Money and Credit: Exploring Alternatives |

Credit Aggregates as

Policy Targets

In recent years, financial innovations have raised ques-
tions about the usefulness of narrowly defined money
as a policy target. The establishment of nationwide
NOW (negotiable order of withdrawal) accounts, the
rapid growth of money market mutual funds, and,
more recently, the creation of Federally insured money
market deposit and super-NOW accounts have repeat-
edly altered the form in which the public holds trans-
actions and savings balances. Because of the chang-
ing composition of the monetary aggregates, the rela-
tionship between GNP and those aggregates—espe-
cially narrowly defined money—have become less
certain. As a result, the usefulness of monetary mea-
sures in general, and M-1 in particular, has declined
in recent years. Furthermore, the difficulty with money
likely will continue during the transition period of ad-
justment to the new accounts.

In such an environment, it may be worthwhile for
policymakers to look at other financial measures In
addition to the monetary aggregates. Credit aggregates
are one kind of potential alternative. This article sum-
marizes existing evidence on the relationship between
GNP and credit. In addition, it investigates how the
reaction of policymakers might have been different in
the past if the Federal Reserve had targeted credit
along with money. Such an analysis can provide some
clues to the effectiveness of monetary policy in the
future if a credit aggregate is added as a target.

Our main finding is that there is no evidence from
the past suggesting that weighting credit more heavily
in the policymaking process would have resulted, on
balance, in a path of GNP more desirable than the one
actually experienced. However, this result should be
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viewed cautiously with regard to its implications for
the future. Because the economy can change as a re-
sult of financial innovations, past relationships may not
be reliable indicators of current or future behavior.
Moreover, correlations also can change just because
the Federal Reserve places more emphasis on a vari-
able than it did in the past. Furthermore, conceptual
considerations suggest that, in times of substantial
shocks to the components of broad monetary aggre-
gates, targeting credit or broad money instead of nar-
row money may result in smaller fluctuations in GNP.

Conceptual issues

Until recently, conceptual models investigating what
variables monetary policy should target consid-
ered only the choice between targeting interest rates
and the money stock. More recently, a number of
analysts have pointed out that one should also con-
sider aggregates from the liability side (i.e., credit
aggregates) of the balance sheet of the nonbank pub-
lic. However, the few models developed in the past
several years that do incorporate credit unfortunately
have not been able to provide any general conclusions
on whether money, credit, or the interest rate is best
suited for policy targets.” The general problem is that
in some situations economic theory suggests that

1See, for example, Franco Modigliani and Lucas Papademos, “The
Structure of Financial Markets and the Monetary Mechanism"
(Columbia University Discussion Paper No 90, February 1981), and
Andrew Stlver, *Choosing Among Narrow and Broad Monetary and
Credit Aggregates An Evailuation of ‘The Structure of Financial
Markets and the Monetary Mechanism’, by Modighani and
Papademos” (Federal Reserve Bank of New York Research Paper
No 8110, June 1981)



money would be superior to credit as a policy target;
in other situations, however, credit would be preferred.
Thus, to choose optimal policies, it 1s necessary to
understand which of the various theoretical situations
best approximates the economy and then to tailor policy
accordingly. For example, assume that the only un-
certainties about the economy were the random shifts
that could occur between two components of a broad
monetary aggregate (say, between M-1 and money
market mutual funds). Then, controlling one of those
components (e g., M-1) would be inferior to controlling
a credit aggregate or a broad money aggregate, both
of which would be stable under this assumption. On
the other hand, suppose the demand for money were
stable and Interest inelastic but the level of credit
demand was uncertain (due, e g., to shifts in invest-
ment spending between firms that typically depend ex-
tensively on credit and those that do not) In this case,
controlling M-1 would be better than controlling credit ?

