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Foreword

Within the past year, a number of countriesin Central and Eastern
Europe have indicated their intent to move toward market-oriented
economic systems. As part of thetransition process, these countries
are consdering comprehensive economic reforms including the
creation of independent central banks and the development of new
financial markets and ingtitutions.

Central bankswill play acrucial rolein theongoing transformation
process. Throughthe conduct of monetary policy, central banks can
promote the creation of a noninflationary macroeconomic environ-
ment. Central banks can also assist in the development of a stable
financial system and support expanded international trade through
the maintenance of currency convertibility.

To assist policymakers in these countries, the Federal Reserve
Bank of Kansas City sponsored this symposum as a means to
encouragean exchange of views on the role of central banksduring
and after the transition to market-oriented economies.

ROGER GUFFEY

5 President %; E

Federal Reserve Bank of KansasCity
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Symposum Summary

Gordon H. Sellon, Jr.

Within the past year, the Soviet Union and other countries in
Eastern Europe have begun a radical transformation from centrally
planned to market-oriented economies. Aspart of thisprocess, these
countrieshaveinitiated comprehensive economic reforms, including
the development of new financia markets and ingtitutions and the
creation of independent central banks.

To assist policymakers in these countries, the Federal Reserve
Bank of Kansas City sponsored a symposiumon ** Central Banking
Issuesin Emerging Market-Oriented Economies,"* at Jackson Hole,
Wyoming, on August 23-25, 1990. At theconference, officialsfrom
the Soviet Union, Poland, Czechoslovakia, Hungary, Yugosavia,
Bulgaria, and Romania exchanged views with Western experts on
the role of central banks during and after the transition to market-
oriented economies.

This introduction highlights the issues raised at the symposium.
The first section provides an overview of the challenges facing
policymakers in the newly liberalized economies and identifies the
main issues discussed at the conference. Thefollowing four sections
summarize the viewpoints of the program participants and their
policy recommendations.

Gordon H. Sellon, Jr., is an assistant vice president and economist at the Federal Reserve
Bank o Kansas City.

XiX



Gordon H. Sellon, Jr.

Overview

The purpose of the Bank's symposium was to open a dialogue
between policymakersin the East and West. As part of theexchange
of information and ideas, policymakers in the Soviet Union and
Eastern Europe described economic and financia reformscurrently
under way in their countriesand identified problemsto beovercome.
In response, Western experts discussed the role of central banksin
market-oriented economiesand suggested possible solutionsto these
problems.

Challenges in emerging market-oriented economies

Policymakers in the Soviet Union and Eastern Europe have a
common goa —to transformtheir economiesfrom asystem in which
resources are alocated by central planning to a system in which
resourcesare alocated by pricesestablished in competitive markets.
Reaching this goal will require considerableingtitutional changes.
Legd systemswill haveto bealtered to establishindividual property
rights, state ownership of resources will haveto be transformed into
private ownership, and accounting systems will have to be intro-
duced to accurately determine the financial status of business. Most
important, households and firms will have to adapt to a world in
which they gain the economic freedom to choose but lose the
protection of the state against job lossand bankruptcy.

A key element of the reform process in each of these countriesis
the development of financial marketsand institutions. Under central
planning, commercia banks and other private financia inter-
mediaries played no rolein theallocation of savingsand investment.
Moreover, the state or central bank served only to channel funds to
state-owned enterprises according to the central plan and to finance
state deficits by printing money. Currently the Soviet Union and
countries of Eastern Europe are in the process of establishing a
commercia banking system, money markets, and capital markets.
These countries are also attempting to establish central banks
separate from the commercial banking system and independent of
the financing operations of the government.
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In each of these countries, serious roadblocks lie in the path of
economic reform. While some of the obstacles are political, many
are economic. In severa of the countries, deficit spending financed
by money creation hasled to a severe problem of inflation. In these
countries, restrictive policy measures to curb inflation add to the
economic costs of reform.

A related problem in some countries is the so-called monetary
overhang, the accumulation by householdsof large currency balan-
ces that could not be spent because of shortagesof consumer goods.
Unlessneutralized, these balances could causean upsurge in domes-
ticinflationor an increasein imported goodsthat would drainforeign
exchange reserves.

Finally, some of the countries have severe external and internal
debt problems that may hinder the reform process. Those countries
with large foreign debts are faced with diverting resources from
domestic development to repay these loans. Other countries have
firms and financial institutions that, because of past losses, are
technically insolvent. These institutions either must be closed or
recapitalizedif they areto play arolein a market-oriented economy.

Central banks and economic reform

At the symposium, Western expertsstressed that central bankscan
play a key role in the reform process currently under way in the
Soviet Union and Eastern Europe. In the course of the discussion,
broad agreement emerged on three issues: first, the primary focus
of central banks should beto maintain price stability; second, central
banks should play arolein developing and supervising new financia
markets and institutions; and third, central banks should support the
establishment of currency convertibility early in the reform process.

Many participantsviewed inflation as aseriousthreat to thereform
effort. A burst of inflation early in the reform process could under-
minethecredibility of the program. Moreover, without overall price
stability, firms and households would have difficulty responding
correctly to relative price signals. In thissituation, newly developed
markets might not allocate resourcesefficiently.
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Government deficitsand the monetary overhang were seen as the
biggest obstacles to price stability. Western experts agreed that
budget deficits in the Soviet Union and other countries should be
reduced or eliminated. They also stressed that central banks should
haveadegreeof independencefrom thetreasury or financeministry
50 that deficits would not continue to be monetized. To reduce the
inflationary potentia of the monetary overhang, Western authorities
suggested a variety of solutions including the sale of state assets as
part of a privatization process, the creation of new savings instru-
ments, and currency reform.

Central bankers from Western countries also focused on the
difficulties of conducting monetary policy in the transition period.
Without financial markets and with only a rudimentary banking
system in the emerging market-oriented economies, the traditional
channelsof monetary policy are not operational. Moreover, because
of the difficulty of defining and measuring monetary aggregeates,
central banks may not have short-run guidesto the effectiveness of
policy. In these circumstances, many participantsfelt central banks
would have to rely on quantitative credit controls and discount
window credit to conduct policy. To implement a restrictive
monetary policy, some participants suggested controlling the total
amount of centra bank credit. Others advocated pegging the
exchange rate to a country with a low inflation rate as a method of
importing a restrictive monetary policy.

Western expertsal so agreed that central bankscould play aleading
role in developing new financia markets and ingtitutions in the
Soviet Union and other emerging market-oriented economies. They
stressed the importance of establishing stable, safe, and efficient
systemsof monetary paymentsand financial intermediation. To this
end, central banks should develop money and capital markets and
create a modem payments system. More important, central banks
should devel opasystemof prudential supervisionand regulation that
encourages financial intermediariesto make fair and accuratejudg-
ments about the creditworthinessof firms and households.

There was also a broad consensus reached at the symposium on
theissue of currency convertibility. Participants agreed that current
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account convertibility should be established relatively early in the
reform process. Opening up domestic markets to foreign goods has
several benefitsfor the emerging market-oriented economies. First,
convertibility providesa benchmark for market pricesof goods that
is missing in centrally planned economies. That is, convertibility
provides the guidance of prices aready established on world
markets. Second, convertibility introduces the discipline of world
competition, forcing domestic producers to become more efficient
or fail. Third, convertibility providesconsumer goodsto households
previoudy accustomed to shortagesand rationing. In addition, with
the appropriate exchange rate, convertibility may boost exports,
providing both a stimulus to the domestic economy and increased
foreign currency reserves. Mogt participants felt, however, that
because of the danger of capital flight, full currency convertibility
should be postponed until later in the reform process.

Despite broad agreement on these three issues, significant dif-
ferences of opinion emerged in other areas. One controversial issue
was the choice of a fixed or flexible exchange rate system. Sup-
porters of fixed rates cited the monetary policy advantages of peg-
ging the domestic currency to that of a country with a strong
commitment to price stability. They aso emphasized the use of
foreign prices as a benchmark for establishing a domestic price
system. Proponents of flexible rates focused on the large resource
adjustments that would take place in the reform process. In their
view, afixed nomina exchange rate placed too much of the adjust-
ment burden on real exchange rates and on the prices of domestic,
non-traded goods. In addition; if a country had too few foreign
exchangereserves, it would bedifficult to set and maintainacredible
fixed exchange rate.

Differencesof opinion also surfaced on the speed of the reform
process and the sequencing of reforms. For example, a number of
participants argued that the creation of money and capital markets
should occur early in the reform process. Other participants sug-
gested that banking reform should have priority. While there were
a number of proponents of the rapid or **big bang"* approach to
reform such as occurred in Poland, other attendees favored a more
gradua reform process. However, most participants felt that the
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timing and sequencing of reforms would probably differ from
country to country depending on the severity of current economic
problems and on the degree of domestic political consensus.

| ssues and Options

Four presentations at the symposium surveyed the maor issues
and outlined the policy optionsfor central banksin emerging market-
oriented economies. In his keynote address, Paul Volcker provided
an overview of the rolethat central banks play in amarket economy.
John Crow then examined the difficulties of maintaining price
stability and monetary confidence during the transition to a market
economy. E. Gerad Corrigan focused on the role of central banks
in establishing an efficient, safe, and sound financia system. In the
final presentation, C. Fred Bergsten and John Williamson explored
the issues of currency convertibility and the choice of an exchange
rate system.

The role of central banks

Although central banks can play a variety of roles in a market
economy, Paul V olcker emphasized theimportance of price stability
to the reform efforts under way in the Soviet Union and Eastern
Europe. While noting that central banks are not the only way to
maintain price stability, he felt the establishment of a strong, inde-
pendent central bank was likely to enhance the credibility of the
reform effort.

Volcker also identified other responsibilities of a central bank.
Centra banks can promote the stability of the financial system
through supervision and the provision of liquidity facilities. Central
banks are aso a natural focusfor efforts to improve the payments
system. Given the enormous need for economic training in these
countries, Volcker suggested that the central bank could provide
technical expertiseand act as a focal point for international contact
and interaction.

In Volcker's opinion, the transition from central planning to a
market-oriented economy poses especially difficult problems for
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monetary policy. Because of problemsin interpreting interest rates,
prices, and monetary aggregates, central banks might not be ableto
implement discretionary policies. In this event, he suggested that a
convertible currency and a fixed exchange rate system might be a
useful way to anchor expectations about price stability.

Monetary policy and the control of inflation

While price stability is an important goal in mature market
economies, John Crow emphasized that it is an equally important
objective in the reform process under way in the Soviet Union and
other countries in Eastern Europe. Without overal price stability,
he argued, it is difficult for firms and households to correctly
interpret market price signals. Thus, in his opinion, price stability
and monetary confidence are central to the reform process.

According to Crow, there are three basic ways the central bank
might establish price stability: a fixed exchange rate system, a
restrictive policy guided by domestic indicators, and a wage or
incomes policy. In Crow's opinion, each option has some limita
tions. A fixed exchange rate system promises to enhance domestic
credibility only if peoplebeievethereisalong-term commitmentto
the system. This commitment may be difficult to maintain because
of the large resource adjustments required during the reform
process. Monetary aggregates and other domestic economic indi-
cators used by Western central banks may be unreliable because of
ingtitutional changes during the reform process. Wage or incomes
policies may serve to anchor the inflation rate in the short run but
are inconsistent with market-determined prices over the longer run.

Crow also stressed the importance of building financial markets
and ingtitutions so that central banks can conduct policy through
market-based means. The central bank may want to take alead role
in establishing a money market similar to what occurred in Canada.
The development of a money market would not only open channels
for monetary policy, but would also allow government deficitsto be
financed without money creation. Because weak financial institu-
tions can pose a constraint on monetary policy, Crow also argued
for a system of prudentia supervision.
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According to Crow, the newly emerging market economies face
three immediate challenges to establishing price stability and
monetary confidence. First, fiscal reformis necessary to removethe
inflationary force of budget deficits. Second, a privatization pro-
gram, currency reform, or other means must reducetheinflationary
consequencesof the monetary overhang. Finally, positivereal inter-
est rates must be established to provide incentivesfor saving and to
allow creditsto be differentiated on the basis of risk.

Central banks and the financial system

In his presentation, Gerald Corrigan advocated that central banks
play a key role in developing financial markets and ingtitutions. In
Corrigan’s view, stability of the banking and financial system is
crucial to the stability of the overall economy. Financial stability, in
turn, requires public confidence in both the banking system and the
central bank.

The banking and financia system has two important functions: to
mobilize and channel savings to productive investments and to
provide a safe and reliable payments mechanism. According to
Corrigan, thecentral bank canimprovetheefficiency of thefinancia
intermediation process and promote public confidence through a
system of prudential supervision and through active involvement in
the development of the payments mechanism.

In the reform process, Corrigan suggested giving priority to the
development of the banking system. In his view, policymakers need
to ensure that the banking system is independent from both the
government and central bank. Thisimpliesthat the banking system
should be privately owned or, at the minimum, privately managed.
In addition, the central bank should be independent of government
financing operationsand should not be required to subsidize ineffi-
cient financial or nonfinancial enterprises.

Once the banking system is established, Corrigan would give
priority to developing a government securitiesmarket. This market
would assist in government financing operations, open a channel for
monetary policy, and could also serve asa modd or catalyst for the
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development of capital markets.
Currency convertibility in Eastern Europe

As the Soviet Union and other countriesin Eastern and Central
Europe move toward freer markets, currency convertibility and
exchange rate systems will becomeimportant policy issues. In their
symposium presentation, C. Fred Bergsten and John Williamson
examined convertibility options open to policymakers, the selection
of an exchange rate system, and the pace of currency and exchange
rate reform.

Bergsten and Williamson favored introducing current account
convertibility early in the reform process. In their view, current
account convertibility is necessary to integrate the domestic
economy into the world trading system. Convertibility also alows
world prices to be used as a benchmark for developing a domestic
price system. Because of the danger of capital flight, however, the
authors suggested that capital account convertibility be deferred.
They aso argued that convertibility should be established with other
currencies rather than with gold.

Intheearly stagesof thereform process, Bergsten and Williamson
advocated the use of a fixed exchange rate system with domestic
currencies pegged to those of magjor Western trading partners. They
argued that in the transition period it will be difficult to conduct
monetary policy under a flexible exchange rate system. They also
believed floating rate systems can become severely misaligned. At
the same time, they recognized that changes in par values will be
necessary over alonger period as marketsand industriesare restruc-
tured. Asto the problem of choosing an initial exchange rate, the
authors recommended the domestic currency be devaued to the
extent necessary to stimulate a competitive export sector.

Bergsten and Williamson a so examined the appropriate speed of
currency and exchange rate reform. They noted that, historically,
gradual approachesto convertibility have been favored in Western
Europe and el sewhere. Given the seriouseconomic problemsin the
Soviet Union and some other countries, however, the authors sug-
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gested a more rapid approach may be preferred.
Policymaker sfrom Eastern Europe and the Soviet Union

Policymakers from Czechod ovakia, Poland, Bulgaria, Y ugodavia,
the Soviet Union, Romania, and Hungary outlined economic reform
programsin their countriesand discussed the role of central banks
in the restructuring process.

Recent developments in Czechoslovakia

In hisluncheon address, Vaclav Klausdiscussed the current status
of reforms in Czechodovakia and examined political obstacles to
reform. According to Klaus, a number of institutional and economic
policy changes were made in the first eight months of 1990. Impor-
tant measuresincluded: abolishing state planning agencies, creating
a two-tier banking system, adopting restrictive monetary and fiscal
policies, devaluating the currency and liberaizing trade, reducing
subsidies to consumers and producers, and enacting legidation to
support the creation of a private sector. At the beginning of 1991,
the government plans to introduce a privatization program, price
reform, and currency convertibility.

In Klaus view, there are many political obstacles to the reform
movement in Czechoslovakia. Some groups in Czechoslovakia are
hesitant to embrace a pure market economy. Other groups continue
to believe in a modified planned economy. Thus, debate continues
over the extent and pace of economic reform.

