﬂ}t]hierllcad of tl?xc money series Over business [lNatml:laé
Bureau reference cycles] has tended on the average tltz be 01-15t 2‘10 d
also variable. But commentators (2T) hay_c beeg quick to leis ut
that there are a number of overwhelming ob]ecti‘ons‘: to t cf >
cedure: the fact of a lead can hardly prove causahty,. mc;::eov I,lc
is hardly appropriate to compare the rate 'of 'changé: in t terlmoﬁm{
supply with the level of business. Indeed, if, instea ,ﬁ qua:1 'E{:{ i;;nces
differences in the moncy supply are compare'd with first Ié Se ces
in production or G.N.P., the lag virtually disappears, as K.S.
shown (22).

Conclusions

We have examined four different approaches to thle Stltfya Ifc‘lf
lags in monetary policy. The fact that.cyclcs v-a;'ly in T?% h ol
that the lag itself (principally the 'znd in our féhemg) s varian®
means that no general conclusion is po_ss1ble. The drs pgbt h
has limited usefulness because the cq'uatlons'esumatc lrilzg not b
very reliable and because the monetary relations pc:istu ]i c‘ e 100
crude and primitive. The second approzfmh extends t le ra a%tems
flexibility and enables us to experiment Wlth alte-rnatlvc agb]_:; feres
and policy responses, but the taxonomic technique may D
bersome to handle and in practice yields indeterminate resu :

20) See in particular [s]. ‘
sz) See Karcken-Solow, op. ¢fr, and Culbertson [2].
(22) Kareken-Solow op. ait,
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third approach is very important. Estimation of these structural
lags has proved extremely difficult and even after estimation is
completed the problems of weighting remain, Again, simple multi-
plier sequences need to be assumed in estimating longer run effects,
and more complicated reaction patterns, such as those implied in
accelerator responses, are abstracted from. One advantage the first
and second approaches have over the third is that these more com-

plicated responses are incorporated in the model. The final approach
of Friedman’s was rejected as the least useful,

If we take seriously the empirical work actually carried out to
date in this area, in particular the writings of Liu, Mayer and K.S.
we arc forced to conclude that monetary policy may well prove
destablising in its operation, and there is therefore a strong case
either for reforming its operations or abandoning it.

Sydney. V. Arey
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