The obvious problem for the policymaker in inter-
preting these results I1s that the actual structure of
the economy cannot be categorized easily as belong-
ing to either of these special cases or, for that matter,
to any special case. In a world in which random
shocks occur to the components of money and credit
demand, as well as to other sectors, the policymaker
needs to know the expected magnitudes of all those
random occurrences. In addition, it is necessary to
know how all economic agents respond to changes In
the economy to understand how the shocks are trans-
mitted from market to market. Unfortunately, existing
empirical models are not complete enough to provide
the necessary estimates.

Despite lack of such precise knowledge, If it Is true
that shocks to the monetary measures resulting from
financial innovations are increasing relative to those
affecting the credit aggregates, then this relative in-
crease in uncertainty about the monetary aggregates
probably moves us closer to a situation in which a
credit target may be superior to a money target. In
such a situation, attention to a credit aggregate in
addition to the usual concern with the money aggre-
gates may guide us to policies that are better (or at
least no worse) than policies that focus exclusively
on money.

Empirical evidence

It is apparent from the previous discussion that the
case for a credit target, either instead of or in addi-
tion to a money target, 1s not strong enough to be
made exclusively on conceptual grounds. Even if we

2 Silver, "“Choostng Among Narrow and Broad Monetary and
Credit Aggregates''.

fully understood qualitatively how disturbances in any
particular market were transmitted to other markets in
the economy, it would still be necessary to estimate
empincally the magnitudes of various transmission
mechanisms In view of the complexities inherent in
the economy, such a detailed estimation of the struc-
ture of the economy is extremely difficult.

An alternative to trying to identify and to estimate
the relevant links among the various markets for
money, credit, and output is to focus an empirical
analysis on a very small subset of economic varniables.
This approach has been used recently in numerous
studies 1n an attempt to sort out the impacts of money
and credit on output

The results from these ‘“‘reduced-form” studies are
very sensitive to the time period under consideration,
the particular sets of vanables in the analysis, and the
form 1n which the data are analyzed.* Consequently,
these studies often show conflicting results In some,
credit measures do better in explaining movements
in nominal GNP, or prices, or real output than do
monetary measures, while in others, money does better.
Furthermore, interest rates were shown to affect the
relationships among the varnables in ways that raise
the question of whether either money or credit 1s linked
directly to the ultimate goals of monetary policy—price
stability and output growth. The basic conclusion from
these empirical findings, therefore, 1s a rather weak
one: because of the lack of a consistent and durable
set of empirncal results, the relative usefulness of
money and credit as policy targets cannot be deter-
mined on the basis of such evidence. We will now re-
view some of these results, and the underlying meth-
odologies, that have led us to this conclusion.

Much of the discussion on the use of credit aggre-
gates has concentrated upon three different financial
measures: bank credit, formerly an associated pol-
icy target; the debt proxy, an aggregate recommended
by Henry Kaufman;* and nonfinancial domestic credit,
a vanable proposed by Benjamin Friedman.® Bank
credit is the narrowest measure of the three and con-
sists of loans and investments of commercial banks;
the debt proxy represents financial claims held by the

3 For example, different results are obtained if one uses end-of-quarter
data or averages of adjacent end-of-quarter data See E K Offenbacher,
R D Porter, and E F McKelvey, "Empirical Comparnsons of Credit and
Monetary Aggregates Using Vector Autoregression Methods™, mimeo-
graphed (Board of Governors of the Federal Reserve System,

July 1982)

4 Henry Kauiman, Testimony before the House of Representatives
Committee on the Budgel, February 6, 1978

5 Benjamin Friedman "Time to Reexamine the Monetary Targets
Framework'', New England Economic Review (Federal Reserve Bank
of Boston, March/April, 1982)
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nonfinancial domestic sectors, and nonfinancial do-
mestic credit represents credit market funds raised by
all domestic nonfinancial sectors, including local, state,
and Federal government units.® Detailed defimitions of
these aggregates are provided in the box on page 6.