Josef Tosovsky provided amoredetailed |ook at currency convert-
ibility in the Czechodovakian reform program. According to
Tosovsky, policymakers favor a rapid implementation of current
account convertibility once two preconditions are met. First, a
restrictive monetary and fiscal policy must be firmly in place to
curtail inflationary pressures. Second, the domestic price system
must be liberalized pardlel to the introduction of convertibility.
When convertibility is introduced in 1991, policymakers plan to
devaue the currency and maintain a fixed rate with either the
deutsche mark or the ECU.
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Recent developments in Poland

Poland has moved very rapidly adong the reform path. As
described by Wladydaw Baka, the Polish program has two objec-
tives: to curb inflationary pressuresand eliminate goods shortages,
and to make the institutional changes necessary to create a market
economy. To accomplish the first goal, policymakers introduced
restrictive monetary and fiscal policies, curbed wage increases,
adopted currency convertibility and a fixed exchange rate, and
liberalized domestic prices. As aresult of these measures, inflation
has fallen dramatically and a growing trade surplus has increased
foreign exchange reserves. At the sametime, however, production,
consumption, and employment have declined much more than antici-
pated.

In addition to monetary policy, the Nationa Bank of Poland is
involved in restructuring the banking system and in creating new
financial markets. According to Baka, commercia banking func-
tions have been separated from the central bank. Privatization of the
large, state-owned commercial banks is handicapped, however, by
alack of capital. The central bank is also involved in developing a
modem payments system, in creating a money market, and in
establishing new accounting and supervisory standards. According
to the new bankinglaw, thecentral bank in Poland is prohibited from
financing budget deficitsof the state or state enterprises.

Recent developments in Bulgaria

Ivan Dragnevski discussed financia and banking reforms in
Bulgaria and examined some of the problems facing policymakers
during thetransition period. According to Dragnevski, thefirst steps
toward banking reform were taken in 1989 with the creation of a
two-tier banking system. Fifty-nine new commercial banks were
created from branches of the national bank. These banks are per-
mitted to make business and mortgage loans and to accept deposits
from individuas. However, these institutions continue to be owned
by the state and must compete with larger state-owned financial
institutions.
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Dragnevski also described policy measures to promote price
stability. To reduce inflationary consegquences of a large monetary
overhang, he suggested that interest rate ceilings will have to be
removed. In addition, since the beginning of the year, a system of
credit restraintshas limited lending activities of commercia banks.

Recent developments in Yugoslavia

According to Mitja Gaspari, policymakers in Yugosavia have
concentrated on halting inflation as a prerequisitefor undertaking
fundamental structural changes in the economy. Emergency
measuresto curb accelerating inflation include: restrictivemonetary
and fiscal policies, currency reform, an incomesfreeze, elimination
of indexation, and currency convertibility.

Thusfar, the Y ugoslavian program has had mixed results. On the
positiveside, inflation hascomedown dramatically,and alargetrade
surplus has led to increased foreign exchange reserves. However,
industrial production has fallen sharply. In addition, wage growth
continues to be strong, and a lack of federal control over republic
spending raises prospects of renewed budget deficits.

Gaspari also described some of the structural reformsunder way
in Y ugoslavia, including thetransformation of banksand other firms
to profit-oriented entities. In his view, the large amount of nonper-
forming loans on bank balance sheets is a serious constraint on the
reform process.

Recent developments in the Soviet Union

Victor Gerashchenko viewed inflation as a seriousimpediment to
the development of a market-oriented economy in the Soviet Union.
Part of theinflationary pressuresare dueto theaccumulationof large
state deficitsin recent years. According to Gerashchenko, there are
also “‘price push' pressures on prices. The decentralization of
industrial  decisionmaking has allowed some enterprises with
monopoly power to raise pricesconsiderably.

To deal with the monetary overhang in the Soviet Union, Gerash-



Summary XXXI

chenko advocated increased production of consumer goods, housing
reform, and an expansion of investment opportunities for con-
sumers. In his opinion, liberalizing interest rates to permit positive
real rates is a necessary step to get households to increase savings
voluntarily. He also stressed that the central bank must be freed of
responsibilitiesfor financing thegovernmentdeficit if it isto pursue
a successful anti-inflation program.

Recent developments in Romania

Mugur Isarescu described the reform process in Romania. In his
view, the transtion from central planning to a market-oriented
economy in Romaniainvolved three steps: dismantling central plan-
ning ingtitutions and creating market institutions, converting prop-
erty from stateto private ownership, and establishing a socia safety
net. Under new legidlation, three quarters of state enterprises have
been transformed into commercia companies and are to become
fully privatized over time. Other billsencourageprivateentrepreneur-
ship and relax regulations on foreigninvestment. Legislationis cur-
rently being drafted to restructure the banking system.

On the issue of currency convertibility, Isarescu characterized
Romanian policy as *'rapid gradualism."” That is, convertibility is
to beintroduced in stages starting with exportersbeing ableto retain
an increasing fraction of their foreign exchange earnings. A system
of foreign exchange auctions will then permit companies to trade
foreign exchange. The intent isto raise the retention rate over time
until full current account convertibility is achieved.

Recent developments in Hungary

Imre Tarafas commented on thedifficulty of conducting monetary
policy during the transition to a market economy. In Hungary, two
factorslimiting the effectiveness of monetary policy are the under-
developed banking system and the lack of financial discipline at
firms. The latter problem has made it difficult for the central bank
to implement an anti-inflation program. Without hard budget con-
straints, firms continue to spend when palicy is tightened and so
place upward pressure on prices.
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According to Tarafas, monetary policy in Hungary is currently
focused on the current account. Restrictivepolicy hasled to asizable
improvement in the trade balance and foreign exchange earnings
over the past year. Because of the price pressures ssemming from
firms, the central bank has had to devaue the currency. For this
reason, Tarafas suggests that a fixed exchange rate system is not
feasible for Hungary in the transition period.

Wegen discussants

Western experts examined central banking issues in the reform
process in the Soviet Union and Eastern Europe and proposed
solutionsto someof the problemsidentified by policymakersin these
countries.

Monetary policy and the control of inflation

Martin Feldstein focused hisremarkson the problemof controlling
inflation in the Soviet Union. Accordingto Feldstein, a prerequisite
to market reformin the Soviet Union is a sound monetary and fiscal
program aimed at eliminating budget deficits and absorbing the
rouble overhang. Principa methods of cutting the budget deficit
include: increased tax revenues, lowered subsidies, and reduced
spending on heavy investment and themilitary. To reducetherouble
overhang, Feldstein preferred voluntary approaches, such as the
creation of attractivesavingsinstrumentsfor consumers.

Lawrence Kudlow described some of the problems hindering the
movement of Western capital into Eastern Europe. Kudlow argued
that currency risk must be reduced before Western investors will be
willing to commit funds. Thus, heemphasized the need for currency
convertibility and the use of fixed exchange rates or other methods
of reducing exchange rate risk. He also noted that bureaucracy and
excessive state regulation made it difficult for Western investors to
function in Eastern Europe.

Allan Meltzer emphasized the importance of price stability in the
reform process. He argued that overall price stability is necessary if
relative pricesareto act correctly as signalsfor resourceallocation.
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Pricestability, in turn, requiresfiscal and pricereforms. Thecentra
bank will not be able to establish credibility in its commitment to
price stability unlessit is free of requirementsto finance deficits of
the state and state enterprises. In addition, an efficient market
economy requires price flexibility. Thus, Meltzer cautioned that
once market prices are established, governments must resist pres-
sures to cushion the impact of wage and price changes.

Georg Rich also saw price stability as important for newly
developed markets to play their proper allocative role. To maintain
price stability, Rich suggested the central bank choose a monetary
anchor at the beginning of the reform process. Thisstepis necessary
to create stable price expectationsand to ensure that the central bank
is removed from deficit financing requirements. Rich indicated a
fixed exchange rate might provide a useful short-run monetary
anchor. Over thelonger term, however, he thought the central bank
might switch to adomestic monetary or credit aggregateto alow the
exchangerate to shield the economy from external shocks.

Niels Thygesen commented on the merits of fixed exchange rate
systems for promoting price stability. In his view, the European
Monetary System provided a useful guideto central banksin Eastern
Europe. According to Thygesen, the EMS has led to convergence
toward lower inflation rates within the European Economic Com-
munity. Thus, he suggested that Eastern European countriesshould
consider fixed rate systems with their main trading partners in
Western Europe.

Central banks and the financial system

Andrew Crockett argued that reform of the financial system in
Eastern Europeand the Soviet Union iscrucial to the successof the
overal reform effort. Specificaly, a reliable payments system is
central to the development of an efficient system of resourcealloca
tion. And, an effectivesystem of financial intermediationisessential
for savingsto be alocated to the most productive investment oppor-
tunities. Crockett identified four steps toward financia reform.
First, commercial banking activities must be removed from the
central bank to create a decentralized, competitive banking system.
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Second, effective settlement and clearing systems must be intro-
duced. Third, reforms must extend beyond the banking system to
the development of money markets. Finally, the central bank must
develop a system of prudentia supervision and regulation.

Mervyn King emphasized the responsibility of thecentral bank for
ensuringfinancia stability. He noted that, in theWest, central banks
emerged after the development of financial markets. Their primary
responsibility was to provide stability and prevent financial crises.
In Eastern Europe, thechallengeisreversed—howto createa system
of privately owned commercia banks from a centralized system.
According to King, central banks in these countries will be faced
with the conflicting responsibilitiesof promoting competition while
maintaining safety and stability.

Philippe L agayettesuggested thereare important linkages between
central bank responsibilities for monetary policy and financia
stability. Because central banks must move interest rates to conduct
monetary policy, thefinancia system must be strong enough so that
financia crises do not result when policy is changed. To ensure
financia stability, Lagayette argued that the central bank must have
responsibilities for supervision and regulation.

Currency convertibility in Eastern Europe

Richard Cooper focused on the role of currency convertibility in
the Soviet Union. In his view, current account convertibility would
have a number of beneficial effectsincluding: introducing effective
competition, aligning Soviet prices with world prices, providing
moreconsumer goods, and stimulating export industries. As precon-
ditions for convertibility, Cooper emphasized that enterprises must
have hard budgets and that an anti-inflationary macroeconomic
policy must be in place. In these circumstances, he favored estab-
lishing convertibility at a fixed exchange rate.

Jacob Frenkel also emphasized the importance of current account
convertibility. For convertibility to be successful, however, Frenkel
argued that four preconditions must be met. First, an appropriate
exchange rate must be in place. Second, adequate international
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reservesmust be available. Third, macroeconomicstability must be
established, including the elimination of budget deficits and the
monetary overhang. Finally, the price system must be reformed and
state enterprises must be privatized or become profit-oriented.

Arnold Harberger viewed currency reformin Eastern Europefrom
the perspectiveof similar reformsin Latin America. Whilefavoring
current account convertibility and fixed exchange rates, Harberger
noted that the speed of reform and the choice of exchange rate
systemsdepends upon acountry's economic situation. Thus, in some
circumstances in Latin America, gradual movements to convert-
ibility using currency auctions have been quite successful. For a
rapid or ""big bang'" approach to work, Harberger argued that
macroeconomic stability must be established prior to convertibility.

Overview pandigs

In his summary of the issues raised at the symposium, Leonhard
Gleske emphasized the importance of price stability and currency
convertibility to the reform programs in Eastern Europe and the
Soviet Union. According to Gleske, monetary stability is vital if
market pricesare to provide correct signals for resourcealocation.
Domestic monetary stability is aso a prerequisite for establishing
current account convertibility.

Gleske also observed that monetary stability is not sufficient to
ensure real growth in theseeconomiesover thelonger term. Equally
important are structural policiesaimed at increasing the supplies of
goods and services. To be effective, Gleske argued that structural
policies must change both institutions and attitudes. By improving
thesupply responseof theeconomy, structural policieswill promote
price stability.

In his closing remarks, Alan Greenspan examined the differences
in the roles played by financial ingtitutionsin centrally planned and
market-oriented economies. He noted that the key function of com-
mercial banksin a market economy is the reduction of financial risk
through diversification. If successful, banks can reduce real interest
rates, increase investment, improve productivity, and raise stand-
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ards of living. Central banks can assist in this effort by providing
liquidity facilities, supervision, and payments system services.

Conclusion

The process of economic reform is wel under way in Eastern
Europeand the Soviet Union. The movefrom acentrally planned to
a market-oriented economy requires fundamental changes in the
legal, economic, and financial systems of these countries.

Participants at the Federal Reserve Bank of Kansas City's 1990
symposium agreed that central banks can make important contribu-
tions to the reform efforts. Central banks can promote a stable
macroeconomic environment and can play a role in developing new
financial markets and institutions. By supporting the establishment
of currency convertibility, central banks can aso assist in the
integration of these countriesinto the world economic system.



The Role of Central Banks

Paul A. Vol cker

| must say thet it is a pleasureto be back with this group after a
lapse of eight years. The scenery remains superb, the fishing is still
good, and thecompany isstimulating. In my former position, | must
confess | had some difficulty in squaring al this with my personal
idea of what a true-blue central banker should do. You know:
austerity, discipline, restraint, hard work, pinstripes, and all of that.
| do not notice any of that in this company. But | do think it is
important that our Central and Eastern European central banking
friends do understand one thing that is symbolized by this con-
ference. The simple empirical fact is that central bankers—and |
include finance ministers for this purpose as wel—have aways
found the most agreeable places to meet. | think it is al justified
under the genera rubric of promoting internationa financia
cooperation. Who can protest such a cause as that?

| am free of al officia responsibilities these days, but | am
supposed to say something profound and provocative in these 15
minutes. And | havetotell you, | find that moredifficult after having
left government. Somehow thethoughtsand ideasseemto have come
easier when | could call on good colleaguesand superb staff for their
participation—and, not unimportantly, for a few facts. These days,
| sitin alovely officeon the40th floor, with anice view, way above
the steamy streetsof New York. But | am in intellectual isolation, at
least about central banking. For al the glories of my investment
banking friends, | have to tell you they are not very big on therole
of central banking in emerging market economies, which is whet |
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am asked to talk about today. In fact, when I mentioned to one of
them that | was supposed to talk about central banks in emerging
market economies, they told me that was an antithesis in terms.
Central banks are not exactly the harbingers of free market
economies.

As | thought about this subject, | had a little difficulty. | do not
question the emphasis that has been placed upon central banks and
central banking in Central Europe and Eastern Europe. And not just
there, but also certainly in Chinawhere| spent a week last January,
and in Latin America—whichhas many similar problemsto those of
Central and Eastern Europe. In all of these places, there is a
tremendous interest in central banks, in encouragingcentral banks,
and in strengthening central banks. And it does not, of course, stop
there. The same process seems to be under way in the U.S.S.R.
itself. And what interestsmeisthat Mr. Y eltsn apparently wants a
central bank in Russia and | guess the Lithuanians want a central
bank, and the Kazaks want a central bank. Every provincein China,
| can tell you, wants its own central bank, too. | began wondering
why. What is thisall about?

There are obviously a lot of prioritiesthat these countriesfacein
moving to a market-oriented economy. They face the challenge of
inoculating the basic idea of markets, the basic idea of private
property in their economic systems. They have that enormous
challenge of privatization. They have to introduce accounting sys-
tems, commercial law, and financial instruments. Y ou can go on and
on. Wheredoes central banking rank in that hierarchy of priorities?

And as | began wondering and looking at central banks in the
Western world, | realized they were not at the cutting edge of a
market economy; they were Johnny-come-latelies. With a few
notable exceptions—like the Bank of England and the Bank of
Sweden, which go back some 300 years—central banking is amost
entirely a phenomenon of the twentieth century. And there were
market economieslong beforethetwentiethcentury. Indeed, to some
extent, central banks were looked upon and created as a means of
financing the government, which | do not think people havein mind
when thinking about central banking today. The Federal Reserve
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itself was not established until 1913; the Bank of Italy, later than
that; the Bank of Switzerland, not much before that; the Bank of
Canada, in the1930s. (I would get all thesefactsright if | werestill
in the Federal Reserve System, but | think they are roughly right.)
Similarly, thecentral banksof Australiaand New Zealand werealso
creations of the last 50 years. And if you say a central bank is
essential to a market economy, | haveto ask you about Hong Kong,
which has no central bank at al in the absolute epitome of a free
market economy. Y et it doesquite well in termsof economic growth
and stability. So the question remained in my mind.

And it aso occurred to me that we forgot until quite recently, and
even today, how much central banks in the rest of the world rely
upon direct administrative and selective measures to control money
and credit. Total bank credit cellings were not exactly an unknown
technique, even in Western Europe's central banks, as recently as
10 or 15 years ago. Administrative guidance and selective credit
controlsare still not unknown—even in the United States from time
to time. It is only in the past couple of decades that interest rate
ceilings, formal or informal, have gone by the boards, and they are
not entirely by the boards even today. Now, all of that has changed
with the integration of capital markets internationaly and with a
worldwide move to deregulation that goes far beyond financia
marketsand central banks. But my point isthat these are quite recent
developments. They did not lead market economies; they followed.