The point of departure for a variety of studies in-
vestigating the credit-GNP relationship’ 1s the striking
constancy of the ratio of income to each of several
broad credit aggregates, i e, constant income veloci-
ties (chart). Indeed, at face value, this constancy sug-
gests that GNP can be accurately controlled if
sufficiently close control over credit is maintained.
Nonetheless, a velocity which 1s trending but predict-
able would be just as helpful to the policymaker as
a velocity which 1s constant. What is important from
a policy viewpoint are the sizes and predictability
of the fluctuations around the trend of velocity How-
ever, when one adjusts the velocities for their trends
and respective means, there is not much difference
in the vanability of the financial aggregates under
discussion (Table 1).°

Since the income velocity of a financial aggregate
is the ratio of nominal GNP in a particular period
to the value of the financial aggregate in that same
period, a further shortcoming of an analysis of veloci-
ties 1s that time lags are ignored To allow for time
lags 1n a simple way, researchers have run equations
in which GNP s regressed on both current and
lagged values of the financial variables of interest.

These types of relationships between GNP and M-1,
as well as those between GNP and the credit aggre-
gates similar to those described above, have been
Investigated previously by Richard G Davis ® Each pair
of variables was analyzed by regressing GNP growth
on a weighted average of current and four lagged
growth rates of the respective financial aggregates
and by regressing GNP growth on a weighted average
of only the lagged growth rates of the various financial
variables The latter type of regression, which excludes
values of the financial aggregates contemporaneous to
the dependent variable, 1s used to reduce the ambigu-

¢ Nonfinancial domestic credit measures the liabilities of particular
sectors, while the debt proxy and bank credit measure the assets of
various agents Nonetheless, for the purposes of this article, we will
refer to all three of the aggregates as "credit’” aggregates

7 Specifically, Richard G Davis, "Broad Credit Measures as Targets
for Monetary Policy”, this Quarterly Review (Summer 1979), Frank E
Morrns, ‘Do the Monetary Aggregates Have a Future as Targets of
Federal Reserve Policy?'"" New England Economic Review (Federal
Reserve Bank of Boston, March/April 1982), and Benjamin Friedman,
“Time to Reexamine the Monetary Targets Framework"

8 A useful graphical comparnison of vanabihty in the M-1 and debt proxy
velocities, for example, i1s in Davis, *'Broad Credit Measures as Targets
for Monetary Policy”, page 17

? Dawvis, “'Broad Credit Measures as Targets for Monetary Policy”
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Table 1
Coefficients of Variation of Velocities:
Money and Credit Aggregates*
1860-1 through 1982-}

Raw Detrended
Velocities data data
M-1 0205 120
Bank credit 0 058 132
Debl proxy 0015 117

Nonfinancial credit .. 0013 122

* The coefficient of variation is defined as the standard deviation
divided by the mean

ittes with regard to the “‘causality’ in the relationships
between the variables, thus, attention 1s focused upon
whether current GNP movements are determined strictly
by prior movements in the explanatory variable

In his analysis, Davis studied the 1961-1 through
1977-1V period as well as the 1961-1 through 1969-Il and
1969-111 through 1977-1V subperiods He found that, when
contemporaneous values of the financial aggregates
were included, the debt proxy provided the most ex-
planatory power for GNP (a multiple correlation co-
efficient of 0.35) over the full sample period M-1 pro-
vided shightly less explanatory power, followed by
total credit” and bank credit (which explained only 4
percent of the GNP variation) In each of the two sub-
periods, the debt proxy also explained a substantial
portion of GNP movements, however, total credit pro-
vided the most explanatory power in the 1970s (39
percent)

Benjamin Friedman reports similar results from in-
vestigating the relationships between GNP and various
credit and monetary aggregates in similar types of equa-
tions, broad credit aggregates do about as well as M-1
in explaining GNP " Friedman found, however, that the
explanatory power of all the aggregates, including the
broad credit aggregates, declined sharply tn the 1970s "

10 Davis's measure of total credit 1s similar to what we have called

nonfinancial domestic credit, but his measure excludes Federal
Government borrowing

1 Benjamin Friedman, “The Roles of Money and Credit in Macro-

economic Analysis’, mimeographed, September 1981

12 |n contrast, Davis found that the explanatory power of total credit rose

in the 1970s as compared with the 1960s and that the explanatory
power of the debt proxy was about the same in the two periods
Possible explanations for this discrepancy include the form of the lag
distribution, presence of other explanatory vanables, and difterent
estimation periods and definitions of vanables



Further, it has been found that excluding the con-
temporaneous values of credit aggregates from the
regressions resulls in a sharp drop in the ability of
these measures to explain income ™ Analogous results
were found by Davis for total credit as well as for M-1
and the debt proxy When only lagged values of these
financial aggregates were used, the aggregates’ ex-
planatory power for GNP declined dramatically in the
1970s

This type of equation has been criticized by econo-
metricians In particular, in these equations the tem-
poral relations between GNP and the financial aggre-
gates are constrained to run from money or credit to
GNP. Of course, such a constraint may not be valid: it
may be that GNP changes, in fact, precede credit
changes or that the two are jointly determined If the
data are inappropriately constrained, then unrehable
estimates of the financial aggregate-GNP relationship
may emerge "

In part due to the potential problems associated with
inappropriately constraining the temporal relations
among variables, a new statistical technique—vector

autoregression—recently was developed to help avord
imposing such incorrect constraints. This technique is
In many ways a natural extension of the simpler method-
ology referred to above The technique allows each
variable to depend potentially upon prior values of all
the variables under analysis.” For example, GNP would
be regressed on prior values of itself as well as prior
values of the financial variable(s) of interest Dawis also
ran equations of this type." He found that, when lagged
values of either M-1 or the debt proxy were added to
lagged values of GNP, the explanatory power for cur-
rent GNP improved significantly Nerther bank credit nor
total credit, however, provided similar contributions in
explanatory power

Other analyses using the general vector autoregres-
sion technique often distinguish explicitly between the
real and price components of nominal GNP. This dis-
tinction between the real and price components allows
for analysis of issues such as whether financial aggre-
gates directly influence real output or prices, or both
For example, if it is found that some financial aggregate
1s linked directly to prices, but not to output, then that
aggregate might be a candidate as an intermediate

13 James Fackler and Ken Guentner, "Money, Credit and Income"’,
mimeographed (Federal Reserve Bank of New York, January 20, 1982)

¥ For an exposition of the biases inherent In ignoring feedback from
the economy 1o policy variables in the context of a structural model,
see S M Goldfeld and A S Blinder, “Some Implications of Endog-
enous Stabilization Policy", Brookings Papers on Economic Activity
(3,1973)

15 Vector autoregression 1s so named because it investigates the relation-
ship between a set of current vanables (1 e, a vector) and prior values
of that set of variables (s e, an autoregression)

16 However, Davis did not provide a full veclor autoregression analysis
since analogous equations explaining the financial aggregates were
not simultaneously estimated

Income Velocities of M-1 and Various Credit Aggregates
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Definitions of Selected Credit Aggregates

Bank credit ...... Commercial bank holdings of
Federal and state and local gov-
ernment obligations and total
bank loans. These include mort-
gages, consumer credit, agricul-
tural loans, open market paper,
commercial loans, loans to other
financial institutions, and loans to
foreign banks.

Debt proxy Holdings by private domestic
nonfinancial investors of cur-
rency, checkable deposits, large
and small time deposits, money
fund shares, repurchase agree-
ments, Federal Government se-
curities, state and local govern-
ment obligations, open market
paper, corporate and foreign
bonds, and other loans.

Nonfinancial
domestic
credit . Credit market funds raised by
nonfinancial sectors, including -
funds raised by Federal, state, .
and local governments, corpo-
rate bonds, mortgages, consumer

credit, and open market paper.

target in a policy aimed at controlling inflation.