And | aso might mention that for al the talk about central banks
today, | thinkitisfair to say that theauthority and prestigeof central
banks in the industrialized world, though fairly high now, has not
alwaysbeen so high. A lot of defacto authority waslost in the 1930s
and 1940s in the midst of depression and war; and a lot of central
banks lost their statutory independence as well in that period. Only
in the past decadeor so has monetary policy again been at thecutting
edge of nationa policy.

Well, if all of that istrue, what isdrivingall thisinterestin central
banking? What critical role does it have in these emerging market
economies? Well, the answer that kind of leaps to mind automat-
ically, at least to the mind of a central banker | suppose, runs
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something like this: the transition to a market economy from a
centrally controlled command economy is going to be fraught with
alot of problems, but one of thecentral problemswill beinflationary
dangers; inflation is bad and destabilizing and threatening; central
banks are against inflation; Q.E.D. We had better hurry and create
agood central bank to deal with the potential inflationary problem.
But even then | have to say, wait a minute.

There are other potentially more effective waysto get a handleon
inflation than a central bank. And | do not have to cite any greater
authority in this room than Wayne Angell. When he went off to
Russia, hedid not recommend thecreation of anew Federal Reserve
System. Rather he said, **Go on the gold standard."* Alternatively,
one might say ""adopt convertibility.”" Or one might say, as Alan
Walters seems to be saying these days, "*have some kind of a
currency board' for emerging economies. A central bank might be
attractiveto those here, many of whom are central bankers. Butitis
not the only way you can deal with inflation. In fact, as you wdll
know, a central bank can become an engine of inflation rather than
the reverse.

| have to point out that historically, until the past 10 or 15 years,
socialist economies, though having many other deficiencies, did not
have a bad record on inflation. They did not have a central bank in
the Western style, but they disliked inflation. | sometimes wish
Keynes had said as much about the evils of inflation as Lenin did.
We would all be better off if he had. But in fact socialist economies
were pretty sensitive to the inflation problem. Mr. Alkhimov, a
predecessor of Mr. Gerashchenko at the Gosbank, told me 10 or 15
years ago, ""You know, we deal with this monetary problem
psychologically in quite the opposite way that you Westernersdo.
You are always worried about inflation and creating too much
money, so you talk about the importance of an independent central
bank. | have to tell you that the people who run the U.S.SR. are
very suspiciousthat thoseof usin the Gosbank will create too much
money. So, we have to get permission from the Politburo once a
quarter to agree to a proposed increasein the money supply that we
think is appropriate.”
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It brought a vison in my mind somehow of the Open Market
Committee meeting last Tuesday, looking at M2 and all the rest and
looking at the economy, deciding maybe the money supply ought to
be increased alittle bit in terms of everything going on. But having
to say, no we cannot make that decision right away. Mr. Greenspan
will have to ask for an appointment with the President and go over
and see Mr. Bush, maybe with Mr. Brady and Mr. Boskin in the
background, and say, "'Please Mr. President, the Open Market
Committee has cometo the conclusion that we would liketo increase
the money supply alittle bit. Would that be acceptableto you in the
Administration?* only to find alittle growling on the other side! It
isquiteadifferent way of looking at things.

WEell, inflation is part of the story, but it seems to me there is
something else going on here. And the reason there is so much talk
about central banking is that it is very much tied up with ideas of
sovereignty, of autonomy, of discretion, and of economic policy-
making. And here | guess | would cite no less an authority than
Margaret Thatcher. She is not, | think, protesting entry into the
European Monetary Sysem—which might mean in some sense the
dissolution of an independent Bank of England—because she thinks
a Bundesbank-led consortium is going to create more inflationary
problemsthan they aready haveintheU.K. No, sheisworried about
Queen and sovereignty and parliament and whether sheisin control
of things. And | think that is probably what Mr. Yeltsin thinks of
when he talks about a central bank for Russia And | think that is
what a lot of people think of when they are talking about a central
bank. It is not that Mr. Y eltsin wants a more solid rouble than the
U S S Rrouble. Rather, he wants some control over the destiny of
his particular republic. So the essence of a central bank seemsto be
alittlebit ambiguous. Sure, it dealswith inflation, but it also hasthe
authority to inflate. The very discretion implied by that term creates
some ambiguity.

There areclearly some more mundane, moreconcretereasonswhy
nations want a central bank. These emerging market economies are
going to want competitive financial systems, effective financial
systems—that certainly go hand-in-hand with a market economy.
They need some kind of a banking system. They had a banking
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system, but it was not suitablefor amarket economy. But rather than
starting from scratch, they took the big banksthey had, broke them
up, and created some commercia banks. And it isquite natural then
to say that somebody has to supervise those commercial banks. We
will take part of that old machinery and make a central bank out of
it, and it has clearly got arole as a supervisor, a regulator, alender
of last resort. And | think starting from scratch in that particular case,
the central bank may aso have a sdf-interest in promoting and
facilitating a market systemin the financia world so that it itself can
operate.

| think it is also true—a very much related matter —that thereis a
need for a more efficient payments system in the economies of
Eastern and Central Europe. The central bank isa natural focus for
achieving that objective. It is not the only focus you can think of, but
itisanatura focusfor improving the payments system. | think those
things are true and they are al important. But again, | do not think
they account for the urgency of al the talk about central banking in
these economies. All those things | am talking about— supervision,
regulation, payments sysem—Ilie somewhere in importance | sup-
pose between a new telecommunications system and a new steel
plant. They are very interesting and very important, but one would
hardly have a conferenceattracting al you people to Jackson Hole
to discuss them.

There is another much more subtle reason for central banks, a
reason which may be on nobody's mind except mine. But let mejust
mention it because | think it grows out of observation of the exper-
ience of a good many countries. And it is a point that is seldom
explicitly discussed. But | do not think it is just a figment of my
imagination. Central banks around the world share certain common
characteristics. They have a continuity of policy and staff and some
degreeof insulation—greater in some countriesthan in others—from
the political process. It seems to me they are typically centers of
economic professionalism and training within governments and
sometimes within countries. And partly because of those qualities,
they are a natural focal point for international contact and interac-
tion—away from the political forumslike summitsand G7 meetings.
All those things are quite important for the world at large and for
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individual countries. | think it obvioudly variesalot from country to
country, but they can provide a very unique and valuable resource
for a country, and | think particularly for a country in the midst of
development and arrival on the world scene.

1 would just give you two examples of the kind of thing | havein
mind. Oneis south of usin Mexico, adeveloping country wherethe
Bank of Mexico has clearly been a center of professionalism and
education and responsibility for many decades—indeed, |ess so now
because they have been so successful. The Bank of Mexico has
supplied most of the talent to economic parts of the rest of the
government. And | think another example on the continent of Europe
isltaly. The Bank of Italy is not independent in any formal or lega
sense. But in a country that has had a government that has not been
characterizedby an enormousamount of continuity,the Bank of Italy
has provided a continuing focal point for effective and successful
economic policy.

WEell, none of that tells us precisely what a central bank ought to
do about its primary job in an emerging market economy, which is
something about economic policy. | am not going to get very
complicated about that because | do not think it is really a very
complicated question. | do not think there is any cookbook that
suppliestheanswerstoall of these countriesacrosstheboard. | think
judgments necessarily have to take account of political as well as
economicfactors. Thesefactorshaveto bejudged by the peoplethere
on the scene, people who are part of that political process, part of
that economy.

But | think what can be said with some certainty is that given the
kind of inflationary pressures inherent in the transition, if these
central banks are going to be successful and if their countries are
going to be successful in the transition, they are going to be tough.
They are going to have to be tough—tough in the sense of keeping
some kind of limits on the growth of money and credit sufficient to
keep inflation under control. It seemsto methat if price stability is
not attained rather early in this process, establishing credibility and

stability later on will become progressively more difficult, which
could jeopardize the successful transition to a market system. There
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arealot of horror stories, particularly in Latin America, that | could
citeto reinforcethat point.

| do not think achieving that rather smple, direct, brutal, and
maybe difficult purpose requires a lot of fancy tools. | would not
counsel alot of preoccupation with developing liquid government
securities markets, futures markets, forward and options markets,
or an efficient stock market. In fact, small countriesmay never have
terribly effective markets in al those respects. | think there are
positive advantagesin fact, at this stage, in keeping as much of the
intermediation as possible inside the banking system. You do not
have to force feed financial market development. It will come
naturally enough from abroad and from within. But | think thereis
going to be a lot of effort on training bankers and getting the
commercia banking system to operate more effectively, in line with
the needsof a market system. | also think interest rates are going to
be very difficult to interpret and that money supply dataare going to
be difficult to interpret. Thisis not an areain which you are going
to have much opportunity for successful fine tuning.

Theseareall considerationsthat point toward what may be thought
of asfairly crudetoolslike convertibility and a par value system so
it can act as an anchor to expectations. This kind of anchor would
be a great help in making the point that stability is going to be
maintained even if those particular techniques seem to diminish the
discretion and policy role of the central bank. In fact they may
provide the most practical guide to policiesin the short run.

In conclusion, | think what al thistak about central banks ought
to boil down to isthis: It is crucialy important to get the message
through to the public and-the political leaders that restoration of a
sense of price stability is indeed vital to the success of this great
experiment in moving toward a market economy. As a practical
matter, it istrue that building the independenceand thestatureof the
central bank may be the best way to make that very simple point.
That is the fundamental issue in talking about the role of central
banking in these emerging market economies.



Monetary Policy and
the Control of Inflation

John W. Crow

As presenter for this session of the symposium | see my task as
more to indicate than to prescribe. There are other reasons as well
for a cautious approach. Even if one could claim to have a good
understanding of the common featuresof the economiesin question,
the differencesamong them are also very important. It istherefore
unlikely that any single prescription could satisfy al cases. And
whilel can claim a background in central banking, | can only claim
a very great interest in the financial and economic transformations
taking place across Central and Eastern Europe and the conditions
under which central banks have to operate and establish a place for
monetary policy.

Some overlap with other parts of the symposium is unavoidable.
For example, we need to assumethat in thismorning's first session,
on the role of central banks, it was accepted that central banks will
be provided with the tools necessary to conduct monetary policy in
away that (of course) gives central attention to monetary stability.
Monetary stability can also be described as price stability or, in the
possibly less demanding terms chosen for this session, as inflation
control.

It is dso worth highlighting at the outset the particular relevance
of the fact that we are discussing monetary policy against the
backdrop of "‘emerging market-oriented economies” —that is,
economies emerging from the system of *"material balancing,'"
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under which quantitiesof inputsare made available administratively
on the basisof estimated needs for fulfilling the production targets
stemming from a central plan, and moving toward one where the
price mechanism and competition in private markets play a magor
role in resource alocation.

In a market economy, monetary policy is transmitted above al
through changing yieldsin financial markets. Until the transmission
linkages—from the instruments of monetary policy to financial
markets, and from financial markets to the rest of the economy—
have developed, monetary policy as it is generaly perceived is
unlikely to be very effective. Conversely, while the genera range
of market reforms or creations under way are hardly being under-
taken in order to improvethe playing field for monetary policy, the
better financia markets function, and the better they become linked
to the market decisons of consumers and investors, the more
effective monetary policy will be in getting macroeconomic results.

Another reason for emphasizing the shift toward market
economies is that while inflation is bad news under any economic
system, it is particularly bad for a decentralized, that is market,
system. For this system, with its reliance on the price mechanism
and monetary exchange, monetary stability is essentia if market
signals are going to be interpreted efficiently. In other words, to
function well, a market economy depends on confidence in the
money that is being used.

Broad approachesto establishing monetary confidence

This section reviews the main ways in which monetary policy
might be anchored so as to secure the credible performance neces-
sary for monetary confidence.

Bearing in mind perhaps the debates in Western Europe over the
exchange rate system, consideration needsto begivenin this session
to the merits of a fixed exchange rate as the anchor for monetary
stability. Such an approach would aso entail an early decison to
make the currency convertiblein the foreign exchange market (at
least for current if not right away for capital account transactions).
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Currency convertibility will also get adiscussion al to itself later at
this symposium.

For monetary policy, the crucial value of relying on a fixed
exchange rate anchor is that it promises to deliver early credibility.
It does this through explicitly locking onto a currency that already
enjoys a good reputation for preserving its purchasing power.
Credibility would be enhanced if it is likely that strong trading links
will develop with the economy using the currency in question. Inthis
context, the European Monetary System could be an obvious pole of
attraction—either in the collective currency bundle, the ECU, or,
conceivably, through its strongest constituent currency.

Still, arguments for not betting monetary policy on the exchange
rate have considerable weight.

Reliance on the exchange rate (in effect on someone else's
monetary policy) for monetary discipline, and therefore for con-
fidence, means commitment to a fixed exchange rate that must be
seen as unwavering if it is to be credible enough to shape price and
cost decisions. Simply pegging the exchange rate may not by itself
provide the necessary demonstration of commitment. Indeed, can
anything lessthan some sort of monetary union be seen as * ‘unwaver-
ing?" And practicaly speaking, monetary unions or EMS-type
arrangements for monetary policy convergence look a fair way off
at this point.

Fixing the exchange rate means that the discipline on domestic
coststhat isimposed by an unyielding exchange rate dominatesother
considerations regarding the role of the exchange rate— particularly
theroleof shiftsin the nominal exchange rate in facilitating shiftsin
the real exchange rate (the exchange rate adjusted for relative rates
of inflation) as a way of getting the economy to adjust efficiently to
real economic changes.

As an illustration of the above point, it may be presumed that the
terms of trade will shift as CMEA trade declines and new trading
patterns emerge. More generally, relative prices will move, proba-
bly a great deal, under the impact of market transformation. It
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follows that the real exchange rate will likely have to move as part
of the general process of relative price adjustment. Without some
flexibility in the nominal exchange rate, it may well not be possible
to get anything approximating the necessary exchange rate shiftsin
real termsexcept at great economic cost in termsof foregone output
and increased unemployment.

What about domestic indicators, guides, and anchors?

In thisareait does not seem likely that any clear-cut option would
be available. One common approach from the domestic angle is to
use monetary or credit aggregates as a way of plotting a path for
monetary policy. However, in view of theeconomicand ingtitutional
transformations taking place, it seems unlikely that stable relation-
shipsto either spending or interest rates will beforthcomingany time
soon.

Accordingly, the authorities might be well-advised to adopt an
eclectic approach to the use of domestic guides. An initia focus on
an IMF-styled measure of maximum domestic credit expansion,
grounded in thecentral bank's balancesheet, may well becalledfor.
Whatever other monetary management decisions are implemented,
intheprevailing economicand institutional flux the central bank will
want to keep a close eye on the pace at which its own assets are
expanding (more on this below).

The authoritieswill in any event want to monitor movementsin
any relatively broad indicatorsof pricesthat areavailable, asagauge
by which to adjust the thrust of monetary expansion. At the same
time, in this period of structural change relative prices will be
changing a great deal in al markets, and it may be difficult indeed
in the shorter run to separate out the impact on the price level of
changes in relative prices, from the impact originatingin a process
of general domestic cost and/or price inflation. How well relative
cost or price changes can be distinguished from general movements
in costs or priceswill of course depend in part upon the quality of
the cost and price measures. Developing satisfactory measures will
therefore be a priority.
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Even if monetary policy is not fully geared to the exchange rate,
the balance of payments outturn in general, and exchange rate
pressuresin particular, can obviously also play arolein gauging the
degree of demand and inflation pressure, and therefore in indicating
a need to adjust the thrust of monetary policy. However, asin the
case of price movements, in this area also it will be important to
make distinctions— between on the one hand the effects of demand
on the balance of payments and the exchange rate, and on the other
the effects of influences of a structural nature.

The pace of increase of the general level of money incomes
(conventionally called the money wage rate) is clearly of great
relevance in termsof the possibilitiesfor inflation control. However,
it may be relevant not so much because of its sensitivity to demand
pressures, but more especialy because of its cost and price push
featuresina particular institutional context. Thesefeaturescould call
for other forms of restraint as a complement to monetary restraint—
not asaway of lifein amarket-based economy but in theinitial stages
of economic stabilization. In this way the money wage rate could act
as a temporary nomina anchor alongside any available guides that
are moredirectly linked to the monetary process. In thiscontext, the
Polish experience to date will be of interest. There, wages (on the
basis of atax-based incomes policy) apparently serve as the nominal
anchor, reinforced to some degree by a fixed exchange rate.

Building the foundations

Evidently, agreat deal of institution building (beyond the questions
relating to central bank structure and powers that were presumably
covered earlier this morning) will have to occur before the
economies in question can use monetary policy in the market-based
way that is available elsewhere.