An analysis of the temporal relations among real
GNP, prices, and money has shown that lagged values
of money (M-1) help explain prices, but not output.”
When a broad credit aggregate (nonfinancial domestic
credit) is substituted for M-1, so that the set of
variables under consideration includes output, prices,
and credit, then credit, like money, explains prices
but not output.® When sets of lagged values of both
M-1 and credit are included in an equation explaining

17 |n addition, both lagged output and lagged prices influence the current
stock of money, so that significant feedback from the economy to
money exists One implication of this result s that single equation
models may inappropriately constrain the income-money relationship
to one 1n which changes in money temporally precede changes

In Income

18 Whether money or credit 1s used as the explanatory variable in the
output and price equations makes very little difference in the explana-
tory power, as measured by the coefficient of multiple determination
(R?) and the standard error (See Benjamin Friedman, “The Roles of
Money and Credit”" ) In the systems of three-variable equations referred
to above, neither money nor credit is significant at the 10 percent level
in explaining output In the price equations, money is significant at the
1 percent level, but credit 1s significant only at the 5 percent level
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prices, however, neither set is individually significant.
This suggests that M-1 and credit contain similar in-
formation for future prices, and therefore both are not
necessary to explain prices. On the other hand, when
M-1 and credit are included in an equation explaining
output, both financial measures are significant.” There-
fore, information on money and credit possibly can
be combined usefully in determining future output.

However, when the rate of interest is substituted for
credit in a four-variable analysis (i.e., output, prices,
money, Interest rate), money is no longer directly im-
portant for explaining output.*® Money, however, does
retain importance for explaining prices. Furthermore,
in a five-vaniable analysis (i.e., money, credit, the rate
of interest, output, and prices), the interest rate helps
explain movements in output and prices. But, while
money and credit explain some of the variations in
the interest rate, neither financial aggregate directly
influences prices, a result similar to the four-variable
case referred to above. In addition, neither money nor
credit appears to contribute directly to the determina-
tion of output; this is a markedly different result from
the one obtained when the interest rate is excluded.?
The interest rate, therefore, appears to be an impor-
tant but heretofore relatively ignored variable in studies
of the relationships among money, credit, prices, and
output. The complete set of relationships needs to be
explored and explained further before the target ques-
tion can be resolved.

Would credit aggregates have helped policy

in the past?

Although the Federal Reserve monitored a variety of
economic and financial indicators in deciding upon
monetary policy in the past, M-1 was usually the pri-
mary aggregate used in the period since 1970. In this
section, we look at whether giving more weight to
credit would have resulted in a ‘“better’” monetary
policy. That 1s, would more attention to credit have
resulted In reactions by policymakers that would have

These results, along with those I1n the preceding paragraph, are
presented in Friedman, ‘The Roles of Money and Credit” The R2s
and the standard errors of the equation in the system including both
M-1 and credit are essentially the same as those in the systems that
include only one of the financial vanables The except on 1s that the
standard error of the oulput equation is slightly lower in the system
that includes both financial variables

For instance, Friedman, ""The Roles of Money and Credit”, and
Christopher Sims, “'Companson of Interwar and Postwar Business
Cycles Monelarism Reconsidered'', American Economic Review
(May 1980)

2 See James Fackler, “An Empirical Model of the Markets for Money,

Credit, and Output’’, mimeographed (Federal Reserve Bank of New
York, revised December 1982)



e

led, on balance, to a better performance, in terms of
output and inflation, since 1970?* The answer, we find,

is that it probably would have not.

To see If a joint M-1 and credit target would have
resulted in a better policy than one based on money
alone, it is first necessary to determine when those
two policies would have been different. That determi-
nation depends on how policymakers were to incor-
porate credit into the decision-making process. One
possible way would be to make decisions based on
M-1 alone as long as the signals emanating from M-1
and credit were not very different. That is, one could
assume that there is some ‘““normal” or “average’ re-
lationship between M-1 growth and a particular credit
aggregate growth and that some variation around this
relationship is to be expected and not to be viewed
as ‘‘unusual” in any policy-oriented sense. When the
signals were very different, though, policymakers
would weight those conflicting signals and adjust pol-

icy accordingly.

For example, if credit growth greatly exceeded money
growth, the credit aggregate would indicate that a
“looser’” policy was actually being employed than if
policymakers looked just at money growth. Hence, to
achieve a given desired goal, policy would be tight-
ened, either by raising interest rates or by reducing
nonborrowed reserves, relative to the situation in which
money was used as the sole indicator. This relative
tightening would occur whatever the policymakers’ re-
action would have been to money growth alone. If money
growth was deemed unsatisfactorily low, policymakers,
looking only at M-1, might react by loosening policy;
looking at credit (growing rapidly) in addition to money
(growing slowly), they might still loosen but loosen
less. On the other hand, if money was growing faster
than desired or anticipated, policymakers might tighten
policy. Adding credit as a target in this situation would

lead policymakers to tighten even more. Analogously,
when credit growth was ‘““abnormally” low relative to
money growth, the indication would be that policy was
tighter 1n fact than that signaled by money alone;
hence, taking credit growth under consideration would
lead to a relatively looser policy

Table 2 shows the periods in which such a joint
policy of M-1 and each of the credit aggregates, re-
spectively, would have been different from one based
solely on M-1 The specific criteria used to judge
when the relationships between the growth rates were
“‘abnormal” were differences between the four-quarter
growth rates of M-1 and the credit aggregates of more

22 For expositional simplicity, we refer to actual policy in the post-1969
era as an M-1 based policy and to a hypothetical policy, with more
wetight on credit, as a joint M-1 and credit policy

than two standard deviations.? For those periods In
which “abnormal” differences in growth rates existed,
and hence a joint target-based policy would have been
different from an M-1 based policy, we have indicated
the direction of the difference in resulting policies. That
is, if policy would have been more expansionary using
a joint target, the term “looser” has been entered In
the appropriate column; if policy would have been
more contractionary, the term "‘tighter” has been used.
We have not indicated the exact magnitudes of the
resulting policy shifts because to do so would require
precise knowledge of, or assumptions regarding, how
policymakers would have weighted conflicting signals
given by M-1 and credit. However, as long as credit is
given some weight, we can determine the direction of
policy change. Furthermore, we have looked only at
short-run changes in policy. Any hypothetical policy
that differs from the historical record would have af-
fected the entire subsequent evolution of the economy,
at least partly due to the reaction of subsequent
policy. However, the study of such potential long-run
responses I1s beyond the scope of this article.

While it is relatively easy to determine when policy
would have been different, as well as the direction of
those differences, 1t 1s much harder to conclude
whether the alternative policies would have been an
improvement over actual policy. Both economists and
policymakers have widely divergent opinions on the
efficacy of monetary policy on inflation and real eco-
nomic activity, on the timing of any influence that does
exist, and on the relative costs of inflation and sacri-
fices in real output. Therefore, in evaluating the joint
target policies, our conclusions are limited to those
cases in which we view the evidence as overwhelm-
ing. Even so, we recognize that those conclusions are
by no means the only ones that could be reached.
To help readers follow our analysis of the alternative
economic policies and to aid in the formation of in-
dependent judgments, we have listed the quarterly
growth rates (at annual rates) of real GNP and con-
sumer prices tn the last two columns, respectively, of
Table 2.