No doubt a major priority at the start is to establish a market-
oriented system of deposit gathering and commercia credit exten-
sions—the traditional field of commercial banking. But also, more
generally, the authorities will wish to encourage greater competition
in the financial markets, to channel savings to their most productive
uses. Within the OECD this objective has been met both by systems
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in which banks play a dominant role (the continental European
model), and by systemsin which marketable securitiesare a so very
important (the North American-U.K. model). Markets for short-
termfundsare, in either case, of particular interest to central banks,
given the fact that their policy actions are transmitted through such
marketsinto therest of thefinancial sector and into the non-financial
sector.

Sometimes appropriate market structures have developed only
after central banks and governments have taken the lead. For
example, theBank of Canadarealized quiteearly in itsexistencethat
a wdl functioning money market—dedling in treasury bills, com-
mercial paper, overnight funds, and the like—would assist the
implementation of monetary policy as well as the overall efficiency
of the economy. But athough the banking system as such had been
well developed for many decades, an active money market emerged
only after a seriesof Bank of Canadainitiativesin 1953-54. (These
are documented in the appendix.)

From the viewpoint of monetary control, and therefore inflation
control, the development of the Canadian money market had two
particularly desirable features.

In the first place, the Canadian money market's development
provided an avenue for increased reliance on price-related methods
of monetary management—broadly speaking, open market opera-
tions. And in this process, reliance on jawboning and on bank
liquidity ratios to influence commercial banks extension of credit
became less and less—to the point that these features now have no
role in Canada.

Secondly, the broadening of outlets for the placement of govern-
ment debt—to include the money market as well as the bond
market—helped to provide a first line of assurance that government
deficit financing would not impinge upon monetary control. In
general, in the absence of broad and resilient financial markets
through which to absorb financing demands, the central bank would
find it very difficult to deflect direct pressure from government
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deficitsonitsbalancesheet and thereforeon inflation of the monetary
base.

To deflect the pressure by, for example, imposing higher bank
reserve requirementsin cash, or in government securities, is not an
adequate solution. At the very least it causes problems for the
efficiency and competitiveness of the deposit-taking part of the
financial system. A better solution would be for the government to
pay an interest rate sufficiently high that it attracts willing lenders,
and without pumping up the money supply. In genera, if credit of
variouskinds really hasto besubsidized or channelled preferentialy,
the subsidy should be out in the open and not financed through what
isin effect atax (and thereforefiscal, not monetary, policy) on the
intermediation of savings through the banking system.

A related issue with implications for controlling inflation is the
importance of developing at an early stage a workable system of
prudentia oversight for financial institutions, including determining
whichinstitutionswill have accessto thelender-of-last-resortfacility
for liquidity purposes. This, too, is aseparatetopic of discussion in
a later session. Its importance for inflation control is to remove a
potential constrainton the conduct of monetary policy. The presence
of distressed ingtitutions may inhibit monetary discipline, for fear of
precipitating acrisisin thefinancia systemor of disruptingtheflow
of investment finance to the non-financial sector,

The immediate challenges

Building ingtitutions and building confidence takes time, and
meanwhile monetary policy has to do what it can with what is
available, keeping its eye fixed firmly on inflation control.

It cannot be emphasized too strongly that central to any prospect
of overall monetary control isthe absence of pressureon the central
bank to inflateits balance sheet (Smply put, to print money) because
of budget deficit financing needs. Depending of course on each
country's circumstances, somefiscal reining in, even fisca reform,
is therefore probably implied. This does not necessarily mean that
deficit financing would not be availableat dl from the central bank.
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But such financing would have to be budgeted for in the framework
of an overall monetary financing plan that reflected the needs of
monetary control and not whatever size the deficit happened to be.

There may be a large monetary ** overhang”—a form of forced
savings—as a legacy from the previous system of passive credit
creationand pricecontrol. Theconsequencemay bean extremeburst
of spending and inflation when pricesare decontrolled. Thiscarries
the threat of derailing the process of building monetary confidence
beforeit even gets started.

Here, the challenge clearly is to eliminate this burden as quickly
as possible. One way of absorbing the overhang is the privatization
of existing government assets. Thisisa ddlicate problem, given the
natural concerns about selling at (possibly) fire sale prices, espe-
cialy to foreigners. Nevertheless, asset sales will be a useful safety
vave. The housing stock in particular is a prime candidate for
privatization, and one that in the hands of individuaswould greatly
increase their stake in the market economy. At the same time the
disposition of state assets, for which the true market value of many
is far from clear, will raise important prudential questions. If such
sales are made on credit to domestic residents or firmsit is critical
that this not lead to an extension of the safety net of lender of last
resort to insolvent financial or non-financia firms. It isalso possible
that an upward price level shift (for example through an increasein
therelativepriceof food to stimulate production) could absorb some
or al of any overhang of real baances. Currency reform, to
eliminateexcess balances, clearly hasaplaceon thelist of potential
measures, but if it doesnot giveevery appearancecof being definitive
and final it will surely have seriousafter-effectson confidencein the
monetary system. Therefore, currency reform looks more like a
constituent measure of a broader stabilization package, most likely
in the context of associated deficit-reducing fiscal measures to
remove a systemic cause of inflation, rather than a self-contained

step.

Another crucia challenge will be to ensure that *"real"" interest
rateson both |loansand depositsare positive. Thiswill help to ensure
a proper incentive for voluntary savings, and that there is room to
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differentiate credits on the basis of risk. It will also help to diminish
any monetary overhang to the extent that rea yields on these
**overhang' balances were formerly negative.

In a period when rapid structural, and therefore relative price,
changes are occurring, and barring a fixed exchange rate solution
that can be seen asdefinitive, the monetary authoritieswill haveeven
greater difficulties than usua in determining what rate of monetary
expansion is consistent with inflation control. Control over the
central bank's assets (the ultimate lever of monetary policy) would
likely need to be closely managed—so asto limit the pace of central
bank credit expansion to one consistent with the authorities best
estimates of the flow of -resources accruing to the central bank
through the growth of the liability side of its balance sheet (for
example, from bank notes issued, increases in commercial banks
reserves) in a noninflationary environment. There will be distinct
merit in conservative estimates because confidence, once lost, is not
easly regained. Such a "*domestic credit expansion® approach has
the virtue of safety first, being both a potentialy useful brake on
excessive monetary expansion and protective of the overall balance
of payments.!

End Notes

!See for example, Manuel Guitian, " Credit Versus Money as an Instrument of Control,"
International Monetary Fund, Staff Papers (November 1973).
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Appendix
Establishing the Canadian Money Market

Before 1953 there was no organized short-term money market in
Canada. Business had few options other than the chartered banksfor
short-term financing or money placement, at sticky interest rates set
by the banks. **Call loans' of the banks to money market dealers
werethenquiteilliquid and priced on thebasisof theprimeloan rate.
Treasury billsand commercia paper weretypically held to maturity.
The banking system relied heavily on New York for short-term
liquidity adjustments.

Thelack of flexibility and competitionin the domestic market for
short-termfunds was clearly detrimental to the efficient provision of
financial servicesand the alocation of savings. Moreover, fromits
establishment in the mid-1930s, the Bank of Canadahad been aware
that its operations were hampered by the lack of amoney market. In
theabsencedf active marketsfor billsand overnightfunds, the banks
would allow their excess cash reservesto fluctuateover afairly wide
range. Thismeant that the central bank did not havereliableleverage
over short-term monetary conditions, even though it could set the
supply of cash to the banking system with some precision (through
open-market operations).! The banks tended to react sluggishly to
reservetightening or easing. The Bank thought that theestablishment
of an active money market would induce the banks to manage their
cash more finely and so provide a more effective channel for the
transmission of monetary policy. However, any plansthat the Bank
may have wished to pursuein this respect had to be put off because
of World War II and its economic aftermath.

By the early 1950s conditions in Canada were in principle
favorable for the formation of a money market: official controls
imposed during the war had been dismantled, and the central bank
no longer attempted to hold down market interest rates; savingsand
investment had expanded strongly; the banks, trust companies, and
insurance companiesformed a core of large and sophisticated inter-
mediaries; and since bond and equity markets were thriving, there
wereplenty of securitiesfirmswith the resourcesto be money market
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dealers. Yet the overt encouragement of such a development by the
Bank of Canada met with little success until various concreteinitia-
tives were taken:

1953 TheBank of Canadaoffered alinefor short-termfinancing
—purchase and resale agreements (PRA)—to a group of 13 invest-
ment dealers, known as **jobbers."" Under thisfacility, inventories
of treasury billsand short-term Government of Canada bonds could
be temporarily financed at the central bank. Each jobber was given
a specific limit on its access to PRA; thetotal value of the available
lineswasinitially about aslarge as theligible inventory held by the
jobber group. Auctions of treasury bills were changed from a
fortnightly to aweekly cycle, and amountsauctioned wereincreased.

Since the charge for PRA was substantially less than the prime
rate, the jobbersquickly switched to central bank financing for most
of their needs, going to thelimit of their PRA lines. The Bank urged
the chartered banksto provideday loansto thedeadlersat ratesin line
with money market yields, but the banksinitially showed no interest
in such an innovation.

1954 The Bank Act Revision introduced reserve averaging.
Since statutory cash requirements would now apply to average
reserve positions over a calendar month, the banks could make
sizable economieson excess cash. Thisled to a more stable demand
for bank reserves, and to prompter system responses to changesin

policy settings.

It was decided that creditsto chartered bank reserve accounts for
Bank of Canada security purchases would be subject to a settlement
delay of at least two days. In contrast, settlement at the Bank for the
proceeds of day loans that chartered banks had called from invest-
ment deal erswould be booked next day. Thisdifferencein the speed
of settlement greatly enhanced the relative position of day loansfor
liquidity adjustments by the banking system.

The chartered banks now agreed to provideday |oans, at rates near
those on treasury bills, up to the limit of unused PRA lines. This
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allowed the central bank to confine itself once again to last resort
lending.

The banks also agreed to reduce charges for intra-day (daylight)
overdrafts of the investment dealers.2

The Bank provided wire facilities across the country for the
transfer of government securities.

These measures achieved their objectives. By 1958 an active
money market provided thechannel for thetransmissionof monetary
policy that the Bank had sought. In 1962 the central bank allowed
bankers acceptancesto be eligiblefor PRA to assist their introduc-
tion in Canada, phasing out this support, later when the BA became
well established. By this point the money market was going ahead
under its own steam; and the rapid expansion of recent decades has
been propelled by profit opportunities, competition and new tech-
nology rather than by policy measures. Indeed, the contribution of
the authorities in the latter period has been more to liberate market
forces than to undertake new measures of support.

This experience would suggest that the central bank can make a
useful contributionto structural change inthefinancial sector. Inthe
right environment, such as Canada's money market in the 1950s, a
few key policy actions can propd rapid modernization. In turn, a
well-functioningmoney market has proved of great valuein improv-
ing the competitive efficiency of the financia market and in the
implementation and transmission of monetary policy.

End Notes

""" Cash" in thiscontext referstothedeposit claimsof bankson the Bank of Canada. These
claimsserve asreserves, for which there have been legal minimum requirementsin Canada
as elsewhere, and as settlement balancesin the paymentssystem.

2The fee of a bank for a daylight overdraft is called " over-certification.” Such overdrafts
are necessary to dealersin securitiesbecause of technical lags in delivery and settlement.
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Central Banks and the Financial System

E Gerald Corrigan

| am pleased to appear before you to discuss the role of central
banks and the financial system in the specific context of the recent
efforts on the part of a number of Eastern European countries and
the Soviet Union to shift their economies toward more market-
oriented and competitive systems. | am especialy pleased to have
the opportunity to discuss these issues in the presenceof the distin-
guished group of central bank governorsfrom those nationswho are
gathered with us today.

For the sake of emphasis, let me begin my remarks by citing
several propositions which, in my judgment, are central to the
discussion as a whole. These propositions are:

First, the stability of the banking and financia system is an
absolute. prerequisite for the growth and stability of the
economy at large.

Second, of all of the elements of structural reform that are
necessary in the transition from a centrally planned and con-
trolled economy to a market economy, none is of greater
importance than the reform of the banking and financial sys-
tem.

Third, whilethe development of capital markets—especialy an
efficient market and secondary market for national government
securities—clearly is important, the highest priority should be
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placed on the reform and adaptation of thecommercial banking
system.

Fourth, successful reform of the commercia banking system
presupposes paralel reform in the central banking system. At
a minimum, this reform should take central banks out of the
businessof directly financing government deficitsand provide
mechanisms through which central banks can increase or
decreaseliquidity in the economy without allocating credit for
specific purposes or functions.

Finally, and most important, at theend of the day, commercia
banksand central banks have only one asset that really matters
and that asset is public confidence. Accordingly, the task of
reform—in all of its detail —must be approached with enormous
weight given to this overriding consideration. Indeed, the
confidencefactor will becomeall the moreimportant over time
as the ownership of banking and financia institutions shiftsto
private hands. The crucial question is not whether particular
reformswill work asamatter of theory or abstraction, nor even
amatter of whether a particular approach has worked in other
countries. Rather, the bottom line is the issue of whether
specific reforms are likely to work and will build confidence
in the specific context in which they are applied.

Before discussing these issues in greater detail, two important
qualifications should be made: first, my own thinking about these
very difficult issuesis naturally conditioned by my own experience
and environment. Thus, much of what | have to say reflects how
things have—and have not—worked here in the United Statesand in
other Western industrial countries. | say this because | am acutely
mindful —in part from my associationwith reform effortsin develop-
ing countriesin Latin America and elsewhere—that successful ele-
ments of structural economic reform cannot be insensitive to
traditions, customs, cultures and histories in the reforming
countries. On the other hand, there are certain bascs—even when
considered in the light of national histories and cultures—that are
essential in virtually any setting.
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The second qualification follows from the first: namely, | do not
consider mysdlf an expert on the detailsof thecommercial or central
banking systemsin any of the countrieswhose officials are gathered
here today. But, | do know enough about each and enough about
reformsalready under way to know that much of whet | haveto say
will not apply equally in al cases and in some may apply in only
limited ways. However, even wherethelatter isthe case, | am quite
convinced that there is value and discipline to be gained in going
back to basics.

Againgt that background, | believe it is fair to say that it is
universally recognized that a particularly important function of a
banking and financia systemin amarket economy isto help mobilize
a society's savings and to rigoroudly and impartialy channel those
savingsinto the mogt efficientand effective usesor investments. That
process is, of course, the very lifeblood of economic devel opment
and rising standardsof living. As a corollary, it is aso universally
recognized that the banking and financial system must provide the
vehiclesthrough which paymentsfor goodsand servicescan be made
quickly, efficiently, and safely in a context in which both the seller
and the buyer of such goodsand serviceshave confidencethat instru-
ments used to make such paymentswill be honored and accepted by
all partiesto that transaction and to subsequent transactions. With-
out that confidence, the system smply cannot work. Stated differ-
ently, these crucial economic functions of mobilizing savings and
making payments are often taken for granted. In reality, however,
itisvery difficulttoforgeaset of legal andinstitutional arrangements
within which these functions are performed consi stent with the often
conflicting goalsof free choice, economic efficiency, and safety and
stability.

Indeed, economic history tells us in wholly unmistakable terms
that no society hasfound it easy to forgeits financial institutionsin
away that thesegoal sare appropriately balanced. Eventoday, within
and among the most successful of the industrialized countriesof the
world, there is great debate as to how best to go about that task.
Certainly, that istrue herein the United States. The reasonsfor the
inherent difficulties in this area are an amost classic blend of
political and economic considerations that have their roots in the
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crucia functions the banking system must perform in a market
economy.

To illustrate this, take the example of the typical household.
Clearly a society's long-term economic prospects are best served
when such householdsmakethedecision to freely save someof their
current income. But that's not enough since there must also beaway
in which those savingscan be mobilized and put to work in produc-
tiveinvestments. That, of course, meansthat the household must see
not only an inducement to freely save but it must also see an
inducement to entrust those savings to someone or something else
that can directly or indirectly put those savingsto work in sound and
productiveinvestments. Under any circumstance, the household will
see some risk in parting with its savings and it will expect to be
compensated accordingly. But, and this is a very large but, under
any circumstances, any household in any society will also want to
maintain some fraction of its savings in the form of highly liquid
assets, including assets which can easily be used to finance day-to-
day and week-to-week transactions needs.

For that reason a household's willingnessto entrust its savings—
especially its highly liquid savings—to some institution presupposes
that it has confidence in the financia integrity of that institution. If
that confidenceis not there in thefirst instance, the society's ability
to mobilize its savings will be compromised and its ability to reap
the benefits of economic speciaization in the production and dis-
tribution of goods and services will be undercut. similarly, if that
confidence is lost, households will smply rush to redeploy their
savings, raising the specter of a flight to cash and/or to hard goods
with dl of its implications for inflation and destabilizing runs on
banks.

This, of course, is why confidencein banksis so crucial and this
single factor goes a very long way in explaining why banking
institutions and banking instruments have evolved in the way that
they haveover centuries. What thissays, of course, isthat no matter
what the precise legal and ingtitutional financial framework in a
particular country, there are certain preconditions that must exist if
the financial system is to be able to perform its essentia tasks of
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mobilizing and allocating savings and facilitating day-to-day trans-
actions. Thus, there must be a class of financia institutions and
financial instruments that the public views as safe and convenient
outletsfor their savingswhereat |east some fraction of thosesavings
ishighly liquid and can be used to make payments. The problem, of
course, isthat any ingtitution that provides the public with accessto
financia instruments having those characteristics must be one that
invests the public's savings carefully and prudently, but also invests
those savings in a way that promotes economic efficiency and
growth.

In virtualy al countries, the single, dominant class of institution
that has emerged to play this crucial role as both the repository of a
large fraction of the society's liquid savings and the entity through
which payments are made is the commercial bank. Indeed, even in
mature industrial countrieswith highly devel oped capital markets—
such asthe United States—the commercial banking systemisstill the
most important single element of the financia system, especially
when it iskept in mind that the capital markets rely very heavily on
the banking system for day-to-day and standby financing facilities.
But, from the earliest days of commercial banking, experience has
repeatedly shown that the combination of functions typically
provided by suchinstitutionscarries with it the uniquerisk that aloss
of confidencein individua institutionscan spread to the systemasa
whole. This, of course, is the so-called systemic risk phenomenon.
And, asthebroad sweep of history tellsus, thereare many instances
in which the loss of confidence in financia institutions has caused
major damage to the real economy. In other words, systemic risk is
not an abstraction; it can be quite real.

It has long been recognized by al governments that banking and
financia institutions must be subject to a least some form of
regulation or official oversight because the functions they provide
are indispensable to economic success, even though these same
functions—by their very nature—introduce potentia risks that are
capable of undermining the prospects for such economic success. |
am fond of pointing out—and | will do it again in this context—that
Adam Smith forcefully took this position in the Wealth of Nations.
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In most countriesthere is either an explicit or a tacit recognition
that oneof thecrucial functionsof thecentral bank isto help preserve
and enhancethestability of thebankingand financia system. Indeed,
whiletheprimary task of most contemporary central banksis viewed
as the conduct of monetary policy, many central banks—certainly
including the Federal Reserve—wereestablished largely withaview
toward preventing or at least containing financial shocksand disrup-
tions.

My own vision of the role of the contemporary central bank—
framed by asenseaf history, by my experiencein the United States,
and by my utter convictionasto theimportanceof theefficiency and
stability of the financial sysem—is one in which the central bank
housesatrilogy of functions. At thecenter of thetrilogy is, of course,
monetary policy. But there are two other crucial functions of the
contemporary central bank that are closely related to monetary
policy and constitute a single theme. These other two functionsare
the broad oversight of the financial system, and the oversight of
and/or the direct participation in selective aspects of the operation
of payment systems. Theseare thefunctions, but the singlethemeis
stability —stability in the purchasing power of the currency of the
country and stability in the workings of the financial system includ-
ing the paymentssystem. Thissingle theme of stability isa package
ded in that each of the partsis mutualy dependent on theother parts.

But if it isappropriateto think of the role of thecentral bank inthe
context of this trilogy of functions, and if it is fair to suggest that
financia stability is a necessary —but not sufficient—condition for
economic growth and stability, then it must follow that the structure
and workings of the banking system are of great importanceto this
process as a whole. Looked at in this broad light, the challenge of
reforming the banking systemisformidableindeed, especially since
the paths chosen to effect such reform cannot be viewed in isolation
from reforms of the central bank. Neither can they be viewed
independently of emerging developments of capita markets, in
particular the need to devel op mechanismswhereby central govern-
ments can more effectively finance budget deficits in a manner that
does not constrainthe monetary policy process. Noneof thisiseasy
but the greatest challenge may liein forging theindividual piecesof



Central Banks and the Financial System 29

the reform effort in such a way that they fit together into a cohesive
whole that will serve the dictates of stability, growth, and con-
fidence. From this perspective, it seems clear to me that the first
priority isthe mobilization of private savings.

This, in turn, brings one's attention immediately to the liability
side of the balance sheet of the major financial intermediaries—the
commercia banks. Indeed, in the short run, | would argue that the
design of the transactions-like and savings-like liability instruments
of the banksis moreimportant than thedesign of theoverall structure
of thesystem. And, it's not smply thedesign of theinstrumentsthat
isimportant but al so thedesign and workingsof thebroad infrastruc-
ture that goes with such instruments. For example, for transactions-
type accounts and especialy for inter-bank movements of funds,
efficient, safe, and speedy collection and payments systems are a
must if confidence is to be built and maintained. Indeed, banking
instruments and ingtitutions are only as good as the infrastructure
which supports them. The ability of the banking system to mobilize
savings by attracting deposits is one thing. But, its ability to retain
such deposits and to put them to good useis quite another which, of
course, brings me to the asset side of the balance sheet. The bank’s
choice of its assetsis crucia for two reasons:

Firs, if thebank iscarelessin thecredit it extends, it will incur
losses and will not be able to honor its obligations to its
depositors. If its ability to honor its deposit obligations is in
question, the bank will always be subject to the risk of deposit
runs. Thisis the subtlegeniusof the banking systemfor itisa
key feature of the banking system which creates the incentive
for the bank to extend credit wisdly, judiciously, and impar-
tially.

Second, even where capital markets are well developed, the
credit decisions of the banking system remain the single most
important element which determineshow the society's savings
are deployed. Those credit decisions therefore determine
which firms, which farms, and which entrepreneurs will
receive the credit and which will not. If the system is working
correctly, those who receive credit will be the most efficient,
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the most competitive, and the most profitable. Therefore, they
will be the most capable of producing the stream of goods and
serviceswhich will permit theeconomy to grow and standards
of living torise.

It should be clear that the objectivity and impartiality of the credit
decision making process are absol utely indispensablefeatures of an
efficient and market-oriented banking system. Partly because of the
obvious problems of political pressures, but for other reasons as
well, the government or the stateis not well equipped to make these
decisions. To be sure, the state can establish tax or other incentives
for certain activities—something we see in al societies—but the
decisionasto who getscredit and who doesnot must beleft to private
initiative in a context in which those making the decisions have a
major stake—their own economic livelihood—inthe credit decisions
they make.

Thisisaso oneof the morefundamental reasonswhy thedevelop-
ment of sound and internationally acceptable accounting systemsin
emerging market economies is so vitally important. Accounting
systems servea variety of purposes but none is moreimportant than
their rolein helping creditorsmaketherigorousdecisionsasto which
enterprises can meet the market test of efficiency, competitiveness,
and profitability which will permit those enterprises to meet their
obligations and, in turn, permit their creditorsto meet their obliga-
tions.

Another subject of importancein regard to the structureof banking
institutionsisthe sizeand compositionof the bank's capital account.
The capital account, representing the ownership interests in the
bank, servestwo obvious purposes. first, it isasourceof permanent
funding and second, it provides a cushion for absorbing losses. But
the capital base al so serves another more subtle function: namely, it
creates a congtituent group of individualsor institutionswho have a
direct interest in the profitability of the bank which, in turn, should
strongly reinforce the impartiality of the credit decison making
process.
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For these reasons, it should be obvious that private ownership of
banksis the preferred arrangement. Having said that, it isalso true
that government ownership of commercia banks is quite common
in developing nationsand, in fact, isalso to be found in some major
industrial countries. Also, in virtualy al countries—the United
States included—specia purpose banking organizations entailing
government ownership, guarantees, or sponsorship are not uncom-
mon. | mention this only becausethedrive for private ownership of
banks may —particularly in the short to intermediate run—have to be
tempered with some realism as to what kinds of arrangementsare
workable. Thus, someor al of theinitial capital stock of commercia
banks may have to come from the government —an outcomethat can
be acceptableif three conditions are aso met. Those conditionsare:

Firgt, themanagement of the bank isindependent of thegovern-
ment such that the government does not direct credit decisions
and allocation. In other words, government ownership must
not preclude competition.

Second, having provided the initia capital, the government is
not responsiblefor the overall funding of the bank.

Third, the government's ownership interests are structured
such that at some later date they can be easily sold to private

interests. )

Whileindividua countrieshave considerablelatitude with regard
to the precise legal and organizational structure of their commercial
banking system, the basic functions are common to all countries.
And, by their very nature, those functions entail risk-taking on the
part of individua institutions and the system asawhole. In the face
of that risk-taking and the need to maintain public confidencein the
banking system, bankingin all countriesis subject to a higher degree
of official oversight and regulation than is the case for most other
forms of private enterprise. As an extension of that, all countries
haveput in placesomeform of aso-called safety net that i sassociated
with the operation of the banking and financial system.
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In practice, the specific form of the safety net—in both de jure and
de facto terms—can differ appreciably from one country to the next.
In generic terms, however, the safety net is usualy designed to
provide thefollowing functions: first, the regulation of theaffairsof
banking institutions, usually including the inspection and examina-
tion of such institutions; second, some form of protection against
losson the part of at least small depositorsand investors; third, some
form of emergency liquidity facility: and finally, some form of
official regulationof or participationin theworkingsof the payments
system.

Invirtualy all countries, the central bank playsadirect or indirect
role in the operation of one or more of these central featuresof the
safety net. For example, the emergency liquidity facility is amost
alwaysthediscount window of thecentral bank. In many countries—
including the United States—the central bank also playsan important
role in both the supervision of banking institutions and in either or
both the regulation and operation of the paymentssystem. Given the
concept mentioned earlier of thetrilogy of central bank functions, it
will comeasno surpriseswhen | say that | strongly believethat central
banks should play an important role in both of these areas. In this
regard, | would place a particularly high priority on the need to
developastrong programof bank supervision, especialy intheearly
phases of the changing role of thecommercia banks. Similarly, the
central bank can also play a highly valuable role in the early
development of critical aspects of the payments system, such as the
inter-bank deposit market and the emerging marketsfor government
securities.

Regardless of how broadly or narrowly, how explicitly or implic-
itly the legal mandate of the central bank is drawn, it seemsto me
inevitable that the central bank will aways have an important role
in helpingto build and maintainconfidencein the underlying stability
of the banking and financial system. In turn, that necessarily implies
that there must be a high degree of public confidence in the central
bank itself. Achieving and maintaining that public confidenceis, in
thefirstinstance, squarely related to the successthe central bank has
in the discharge of its monetary policy responsibilities. That is why
monetary policy stands at the center of the trilogy of central bank
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functions. It is also the reason why central banks must have specia
status within the governments they serve. At the very least, that
special status implies that central banks should not be expected to
directly finance the budgetary deficits of governments. It aso
impliesthat the central bank normally should not be responsiblefor
the direct financing of other types of enterprise. Indeed, such
arrangementsrun theclear risk that the central bank's balance sheet
can become weighed down with low quality assets. In such cir-
cumstances, confidence in the financial integrity of the central bank
can only suffer.

Having said that central banks should not be responsible for the
direct financing of government deficits, it is also true that central
bankstypically are mgjor holders of government debt but in theideal
order, its holdingsof such government debt should arise in connec-
tion with its orderly efforts to supply liquidity to the economy as a
whole through open market operations or other suitable vehicles.
Thisis one of the many reasons why the development of a market
for government securities—includinga viable secondary market for
such securities—is such a high priority. Indeed, a well functioning
government securities market will serve three vital purposes: first,
it will provideamoremarket-oriented way to finance budget deficits;
second, it will facilitatea moreeffective approach to monetary policy
and the strengthening of the balance sheet of the central bank; and
third, it will provide the foundation upon which other elements of
capital markets can be developed. But, as with all markets, the
development of a smoothly functioning government securities
market presupposes that there is a complete infrastructurethat will
support an emerging secondary market for such securities that, at
the least, provides the liquidity whereby such securities can be
readily bought and sold by the central bank and other market
participants. Without that infrastructureand liquidity, it will bevery
difficult to design government debt instrumentsthat institutionsand
individuals will find attractive as investmentsand it will be equally
difficult to free the monetary policy process from the need to either
directly finance government deficits or to engage in various forms
of credit allocation, or both.
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| said at the outset that the task of reforming the banking and
financial system was one of the most important tasks facing the
countriesof Eastern Europe and the Soviet Union. It is also one of
themost difficult. In part thosedifficultiesare technical, in part they
areeconomic, and in part they are political. But most fundamentally,
thesedifficultiesarise from thefact thereformof the banking system
must come to grips with that great intangible—public confidence. It
isinthisareain particular that the role of the central bank isvitally
important not only in the context of its monetary policy respon-
sibilities but also with regard to the inherent responsibility of the
central bank to help ensure the essential stability and viability of
financial institutions and markets.



Currency Convertibility
in Eastern Europe

C. Fred Bergsten and John Williamson

A part of the process of transforming a centrally planned economy
into a market economy is, it is generally agreed, the establishment
of currency convertibility. Views differ, however, on the strategy
by which convertibility should be established. This paper aims to
identify the key issues in the debate about convertibility. We offer
answerson two of the questions at issue, and leave the remaining
three open.

The standard definition, which we adopt, is that a currency is
convertibleif it ""isfreely exchangeablefor another currency, or for
gold"” (Pearce 1981, p. 82). In contradiction to earlier usage,
convertibility does not today generaly imply theright to convert at
a fixed exchange rate, but it does imply the right to convert at the
legal exchangerate, rather than at an unofficial or parale (normaly
depreciated) rate.

Current account versus unrestricted convertibility

When Y ugoslaviaestablished convertibility in December 1989 and
Polandfollowed suit at the beginning of thisyear, they gavedomestic
residents the right to buy foreign exchange at the official exchange
ratein order tofinancecurrent account transactions, that is, purchase
of goods or services from abroad. Such current account convert-
ihlity istheconcept of convertibility caled for in theIMF’s Articles
of Agreement (**no member shall, without the approval of the Fund,
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impose restrictions on the making of payments and transfers for
current internationa transactions,"* Article VIII, Section 2(a)). Cur-
rent account convertibility has often been abridged by limiting the
foreign exchange that can be purchased for. tourist expenditures, in
order to minimize the evasion of exchange controls intended to
prevent capital outflows. We accept that such limitations on tourist
allowances are likely to be needed for as long as convertibility is
restricted to the current account.

It isof coursetrue that the substance of current account convert-
ibility could bedenied de factoif the relaxation of exchangecontrols
was negated by an intensification of trade restrictions. Hence it is
important to bear in mind that it is the joint product of trade
restrictionsand exchange controls on current account transactions
that determineshow fully a country's goods markets are integrated
into the world economy.

A currency enjoysunrestricted convertibility if therearenorestric-
tions on its exchange into a foreign currency for any purpose;
including the purchase of foreign assets (capital export). Currencies
become convertible in this sense when exchange restrictions on
capital exports are abolished, so that residents have the right to
export capital a the official exchange rate. Nowadays paralld
markets through which capital can be exported even in the absence
of unrestricted convertibility seem to be universal (athough they
were not ubiquitousin Western Europein the early postwar period);
even though neither Poland nor Y ugoslaviahas adopted unrestricted
convertibility, in both cases the dollar stands a only a modest
premium in the parallel market.

The first key issueis whether the medium-term objective should
be current account convertibility or unrestricted convertibility. Cur-
rent account convertibility is a necessary condition for a country to
beintegrated efficiently into theworld trading system. It ensuresthat
international relative prices will prevail in the domestic economy,
give or take a margin for trade restrictions, transport costs and the
imperfections of arbitrage. Assuming that tariffs and other trade
restrictions are not unreasonably severe, this in turn ensures that
enterpriseswhich facehard budget constraintstwill encounter incen-
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tivesto produce, export and import in accordancewith comparative
advantage. Of course, it is aso necessary that the exchange rate be
appropriately valued: if thedomestic currency were overvalued, for
example, too many firmswould wish toimport and toofew toexport,
resulting in an unsustainable current account deficit.