Nonfinancial domestic credit

A joint target of nonfinancial domestic credit and M-1
would have created a policy different from a strict M-1
target in three periods In the first period, 1973-llI
through 1973-1V, nonfinancial domestic credit was

-

2 The mean and standard dewviation for a given quarter were calculated
from the dala for the five years prior to that quarter Thus it 1s assumed
that, given the changing relationships in an evolving economy, policy-
makers would have looked only at the five most recent years ot
behavior in evaluating signals in a given quarter
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Table 2 :
Differences in Policy Signals between M-1 and Credit
Policy change indicated by: Real  Consumer * Policy change indicated by: Real  Consumer
Nonfinan- . GNP price index Nonfinan- GNP price Index
Year- clalldomes.- Debt Bank Quarterly growth, at -Year- cial domes- Debt Quarterly growth, at
quarter tic credit  proxy credit compound annual rate quarter tic credit.  proxy .compound annual rate
1970-1 ... Looser —154 . 870  1976-ll .. 274 - 322
1970-11 E Looser 059 5.73 1976-HI .. 231 665
1970-1l .. . 386 445 1976-1v .. 374 628
19701V .. ’ ¢ —3 11 594 197741 ... 8 87 7.39
197141 ... 1026 330 1977-11 .. Looser 672 726
19711 L. RN 196 - ags 1977 Looser 677 558
171 .. sre s, oV Looser i 596
W9V 349 28T ygrgy . “1100 a2
197241 ... ] 790 363 1978-111 .. 333 928
1972-11 ... Tighter  Tighter 757 250 1978-IV .. 5.52 1001
1972-1l1 .. B 505 . 336 1979-1 .. 1.15 1061,
1972V .7 . - o ST 748 420 1979-11 —-092 1271
19731 ... 1096 .- 634 1979-lIl . 482 1369
19731 .. : Tighter 048 842 1979-1V .. 0.73 1410
1973-1 .. Tighter Tighter  Tighter 243 g14 19801 ... . : 151 1648
19731V .. Tighter Tighter 3.32 1053 1980-11 .. Tighter Tighter —956 1352
197441 ... T.gme} . --308 1257 1980-111 .. 1.66 " 762
1974-11 .. 5 045 ' 1086 1980-1v .. . Looser 433 12383
1974-111 .. T 249 11 87 1981-1 ... Looser 790 1096 ™
1974-1V .. —5.19 1337 1981-11 .. Looser —148 7.81
19751 ... —8.19 8.55 1981-111 .. . 220 1181
1975-11 Looser 494 448 1981-1v .. Tighter -527 7.80
1975-111- .., Looser 9.23 855 1982-1 ... —5n 316
1975-IV ., Looser 364 - 811 1982l .. 21 459
197641 ... . 9.1 433 1982-Ill .. 000 780

growing much faster than M-1, so that, had credit been
considered along with M-1, policy would have been
tighter than it actually was. The arguments for the
appropriateness of a tighter policy center around the
rapidly accelerating inflation rate of the period and
the high level of capacity utilization in various indus-
tries. On the other hand, some of the inflation was
caused by rising food prices due to bad weather in
the 1972-73 winter and, in the fourth quarter of 1973,
by rising fuel prices due to the OPEC oil embargo. In
addition, the lower rate of economic growth experi-
enced in the final three quarters of 1973 (compared
with the 1972-1 through 1973-1 period), if allowed to
persist, may have eventually led to less inflationary
pressures. Therefore, it is not clear what kind of policy
change would have been desirable in the second half
of 1973.
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In the second quarter of 1980, nonfinancial domes-
tic credit again would have led policymakers to tighten
policy. Such an action, coming on top of the credit
control program adopted in March 1980, may have
intensified and extended the sharp drop in real GNP
that occurred in the second quarter (9.6 percent at
an annual rate). The benefit, of course, may have been
an even sharper drop in the inflation rate than actually
occurred from the first to third quarters of 1980.

The final instance in which nonfinancial domestic
credit would have affected policy was in the 1980-1V
to 1981-1l period. Had the credit measure been fol-
lowed during that period, policy would have been looser
than the one actually employed. Although this may
have moderated the subsequent fall in economic ac-
tivity, a looser policy may also have resulted in less of
an improvement in the inflation picture than was experi-



enced. Thus, it is not clear that a looser policy would
have been desired.