Centrally planned economies deliberately avoided currency con-
vertibility. A part of the central plan consisted of determining which
goods could be in excess supply and should be exported, and which
were in excessdemand and should be imported. A centralized state
trading agency bought domestic goodsin the former category to sell
abroad at whatever price happened to prevail on the world market,
and bought goodsin thelatter category abroad, with no concernfor
the profitsor losses that might be involved. Currency convertibility
would have allowed enterprises and households to use their cash
balancesto buy abroad those goods that were cheaper on the world
market than on the domestic market, thus subverting the planners
priorities.

Indeed, central planning was characterized not just by currency
inconvertibility but also by "*commodity inconvertibility.”" This
means that an enterprise was not alowed to use its cash balancesto
purchase goodsor servicesat itsown discretion, but was constrained
by the central plan (rather than, as in a market economy, being
rationed by a budget constraint). Any cash shortagethat jeopardized
plan fulfillment could be compensated by borrowing from the state
bank at alow rate of interest (and with no threat of bankruptcy to
limit further borrowing if theloan could not be serviced). Given that
prices did not reflect scarcity, it was of course logical to prevent
enterprisestrading freely to maximizetheir profits.

Commodity convertibility would give enterprises the right to
decidefor themselveswhether and how to spend their cash balances.
Doing this before budget constraints are hardened (as has to some
extent happened in the Soviet Union) isaformulafor losing control
over demand. In fact, hard budget constraints, commodity convert-
ibility, and prices that reflect scarcity, are the three changes that
jointly define the move from a planned to a market economy.
Privatization, though a natural complement, is less urgent.
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Currency convertibility, even on current account, hardly makes
sense until commodity convertibility exists, since that would give
enterprisesthe ability to buy abroad freely while forbidding them to
buy at home. But a good case might be made for introducing both
commodity and current account convertibility smultaneoudy, since
current account convertibility can supply a country with a relative
price structure (enforced by potentiad competition) that reflects
scarcity.

I's unrestricted convertibility, the addition of the right to export
capita freely, an equally urgent priority? Surely not. It is not
necessary for encouraging the i nport of capital, something which
can of course be important to a country engaged in extensive
modernization of its capital stock. What mattersfor that purposeis
that foreign lendersor capitalists should have the right to remit their
profits into foreign currency, and that requirement is satisfied by
current account convertibility. Unrestricted convertibility enables
capital to flee from whereit is needed, which is at home during the
period of economic reconstruction that lies ahead. (The three mgjor
cases of capital flight in Latin America al involved countries that
had abolished controlson theexport of capital.) Nor isthereastrong
case on grounds of civil libertiesfor demanding that householdsbe
free to export capital: the Western European democracies imposed
such regtrictions for years (in the case of Italy, the restrictions have
only been abolished in thelast few months), without any widespread
complaint that this infringed personal liberty.

We conclude that Eastern European countries would be well
advised to focus their efforts on the achievement of current account
convertibility, and to treat unrestricted convertibility as a luxury to
be delayed until reconstruction has been achieved.?

Gold convertibility

Angell (1989) and Wanniski (1989) have suggested that the Soviet
authorities should make the rouble convertibleinto gold at a fixed
price. Sincegold can be sold for hard currency, this would provide
indirect convertibility into dollarsor other hard currencies, but at an
exchange rate that would vary with the dollar price of gold.
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The argument in favor of gold convertibility is that this commit-
ment will provide a constraint on inflationary policies, which will
enhance confidence and hence make rouble-denominated financial
instruments more desirable savings vehicles, and provide assurance
that any one-time upward price pressure resulting from the release
of pent-up consumer demand would be perceived as temporary
(Angell 1989, p. 12).

We see three powerful arguments against the proposal. The first
isthat it isnot at all clear that a promiseof gold convertibility can
transform expectations in the way that is postulated. If the gold
content of the rouble were pitched sufficiently low to ensure initia
credibility, it would not be much of aconstrainton deficit financing.
But if it were pitched high enough to constrain deficit financing, the
absence of a past track record justifying credibility would suggest
the danger of arun from roublesinto gold. A system of commodity
money isinherently unstable unlessit is backed 100 percent (Fried-
man 1951).

The second argument agai nst a gol d-convertibleroublestemsfrom
thefact that therouble/dollar exchangeratewould vary directly with
thedollar priceof gold, whichisa highly volatile price. Unlessthe
gold price is far more stable than in the past, periodic severe
misalignmentsof the rouble would be guaranteed.

Third, evenif it istruethat gol d-backed rouble bonds could be sold
at alow interest rate, one must doubt whether the Soviet Union would
bewell advised to borrow in thisway. If thegold price wereto rise,
the cost of such borrowing could be very high, as it certainly was
the last time a mgor country decided to try and reduce its interest
bill thisway. In 1973 Giscard d’Estaing launched Fr. fr. 6.5 billion
of bondsindexed to thegold pricewitha7 percent interest rate (some
1 percent below the market rate). Fifteen years later the French
Treasury had to reimburseholdersFr. fr. 55 billion, that is, 8.5 times
the sum subscribed, having in the interim paid Fr. fr. 35 billion in
interest rather than theforecast Fr. fr. 6.8 billion. (In constant 1988
prices, repayment of principal went from 24 billion to 55 billion
francs and interest from an expected 10 billion to 35 hillion francs.
All statistics from Le Monde, 16 Jan. 1988, p. 28.)
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We concludethat adeclaration of gold convertibility for the rouble
would be distinctly imprudent.

Exchangerate policy

Beforediscussing the alternativestrategiesby which convertibility
could be achieved, it may be useful to outline the exchange rate
arrangementsthat would seem the appropriate complement to cur-
rency convertibility in the East European context.

The first issue is whether the exchange rate,should float or be
pegged. We see two powerful arguments against floating. The first
was invoked by Paul Volcker a this conference and echoed sub-
sequently by other speakers: thedifficulty of interpreting traditional
monetary indicatorsduring the transition to a market economy which
deprivesthecentral bank of the possibility of conductingan informed
autonomous monetary policy such asis needed with a floating rate.
The second stems from the unsatisfactory record of floating evenin
countriesthat have had an adequate basis for conducting monetary
policy: notably, the demonstrated propensity of floating rates to
generate periodic severe misalignments that produce large trade
imbalances and consequent distortionsin the economy. In view of
this evidence it is naive to imagine that one can rely on the market
to compensate for the ignorance of the authorities as to what the
"'right' exchangerateis.

If one wishesto peg the exchange rate, the next issue is to what
should it be pegged? Except for the Soviet Union, the convertible
currency trade of the countries of East and Central Europe is
predominately with Western Europe: on technical groundseither the
deutsche mark or the ECU would offer a suitable peg. Since the
deutsche mark islikely to encounter resistancein some countrieson
political grounds, the ECU isthe natural candidate. The fact that it
may be marginally more inflation-prone than the deutsche mark
hardly seems a serious drawback: the countries of Eastern Europe
will be able to feel proud of their accomplishmentif they succeedin
keeping their inflation down to the average ECU rate in the coming
years.
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Should the peg remain fixed, or should it be adjusted at times?The
discussion on the transition to a market economy has added an
important extra argument for a fixed exchange rate. The prices
inherited fromaregimeof central planning typically bear norelation
to scarcity, and a mgjor purpose of establishing convertibility isto
permit the importation of an appropriate set of relative pricesfrom
abroad. This process will be facilitated by the existence of a fixed
exchange rate to provide the anchor for the new price structure. We
thus believe that any country establishing a market economy should
aim to hold its exchange rate fixed for a year or so after any *"big
bang.”’

The case for seeking to preserve afixed exchange rate in the long
run islesscompelling, at least until such time as these countriesmay
wish to consolidate future membership in the European Community
and its prospective monetary union. Read shocks may arise that
require a real exchange rate adjustment, a process that can usualy
befacilitated by changesin the nomina exchangerate. Onecan hope
that these countrieswill find that they can live comfortably with the
ECU rate of inflation. If that proves too optimistic, however, it
would be far better for them to devalue gradually and routinely to
offset differential inflation, rather than repeat the perennial error of
averring an unwavering commitment to a fixed exchangerate which
they rely on asa nominal anchor despite itsinconsistency with their
demand management policies until the currency is finally devalued
inthemidst of acrisisthat leavesgovernmental credibility in shreds.

So long as convertibility is restricted to current account transac-
tions, a parallel market will exist. This should be tolerated, and the
sizeof the ECU premiumon the parallel market exploited asa useful
indicator. A substantial and prolonged premiumisasymptomof lack
of confidence that should be addressed by policy changes. (Incon-
vertibility on capital account can still provide a useful shock absor-
ber.)

There remains one last issue: how to pick the exchange rate at
which to peg. The criterion—to reconcile internal and external
balance in the medium term—is clear enough. How to apply that
criterionis, unfortunately, moredifficult. Onetraditional approach,
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that of seeking purchasing power parity (PPP), is prone to be even
more misleading than usual, due to the highly distorted pre-
liberalization price structure and the uncertainty as to how large the
correctiveinflation that occurson liberalization will proveto be. The
competitive approach, that of seeking a fundamenta equilibrium
exchange rate (FEER), relies on some form of macroeconometric
model to calculate the real exchange rate that will reconcileinternal
and external balance in the medium term (Williamson 1985); any
such modelsthat may have existed are likely to become redundant
asaresult of liberaization. Sinceitiscrucial to achieveacompetitive
exchange rateto allow long-term restructuring but only important to
avoid over-devaluation (which aggravates stagflation in the short
term), the best adviceis to devaue enough to ensure a substantial
competitive export sector, but no more than can be relied on to
achieve that purpose.

The form of gradualism

Until rather recently it was generally taken for granted that the
establishment of convertibility would necessarily be a distinctly
gradua process, just as it was in Western Europe and Japan after
World War I and has been subsequently in most developing
countries that have made their currencies convertible. There are,
however, different methods of pursuing a gradualist strategy. At
least three partially distinct aternativescan be discerned.

Sandard approach. The standard gradualist strategy is that
adopted in Western Europe and Japan after World War 11, in which
a comprehensive system of import controls was progressively
relaxed by transferring more import goods to the open license
category, which implied that foreign exchange would automatically
be made availableto any importer who showed the documentation
establishing his purchase. Severe paymentsdifficulties were met by
suspending or even temporarily reversing the process of liberaliza-
tion, but export growth was over the years strong enough to permit
continuing relaxation (the differential timing of which provided an
extremely effective mechanism of payments adjustment). In the
European casethe processof intra-arealiberalization wasmorerapid
than that of liberalization from outsidethe area, being backed up by
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the European Payments Union (EPU). But by 1955 current account
convertibility was largely established de facto; at theend of 1958 it
was publicly announced, and in 1961 the European countries for-
mally assumed the obligations of the IMF’s Article M11. Convert-
ibility was the final stage of liberalization, which ensured that
consumerscould achieve the maximum satisfaction from the output
being produced by the reconstructed productivesystem by being able
to trade at world prices.

Payments union. A variant on the standard approach which, as
noted above, was employed in Western Europeafter World War II,
involves the creation of a payments union during the transitional
period beforefull convertibility isestablished. Intra-tradeamong the
East European countries has in the past been conducted in **trans-
ferable roubles.”’3 If in thefutureit is settled in hard currency, then
no question of the convertibility of the resulting balances arises.
However, a switch to hard-currency trading will preempt scarce
stocksof Western currencies, and each East European country might
find an incentive to curtail its imports from partner countries more
severely than makes collective sense. Hencethe question isposed as
to whether it might not be worth creating a payments union within
the region, in which the currency of one member earned by another
would be settled through aclearing system, and the resulting multi-
lateral (within-region) balances would be settled in a mix of hard
currency and credits. If the paymentsunion is provided with a stock
of hard currency by an outside benefactor, like the EPU was, then
the hard-currency component can be larger for creditors than for
debtors. Within-region convertibility is ensured even beforegeneral
convertibility is achieved. A lively discussion on the merits of a
payments union has developed in recent months: see UN Economic
Commission for Europe (1990 ch. 3.4), van Brabant (1990),
Bofinger (1990a), and Lavigne (1990).

Currency auctions. A number of developing countrieshavein the
past auctioned off a portion of their foreign exchange receipts, and
the Soviet Union has in recent years adopted a similar practice.
Enterprises have been given a statutory right to retain a specified
percentage of their export proceeds. They can use thisto import for
theenterprise's own needs, or dternatively they can sell the proceeds
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of their retentionquotain an auction market that is held periodically.
This gives enterprises without foreign exchange earnings of their
own the ability to import foreign goods for which they perceive a
particularly pressing need, either for resale to the public or as input
to their own productive process. When the system started, the
retention quota was small and the premium on the dollar in the
auction market was correspondingly large. A gradualist strategy for
approaching convertibility could consist of gradually enlarging the
retention quota, thus putting downward pressure on the auction-
market value of thedollar, as Romania hasannounced it plansto do.
When the retention ratio reached 100 percent, all imports would be
paid for at the auction rate, the official value of the local currency
would disappear, and it would be convertibleon current account.

Big bang versus gradualism

Perhaps the most hotly-debated issue regarding convertibility
concernsthe merits of a’'big bang,” meaning a sudden declaration
of convertibility such as that of Britain in 1947, or Poland and
Yugodaviaat the turn of the year, versus the gradual and cautious
approach practiced by Western Europe after the failure of sterling
convertibility in 1947.

The questionisa part of the wider debate on the optimal sequenc-
ing of economic reform. We have already argued that commodity
convertibility is a precondition for current account convertibility,
and that unrestricted convertibility is a lower priority than current
account convertibility. Can one supplement those conclusions by
endorsing, or ruling out, a big bang, or by identifying the additional
conditions that must be satisfied for a big bang to be desirable?

Theelementsof the Polish** big bang'* adopted on January 1, 1990
were as follows (Lipton and Sachs 1990) :

— fiscal and monetary austerity, in conjunction with a currency
devaluation, designed to eliminate excess demand;

— establishment of a stable (in termsof the dollar) and con-
vertible currency;
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— creation of market competition, based on the deregulation
of prices, freetrade, full liberalization of the private sector,
and demonopolizationof the state sector; and

— labor market reformsincluding unemployment insurance,
job retraining, and credit alocation to individuals to start
small businesses.

The Polish big bang was courageous, and has opened a debate that
was undreamt of a year ago, but the jury is still out on its success.
On the positiveside, inflation hasfallen, queues have vanished, and
the balance of paymentsisin surplus. On the negativeside, inflation
hasstill not vanished, output hasfallen more than anticipated (at | east
according to the officia measures), and the rise in exportsis dis-
tinctly modest. Opinion seemsdivided over whether thefailurescan
be explained by minor errors in execution, notably the excessive
devauation of the zloty, or whether it is a fundamental design flaw
to attempt a wide-ranging liberalization before supply-side reforms
have created ingtitutions that can be relied on to respond to changed
incentives.

Another economist who arguesthat convertibility should be estab-
lished rapidly, as soon as certain preconditions have been satisfied,
isKornai (1990, pp. 155-58). Hislist of preconditionsisasfollows:

— ahardening of budget constraints, to prevent state
enterprisesfrom demanding unlimited quantitiesof foreign
exchange;

— thestrict application of wage discipline as one aspect of
macroeconomic stabilization, including al so the absorption
of any liquidity overhang;

— adequate foreign currency reserves; and

— auniform realistic market-clearing exchange rate.

It may also be argued that a big bang, including convertibility, can
make sense under certain conditions but not under others. Both
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Poland and Y ugodlavia were facing hyperinflation when they took
the plunge: hyperinflation is a problem that does not admit of a
gradudist solution, and the desperationthat it breeds may nurturea
willingness to accept the risks and hardships implied by a set of
dramatic, sudden changes whose consequences are not readily
foreseeable. Hungary's positionis not nearly so desperate, and hence
the gradualist strategy which it is following may also have been a
rational choice. Perhaps the experiences of Poland and Yugodavia
will provide a basis for deciding whether a big bang should be
reserved as a fallback position for dealing with desperate situations,
or whether the risksand hardshi pshave been overestimated and more
countries should be encouraged to take the plunge.

ESCB support

A radica suggestion has recently been made for consolidating a
""big bang'’ approach to convertibility. Bofinger (1990b) proposes
that the East European countriesshould join the projected European
System of Central Banks (ESCB).

Bofinger arguesthat price stabilization is a necessary complement
to economic liberalization, but that its achievement is jeopardized
by both technical and credibility problems. The technical problems
arisefromtheinevitability of a measureof correctiveinflationduring
the liberalization program, especially where a monetary overhang
has been inherited from the past, and likely instability in the
monetary relationshipsthat provide the basis for traditional central
bank policies of monetary targeting or interest rate stabilization.
These technical problemscould be resolved by peggingto an outside
currency, for which role the ECU is the natural candidate. The
problem with this solutionisthat a unilateral ECU peg will havelow
credibility, especialy in countries with a history of inflation and a
tradition of soft budget constraints. Lack of credibility increasesthe
output cost of stabilization, for the customary reasons.

It is to address this credibility problem that Bofinger argues the
case for association with the ESCB. Membership in the exchange
rate mechanism of the EMS would provide credit facilities that
would help the East Europeansto buffer speculative attacks, as well
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as dlowing currency realignments only subject to internationa
agreement, both of which features would enhance the credibility of
a stabilization commitment. But the disadvantage of this solution is
that theliquidity effectsof intervention by the present EM Smembers
to support the East European currencies could conceivably threaten
their own price stability. It is to counter that disadvantage that
Bofinger envisages the possibility of the East Europeansjoining the
ESCB, a step that would deprive them of monetary autonomy. One
can think of this as applying the East German solution to the rest of
Eastern Europe.

Conclusion

We have argued in this paper that the establishment of current
account convertibility is an essential component of the process of
changing the East European economies from the autarkic, centrally
planned model to market economies efficiently integrated into the
global economy. Capital account convertibility does not, however,
merit asimilar priority. Gold convertibility would be imprudent.

When it first became clear that Eastern Europe as a region was
intent on liberalizingitseconomic system, many economistsrecalled
the precedent of EPU and wondered whether interim arrangements
might not be called for to prevent destruction of the relatively high
level of intra-tradein the region. That debateis not yet resolved, nor
is that on the merits of gradually increasing the share of foreign
exchange that is auctioned as opposed to progressively transferring
goods to open import licensing. Nevertheless, the drift of opinion
has clearly been away from all such gradualist solutions toward
endorsement of a **big bang'* on the heroic Polish model. This
allows a country to import a price system to replace the relative
prices inherited from the era of central planning, which bore no
relationship to scarcity. It is increasingly argued that gradualist
solutions adopted in earlier experienceswere motivated by a reluc-
tanceto devalueor alack of commitment to the market economy that
are absent from Eastern Europe today.

Continuing nervousness about endorsing the big bang stemsfrom
two sources. One is the lack of consensus on thelist of conditions
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(or preconditions?) needed to supportaquick moveto convertibility.
The other is the lack of an ingtitutional mechanism to provide
credibility to stabilization efforts. It has been suggested that the EC
as a whole could do that by welcoming serious East European
reformers into the ESCB, thus providing the same sort of support
that the Federal Republic has provided to the GDR through German
monetary union. That isa political tal order, but thereis no point in
raising it with the politicians until central bankers and economists
have decided whether it makes economic sense.

End Notes

lEmerprises incentraly planned economies were confronted by **soft budget constraints,”*
meaning that a failure to cover costs could always be offset by additional borrowing rather
than raising the threat of bankruptcy. Conversely, a hard budget restraint is one which does
limit the enterprise's purchases, ultimately by the sanction of bankruptcy.

There is a large literature on the sequencing of economic liberalization, one of the few
conclusions of which is that liberalization of the capital account should not be a priority
(Edwards 1984, Krueger 1984). However, athough its conclusion is the same, the logic is
quite different from that which we have argued applies to Eastern Europe. The proposition
for LDCs wasdeveloped on the basisof models which assumed that liberalization of the capital
account would cause an influx of capital, asforeign investors sought to profit from the high
returns available in an economy that had previously refused to borrow abroad and therefore
had alow capital-labor ratio. Thelogic wasthat acapital inflow would cause areal appreciation
which would throttle the development of nontraditional export industries. Furthermore, until
the current account had been liberalized capital might well flow into industries where
protection wasgiving adistorted signal of thedesirability of investment, and where thecountry
could therefore lose from new investment (**imrniserizing growth™).

31t is well known that the term " transferable rouble' (TR) was a misnomer, since it was
not multilaterally transferable. The TR was credit which could subsequently be spent in the
particular country where it had been earned, when the planners found a commodity available
inthe debtor country that was wanted in the surplus country. Holzman (1979. p. 156) suggests
that the TR was more like a ration card than a currency.
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Policy Dilemmas of Eagern European
Reforms. Notes of an Ingder

Vaclav Klaus

It is becoming more and more clear to all East Europeans, and to
Czechsand Slovaksin particular, that theonly practical and realistic
way to improvether living standardsisthetotal abolition of institu-
tions of central planning, the dismantling of price and wage, ex-
changerateand foreigntradecontrols, and theradical transformation
of existing property rights. This approach represents the **hard
core’ of the reform project of Czechosovak economists and
politicians which is currently under discussion and preparation.

We have to face, however, many obstacles (see for more detail,
Klaus, 1990b) while trying to realize such an ambitious reform goal
in a very short period of time. There are many serious technical
issues which must be solved,, but the most pressing obstacle is the
ideological prejudice against the market and its side effects, the
dreams of ""muddling through' based on minor improvements of
the existing system, and rational or irrational fears of crossing the
tolerancelimitsof the populationor, better to say, of some powerful
organized groups with their well-defined vested interests.

We have to argue with 1968’s reformers who believed then, and
till believe now, it is possible to improve the performance of our
inefficient economy by introducing some minor elements of the
market into it, and who explicitly or implicitly consider the market
to be an overcome, obsolete, and inefficient economic coordination
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mechanism. They are supported by Western intellectuals who visit
our countries nowadays and who preach obsolete, long forgotten
ideologiesthey are not ableto sell a home.

We have to fight quasi-radical antibureaucratism whose adherents
do not criticizethe system of central planning as such, but particular
peopleinit. It unfortunatel y becomesan extremely unproductiveand
nihilistic approach which blocksany far-reaching and deeply rooted
social change.

At the same time we have to oppose the arguments of very loud
and very sdlf-confident technocrats who stress the superiority of
technical knowledge, who do not understand the systemic explana-
tion of socia events, and who believe in social engineering and in
"'rationalistic constructivism."*

We have, therefore, an enormous task to explain the advantages
of the ""invisible hand of the market" as well as its accompanying
effects and to sell these ideas to the public and to the newly-born
politicians. It takes time which is necessary for the search for
difficult solutions of pressing economic issues of the reform and its

seguencing.

Historic events are unfolding before our eyes and with all neces-
sary fears and risks, we have to move forward very quickly. In
Czechodovakiain the first eight months of 1990, we proceeded in
a paralel fashion with institutional restructuring, with legidative
measures, and with changes in economic policy:

(1) the monobank was dismantled and the two-tier banking
system was introduced;

(2) severa ingtitutions, so characteristic for the traditional
command economy, like the State Planning Commission and
the State Price Board, were abolished;

(3) new legidation, supporting the private sector and defining
the rulesof the game, was initiated;
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(4) restrictivemonetary policy wasimplementedwith thetarget
for therateof growth of themoney supply in 1990around zero;

(5) fiscal policy goes together with monetary policy and the
state budget was transformed from deficit to surplus;

(6) the Czechosl ovak crown was significantly devalued (not to
theequilibriumlevel, but the changewasin theright direction);

(7) subsidies both to consumers and producers were cut, and
especially food prices were increased when the "'negative
turnover tax'* was abolished;

(8) foreign trade was to some degree liberalized.

On the other hand, the parliament has not yet discussed the
so-called " Transformation Act’* which providesan original scheme
for rapid and widespread privatization. The prices(and foreigntrade
and exchange rate) have not yet been liberalized. We know that we
have to act rapidly because gradua reform provides a convenient
excuse to the vested interests, to monopolists of al kinds, to al
beneficiariesof paternalistic socialism, to change nothing at all. We
are well aware of thefact that losing time means losing everything.
Losing time meansfalling into the **reform trap™ of high inflation
and economic, social, and political disintegration we see in some
other countries. We fedl that history will not forgive us if we miss
our unique chance. We plan to implement al crucial reform
measures at the beginning of 1991.

The microeconomic restructuring (privatization and price
liberalization) has its macroeconomic aspect, which is—at least in
Czechoslovakia—fiercely debated under thetitle *‘restrictive versus
expansionary macroeconomic policy.”” The reformers stress the
need for restrictivepolicy (see Klaus, 1990a) because

— they are afraid of inflation and its debilitating impacts upon
economic decision making and resourceallocation;
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— they are very pessimistic about the short-termgrowth poten-
tid of the unreformed economy as well as about the rapidity of
the supply response in a reforming economy;

— they want to sgueeze out the most inefficient parts of the
€conomy as soon as possible, which is not possibleto achieve
with excess demand and easy sales of any products,

— they want to start the real restructuring without being tied
up with a burden of repayment of a **reform neutral’* foreign
debt.

The anti-reformers, on the contrary, criticizethe restrictivepolicy
and call for expansionary policy because

— either they are principally against the reform or they do not
believe the reform can bring about an improvement of the
Situation in the foreseeable future;

— they believe in the efficiency of interventionistic industrial
policy, in the ability of the government to orchestrate science
and large-scaleinnovation, to organize foreign assistance, and
to coordinateall kinds of ** progressivesolutions;**

— they are more optimisticabout the blocking effectsof various
structural constraintson economic growth becausethey under-
estimate how structurally deficient the economy really is and
will be when the oil crises will be felt;

— they do not want, in principle, to stop unprofitable business
activities because they want to give everybody another chance.

We can demonstrate this issue with the help of the following
diagram, depicting the so-called S-curve which isalocusof feasible
combinationsof planned, intended rate (rp) of economic growth and
of rea rate (r) of growth. (Seelckes, 1990.)

The position and the shape of the S-curvedepend on
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— the growth potential of the economy at the aggregatelevel;
— structural defects, non-homogeneity of the economy, and
bottlenecks.

The critical point is that the second factor is closely related to the
quality of the economic systems, to the type of its coordinating
mechanism, to its incentive structure, and so forth.

A
r

* B \S

-
| a8

* rpl o
Tp

Thediagram suggests that only at point B, both ratesequal, isthe
economy in macroeconomic equilibrium. Slightly higher rp than rf';
still acceleratesgrowth (with accelerating inflation), but after reach-
ing point A, the real rate of growth goes down and inflation accel-
erates even further. The economic strategy, therefore, depends
crucially on the assumptions about the position and shape of the
S-curve, especially about the location of point A.

The implicit assumptions of the Czechodovak government
economists can be summarized as follows:

(2) the prevailing long-run tendency in our economy was and still
isrp > rI’S with the secular open, hidden, and repressed inflation as
a result;
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(2) tp is permanently —because of deep structural defects, price
rigidities, and low supply response—lower than the natural rate of
growth based on aggregate input data. This is documented by
declining total productivity (according to standard growth account-
ing methodology) in the past two decades;

(3) short-run effects—both from abroad (collapse of Comecon and
current oil crises) and from inside (uncertainties connected with
systemic transformation) —shift the S-curve lower than it used to be
in past years.

Wedo not possesssufficient data for drawing the S-curve, but our
analysis shows that the short-run ri‘; is probably very closeto zero
if not below. We are aware of thefact that macroeconomic mistakes
would be extremely costly. Even if the mgor challenges for the
reform processare microeconomicin nature, sound macroeconomic
policy is essentia if the reform process is to succeed. We are,
therefore, convinced that restrictive, and not expansionary,
monetary and fiscal policies are the precondition for any successful
economic reform. In a structuraly rigid and deficient economy,
expansionary policy cannot provoke a positive supply response.

The pursuit of our monetary and fiscad targetsis difficult now and
will proveto be even moredifficult in the near future, but we cannot
afford the risks of entering the forthcoming intricate reform phase
with alarge monetary latitude and excessive aggregatedemand. The
initial trangitory costs of such a policy will be nontrivial, but the
benefits to be gained will be well worth the effort.

References

Ickes, BW. " A Macroeconomic Model of Centrally Planned Economies,"" Journal o
Macroeconomics, vol. 12, (Winter 1990), p. 1.

Klaus, Vadav. ""Monetary Policy in Czechoslovakia and the Nature and Problems of the
Current Economic Reform,'’ Communist Economies, No. 1. (1990a).

. ""Main Obstacles to Rapid Economic Transformation of Eastern Europe."* Paper
prepared for the meeting of the Mont Pelerin Society, Munich, September 1990. (1990b).

____. Policy positions toward the International Monetary Fund and the World Bank by
centrally planned economies that are not members of those organizations, Journal d
Development Planning, No. 20, 1990. (1990c).




Recent Developments in Poland

Wladyslaw Baka

I would like to make some comments on the new economic
program in Poland. Poland started to implement reforms at the
beginning of thisyear. Therearetwo principal goalsof this program.
The first goal is to curb the inflationary process quickly and per-
manently, and eliminate a shortage of goods in the market. The
second god is to transform the economic system into a market
economy, which requires ownership changes, privatization,
demonopolization, and other ingtitutional changes.

During the first months of this year, many steps were undertaken
to curb inflation and to start the process of transformation of the
economy. The main pointsof the reform packageimplementedsince
the beginning of 1990 are:

— liberaization of all prices,
— rapid elimination of the budget deficit;
— restrictionson wage increases,

— tax measures;

— unificationand stabilizationof theexchangerate, along with
the partial convertibility of the domestic currency;

— congstent anti-inflationary monetary policy, including
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higher interest rates to limit credit demand and to create
incentives for savings (introducing the principle that interest
rates remain positivein rea terms);

— introduction of money and capital market instruments and
institutions;

— the introduction of an anti-monopoly policy involving the
promotion and the formation of new economic units, stressing
changes of ownership through privatization of state-owned
firms and companies; and

— lowering of restrictionson imports from Western countries.

What are the results through the first haf of the year? Firg, the
monthly inflation rate went down from about 80 percent in January
to 3.5 percent in June and July, and we expect further declines. In
the fourth quarter of this year, according to our forecasts, the rate
of inflation should be about 1 percent per month. Second, theinternal
market Situation has been improved, and demand and supply
relationships are now in balance. Third, exports have gone up by
more than 20 percent in real terms, and imports have gone down by
more than 20 percent. The surplus in the trade balance has resulted
in increasing foreign exchange reserves. The exchange rate has been
stable, and there has been no limit on the access of economic
units or of the people to foreign exchange.

In introducing fundamenta changes in the economic system, we
expected production and consumption would decrease. However,
thedecreaseisgreater than had been estimated. Output hasfallen by
30 percent—especidly in consumer goods production, which has
fallen by 40 percent. Total employment has decreased significantly,
and real household income has gone down 30 percent. But red
incomescannot be cut further. Instead, future progresstoward price
stability must be achieved by raising the level of economic activity.
So, we think that conditions are now right to proceed to the next
stageof the overall transformation of our economy —that is, institu-
tional transformation and structural changes in the economy. This
new stage requires stable economic growth.
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The National Bank of Poland, in its role as a central bank, will
play an important role of guiding the transformation of the Polish
economy. What are the main responsibilities? First, the central bank
of Poland is responsiblefor setting theexchange rate and controlling
capital movements. It is also responsible for controlling the tota
volumeof domestic bank credit, which is closely connected with the
balance of payments. In regulating the volumeof credit, the central
bank of course has to take into account the monetary impact of
Treasury policy and the actions of nonbanking credit institutions.
The central bank is also responsible to some extent for the distribu-
tion of bank credit among different economic activities, especially
thedistributionamong the public and privatesectors. Thefinal major
responsibility of the Bank of Poland is the formulation of policies
dedling with interest rates and their effectson the typesand volume
of savingsand credit.

Of course, traditionaly it is quite evident that the National Bank
of Poland is responsible for managing the payments system in the
country. And during the period of transition, the need for action by
the National Bank of Poland is greater than in normal times because
thereis alack of financia institutions and capital markets—and of
course there is the additional problem of developing a banking
system. In this period, we have to perform functions normally
performed by such institutions.

Weface mgjor problemsin theconduct of monetary policy. Based
on the experience of advanced countries, we believe that monetary
policy is but one of the alternativesfor general economic policies,
but that the primary goal of monetary policy should bedomesticprice
stability. So we have oriented our monetary policy toward achieving
this goa. The first element of interest rate policy was to assure
confidence in the banking system by introducing a positive interest
rate. At the beginning of this year, we implemented a program to
link interest rates to the rate of inflation. | think that we can say that
this strategy has been very successful. The propensity to save has
increased, and we have begun the processof stabilizingtheeconomy.
Confidencein the zloty, the Polish internal currency, has grown.
This increased confidence is a very important factor for future

policy.
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That has raised another point of interest rate policy and inflation
policy. It is necessary to treat inflation policy as a function also of
interest rate policy. And we have decided to take account of the
decrease of inflationary expectations in setting our interest rate
policy. So | think that we now have created more stable conditions
to promote economic activity. Doing so was necessary because in
the first part of the year the decline in production was very sig-
nificant, about 30 percent. | think that as a result of the measures
that weretaken, theeconomy has begun to recover in recent months.
Itis not only economically but also politically a very essential point.