Debt proxy

The joint target system based on the debt proxy mea-
sure of credit would have called for actions different
from those based on M-1 alone in five different peri-
ods in the post-1969 era. In 1972-ll the debt proxy
measure signaled that policy was looser than indicated
by money growth; hence, had policy been based at
least partially on the debt proxy, policy would have
been tighter. This, in fact, may have been a more
appropriate policy to pursue, given the fact that the
economy was in the midst of an extremely rapid
expansion and at the beginning of a period of accel-
erating inflation.

A policy based on the debt proxy in the 1973-lll
through 1974-1 period would have been similar to,
and had the same problems as, one based on non-
financial domestic credit. Furthermore, since the pe-
riod of tighter policy called for by the debt proxy
extended into the beginning of 1974, following that
signal would have led to a tighter policy at the start
of what was already developing into a very severe
recession.

From 1977-l1 through 1977-1V a debt proxy-based
policy would have been more expansionary than an
M-1 based policy. At the time, the economy was ex-
panding at a rapid rate, and a period of sharply accel-
erating inflation was about to begin. A looser policy,
therefore, was probably not desirable.

In the second quarter of 1980 the debt proxy again
would have led to the same change in policy as indi-
cated by nonfinancial domestic credit, and thus would
have had benefits and pitfalls similar to those de-
scribed above. In addition, the debt proxy would have
led policymakers to tighten policy in the fourth quarter
of 1981, another period of very weak economic activ-
ity and slackening inflation.

Bank credit

A joint bank credit and M-1 target would have led to a
looser policy than an M-1 target in the first two quar-
ters of 1970. Although the economy was in a minor
recession at that time, the relatively high rate of
inflation may have made a more expansionary policy
undesirable.

The next two periods in which bank credit and M-1
would have given divergent signals were in 1972-ll
and 1973-1l through 1973-1ll. In both periods, bank
credit would have led to a tighter policy. As in the case

of the debt proxy, a tighter policy probably would have
been appropriate in 1972-1l. However, the same may
not be true for the latter period, as noted above for
nonfinancial domestic credit.

The final period in which bank credit and M-1
would have given different signals was from 1975-li
to 1975-1V, when bank credit would have led to a
looser policy. Given that this period marked the start
of a vigorous economic recovery, coincident with a
falling rate of inflation, it is not clear that any aiterna-
tive policy would have been superior to the one ac-
tually pursued.

Summary

One possible argument on the part of proponents of
credit aggregates is that, even if the credit aggregates
on average do not “outperform’” the monetary aggre-
gates, they may in fact give important signals at criti-
cal points in the business cycle. However, the evidence
described in this section does not support this argu-
ment. None of the credit aggregates described above
would have consistently improved an M-1 based policy
in the post-1969 period. Even in two of the three
periods in which more than one credit measure would
have led to the same modification in policy, those
modifications may have led policy in the wrong direc-
tion. Furthermore, none of the aggregates indicated
that a tighter policy should have been pursued during
the most recent period of accelerating inflation, 1977
through the beginning of 1981. Finally, at points dur-
ing the most recent contractionary period, nonfinan-
cial domestic credit would have led to a relatively
more expansionary policy, while the debt proxy would
have called for a tighter policy; which policy modifi-
cation would have been more appropriate is still an
open question.

Conclusion

In our view, there is no strong empirical evidence from
recent history supporting use of a credit aggregate.
However, such a view is an insufficient reason for dis-
carding proposals to use credit aggregates as policy
targets. In particular, even though credit would not
have unambiguously aided the policymaker at critical
points of the business cycle, limited existing theoreti-
cal work suggests that, in periods of substantial shocks
to money, credit targets are more likely to be useful
policy targets. If the recent financial innovations are
viewed primarily as distorting the monetary aggregates,
then credit aggregates are likely to be relatively use-
ful, at least until the shocks to money subside.

James Fackler and Andrew Silver
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