We are convinced that in transforming our economy from a
centrally planned to a free market economy, transforming the bank-
ing system must play a key role. | am convinced that the main
problem in our situation isto create and maintain confidence in the
banking system. Without such confidence, it would be absolutely
impossible for the banking system to fulfill its direct role in the
transformation from a centraly planned economy to a market-
oriented economy.

And after our initid experiencein the transformation of the Polish
economy and the development of the Polish banking system, wefeel
also that the three functions of a banking system discussed by
President Corrigan—involvingthe development and stabilization of
the working of the financial system, including the payments sys-
tem—are very important. The development of effective supervision
of the banking system is aso very important. The quality and
efficiency of monetary policy dependson asafeand efficient banking
system.

The reform of the Polish banking system started in 1989 when,
under the new banking law, a two-tier structure of banking was
introduced involving the central bank—the Nationa Bank of
Poland—as well as commercial banks. The function of the central
bank was separated from the commercial banking function. The
NBP—Nzationa Bank of Poland—now acts as a central bank like
those in Western countries.

Under the new banking law, nine commercial banks were estab-
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lished to replace the former regional branchesof the NBP. By July
1990 the NBP granted about 60 licenses for the establishment of
commercial banks. Many of them are privatebanks, as well as some
banks with foreign capital participation. So we have changed fun-
damentally the structure of the banking sector. All these banks
function astypica commercial banks. Becausethe biggest banksare
still the state-owned banks, there is a problem with privatization of
these banks. We have prepared a privatization program, but thereis
alack of capital. So we have invited foreign banks to participate in
the implementation of this program. Of course, in reorganizing the
banking sector, a great deal should be done with the modernization
of banking infrastructure—banking management techniques, data
transmission, and introduction of modern bank accounting. We have
organized a banking school with the participation of foreign banks
to teach the new techniques, so that our bankers can adopt modem
banking methods.

The problem of banking supervision now is becoming very impor-
tant becausein the situation where new bankinginstitutionsare being
established, there are very new problems connected with unsound
banks. This year, a system of banking supervision has been estab-
lished, and before the end of the year we intend to have in place
prudential regulation dealing with loan quality, capital adequacy,
and foreign exchange exposure. A first step in this process will be
the introduction of revised accounting proceduresto become effec-
tive by November 1990. Full audits and comprehensive diagnostic
studies of the banks are also under way to provide a basis for
institutional strengthening. So thisproject isvery ambitious. Weare
looking for an efficient system of banking supervision; and | think
that if we use the experience of our Western colleagues, this task
will be completed efficiently and soon.

We will expeditethe development of money markets, too, through
a regular auction of National Bank of Poland bills starting in July.
Now under preparation is the system of Treasury bills and other
institutions. Pending the introduction of a completely new domestic
payments system, internal improvement will be made in the second
half of this year to speed up the execution of payments through the
banking system. It is a very essential factor for confidence in the
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banking system. We have benefited from help—especialy from the
Federal Reserve, the Bank of France, and the Bank of England—in
creating an efficient payments system.

I would like to add that in the shaping of our banking system, we
are carefully monitoring changesin Western Europe. | think that the
reunification of Europe will help shape the transformation of our
banking system as well. This transformation, we hope, will con-
tribute to the very important goa of European integration of
economicas well as other aspectsof social and political life.

| think that our experience with exchange rate policiesisalso very
instructive. Asyou know, we introduced so-called internal convert-
ibility of our currency at the beginningof theyear, and wefreed the
exchange rate. Over the past seven months, there were no problems
with maintaining stable exchange rates; nor were there problems
with assuring access to foreign currency. | would like to emphasize
that we designed this policy at the end of last year because we had
made a series of devaluations of the zloty. And we deliberately
overshot the equilibrium exchange rate at the beginning of thisyear.
Last year, prices increased about twelvefold, and the rate of ex-
change increased nineteenfold. So at the beginning of thisyear, the
rate of exchange was 9,521 zloty to one dollar. In the first seven
months of this year, the rate of inflation was 180 per cent, yet we
havenot further devalued thezloty. Asaresult, intheinternal market
in Poland, thedollar haslost about 60 per cent of itsvalue. However,
thereis no problem for thefuture because our international reserves
have grown very significantly. This policy was very effective in
establishing confidence in the Polish currency. And | think that it
was a very good choicein our priorities.

The central problem for the central bank in our country —a prob-
lem that also exists in other countries—is the relation between the
government and the central bank. In the Western world, the degree
of autonomy the central bank enjoys variesfrom country to country.
There is no single moddl. We have chosen the moddl of very great
autonomy for the central bank because our experience so far—with
monetary policy, inflationary pressure, and the attitude of govern-
ment officials regarding their preeminent role—convinced us of the
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need to fundamentally alter the relation between the government and
the central bank. And according to the new banking law, thecentral
bank enjoysindependence. The National Bank of Poland isexpressy
prohibited from financing the budget deficit. Also, the central bank
may not finance state enterprises. Finally, the program of monetary
and credit policy isdirectly presented by the central bank to parlia-
ment. Of course, thegovernment presentsitsopinion, but parliament
hasto decidein thecaseof differencesof opinion what should bethe
choice.

However, itisalsoquiteevident that for the stabilization of prices,
amix of policiesis necessary. So there must be some collaboration
between the government and the central bank. And | think that this
idea, which isdeveloped in the practiceof the Federal Reserve—the
independence of a central bank within the government—is a very
good idea. But thisideashould be adapted to each concretecondition.
In Poland, we are looking for a way to make this idea concrete in
our situation. As an example, the president of the National Bank of
Poland is appointed by parliament upon recommendation by the
president, as is the prime minister. At the moment, this system is
very efficient; but | think that it depends very deeply on how much
weight the government places on restraining inflation.






Recent Developments in Bulgaria

Ivan Dragnevski

Itisagreat pleasurefor meto participate in the present discussion
on central banks and the financial system in the framework of the
symposium on central banking issues in emerging market-oriented
economies. The change from a centraly planned to a market-
oriented economy involves changing attitudes, ingtitutions, and
organizations. In this respect, the overall objective of the reform is
to base the economy on the newly functioning market system. | am
not going to follow up all the ways the reforms should be defined.

It isimportant, however, that the transition occurs along with the
establishment of activefinancial markets. But sinceit will takealong
time to establish them, the setting up of a competitive two-tier
banking system would be an important complement. Foreign banks
and the use of foreign banking expertise should be encouraged. The
government or someother central institution may haveto assumethe
responsibility for bank liabilitiesthat could no longer be serviced,
and for nonperforrning loans. The central bank should be inde-
pendentand would need to devel op the requisiteskills for implement-
ing monetary policiesand for supervising the banking system after
the banking statistics are available. Let me brief you on the existing
structure of the banking system in our country and elaborate on the
problems we are facing during the transition period.

Today the banking system consists of the Nationa Bank, the
Bulgarian Foreign Trade Bank, the State Savings Banks, eight older
commercial banks, and 59 new commercial banks that until 1990
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were branches of the national bank. Very recently the Bank of
Agricultura Credit and the first private bank would give priority in
providing services to private sector institutions. Most of the banks
are organized as stock companies. Their shares are usudly owned
by the Nationa Bank, by the Bulgarian Foreign Trade Bank, or by
large nonfinancia enterprises.

| would like to mention the important reforms in the banking
system that were introduced in 1989 in establishing a two-tier
banking system. Those reforms involved, as | already said, the
creation of 59 new commercial banks, which resulted from the
transformation of the former branches of the Nationa Bank of
Bulgaria. This began the process of establishing an independent
central bank. Under the new system, all banksare permitted to make
both operating and investment loans to any industry or private
business. They will also be authorized to receive deposits from
individuals and to grant mortgage loans. At the present time, only
10 banks are licensed to deal in foreign exchange.

The present banking system is small in terms of the number of
branchesand peopleemployed. It isalso smplein termsof thetypes
of deposits, liabilities, and financial arrangements. We do redlize
the need to modernize and restructure the banking system so it can
play theimportant role of helping restructurethe economy based on
market principles. At the same time, we have already taken steps
toward the creation of a financial sector operating on the basis of
both market principlesand competition. In that respect weare facing
two groups of issues. Let me now cometo some of the problemsand
issues related to the structure of the banking system.

First, one of the objectives of the reform is to eiminate the
monopoly of the State SavingsBanksin dealing with househol dsand,
at the same time, to encourage commercial banks to mobilize
depositsfrom households. Theother objectiveisto create conditions
for the banking system to provide a wide range of banking services
to households and enterprises, including the many private
enterprises now being formed.
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Second, the equity of thecommercia banksis now owned mainly
by the Nationa Bank, by the Bulgarian Foreign Trade Bank, and the
large nonfinancial enterprises. Arrangementsof thistype may create
serious problemsfor the banks that are now consideringtransferring
the shares owned by the National Bank to the public and giving
preferences in the operations of privatization of the bank to new
shareholders who are completely independent from other banks or
from large borrowersfrom the banking sector.

Third, the size of most banksisexcessively small. It iswel known
that small banks have difficultiesbeing efficient. There are different
methodsof overcoming thesedifficulties. It seems moreappropriate
at the present time for our country to follow one of those solutions.
Since the Nationd Bank of Bulgariaretains a large participation in
the equity of the commercial banks, it can play a decisive rolein
leading those banks into mergers with each other or into their
absorption by the largest commercia banks created in 1987.

A fourth issue is developing efficient payments services, which
will be one of the main contributions expected from the modern-
ization and restructuring of the banking sector. The necessity of
training the staff for banks in an expanded branch network of the
existing banks must not be overlooked. Furthermore, | again stress
the necessity of establishing prudential bank supervision, with the
primary objective to ensure stability of the financial system through
a supervisory process that features on-site examinationsand off-site
analysis.

The second group of issues we have to deal with are those related
to credit and interest rate policies. Needlessto say, oneof thesevere
problems is the monetary overhang. At present, the overhang rep-
resents about 100 percent of the gross domestic product. It is well
known that a monetary overhang will cause inflation to accelerate.
In order to reduceinflationary dangersthat exist, we areintroducing
the following policy: an increasein interest rates is forthcoming. It
isafact that the present level of interest rateson deposits and credits
isvery low. Weintend to increasethe basic ratefrom 4%z percent to
10 percent. It is difficult now to envision such interest rate levels
because of the budget situation, the maintenance of a number of
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controlled prices, and the financial Situation of many of the com-
panies. In this respect, we are going to pursue an interest rate policy
providing real positive returns on financial savings instruments and
involving real positive costs for borrowers.

To prevent the inflationary effects which could result from the
expansion of the money supply, a the beginning of this year we
introduced a system of credit ceilings. First, the nomina stock of
investment credits from each bank cannot until the end of 1990
exceed the level reached at the end of 1989. This means that new
investment credit can only be granted by each bank after the repay-
ment of investment credits outstanding. Second, the nomina stock
of working capital credit granted by each bank must be reduced by
theend of this year to 95 percent of its value at theend of 1989. In
introducing these regulations, we know that we might createdifficul-
tiesfor some productive enterprises, which might force the National
Bank to lessen the restrictive policy for the expansion of total
domestic credit. This could be achieved by following a less restric-
tive policy on working capital credits to new companies and to
existing companiesthat present asound programeither of producing
goodsfor export or of producing key goods that haveto beimported
at present.

In order to activate the financial sector we are moving to establish
an interbank market. At the same time we are looking to establish
both new financial marketsand products—for example, a market for
government securities so that the government budget deficit can be
financed in a lessinflationary manner.



Recent Developmentsin Y ugoslavia

Mitja Gaspari

It isvery hard to say anything very important from the Y ugodav
point of view after hearing the very nice presentation by Mr. Crow.
All the things he mentioned are very relevant from the Yugodav
point of view. But anyway, maybe | can give you some examples of
implementing the Y ugodav economic reform program and what we
learned during the implementation of this program over the last six
months.

Since the beginning of 1990, the Yugodav economy has been
suffering from an almost continuously accelerating inflation. The
accelerating inflation, budget financing problems, built-in indexa:
tion, and strong inflationary expectations have been preventing any
successful attempt toward stabilization. The structural problems
relating to an inadequate definition of ownership, lack of financial
discipline, and unbaanced relative prices in the economy—espec-
idly negative red interest rates and subsidized prices of primary
products and services—have been creating the institutional and
structural preconditions for runaway inflation in the 1990s. As a
consequence of that, an efficient program for transforming the
Yugodav economic system into a market economy required a two-
stage approach. Thisisthecrucia point.

First, it was necessary to hold down this accelerating inflation as
a precondition for further structural changes. The stabilization pro-
gram launched in mid-December 1989 was a consistent response to
these demands. Second, after initiating the stabilization program
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over thefirst six months of this year, the government introduced at
the end of June the second package of economic policy measures
concerning the ownership program, bank and enterprise restructur-
ing, and thelong-term conditionsfor sustainable economic devel op-
ment in Yugodavia

The first program, adopted last December, consistsof three sets
of measures. Perhaps these measures will provide some answersto
questions posed by Mr. Crow. The first set of measures aims at
furthering systemic and institutional changes—adopted and initiated
earlier—as required for establishing an open, decentralized, and
full-fledged market economy. Let mediscussfour of them:

(2) the transformation of social ownership—a major problem
of the Yugodav economy—into all possible clear-cut and
transparent ownership forms, including privatization;

(2) thetransformation of the banking and enterprisesectorsinto
profit-oriented economic entities during capitalization and
restructuring, including identifying the deficit in both sectors,
as well as financing thisdeficit from rea resources, and, or in
some cases, partial shifting to the public sector debt;

(3) reform of the state sector, including a clear definition of
public services and their prices, full transparency of budget
revenues and expenditures, and eimination of any hidden
public debt—a very serious problem of the Yugodav economy
during the 1980s; and

(4) tightening of financia discipline through changes in the
accounting system and particularly through the strict inter-
pretation of bankruptcy rules.

Thisisthe core of the program, with its medium-term targets.

The second set of measures concerns the macroeconomic policy
tools with the following main features. First, consistent with the
anti-inflation program, our restrictive monetary policy was further
tightened in both January and February. The reason wasto offset the
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monetary effects of the larger than expected increase in foreign
exchange reserves. Since the beginning of the Yugodav program,
there has been astrong inflow of foreign exchange, mainly from the
household sector and in some cases, due to alagged effect, from the
enterprise sector. For example, more than $2 billion came into the
central bank during January and February. Second, tight fiscal policy
was amed a generating a surplus of real revenues, with limited
possibilities for borrowing by the government. According to the
agreement with the IMF, neither the federal nor republican govern-
mentsare alowed to borrow in the secondary market during thefirst
six months of this year. The third set of measures involves the
continued liberalization of imports. It has aready proven to be
profitable by increasing the foreign exchange inflow. Fourth, the
program has forced domestic monopoliesto cut their inventoriesand
prices. The last measure is a further liberdization of interest rates
on bank deposits and loans. Thisis avery tricky question.

The interest spread in the Yugodav banking sector is enormous,
more than 20 percentage points. Interest rates on loans are around
40 to 45 percent. Since the inflation rate is amost zero, redl rates
are aso 40 to 45 percent. Interest rates on deposits are between 10
and 15 percent, S0 you can see what theinterest spreadsarecurrently
in Yugodavia. Of course, only enterprisesin distresswould consider
borrowing from such a very expensive source. If banks refuse to
fulfill the enterprises’ cash needs, the enterprisescannot continueto
operate.

The third set of measures presents an emergency anti-inflation
program, very similar to the Polish program. It has been influenced
by Professor Sachsand some of the people sitting here. First of all,
over aperiod of six months, the exchange rate of the dinar is to be
pegged to the German mark at a rate of 7 to 1. Second, average
persona incomes were frozen at the November 1989 level through
June of thisyear. Third, there was a currency reform that knocked
off four zeros from thedinar —that is, the new dinar is worth 10,000
old dinars. Widespread indexation was a so abolished, especially for
interest rates and the accounting system. Fourth, priceswereliberal-
ized, and thisis more in accordancewith the Bolivian program than
with the Israeli program. There was no general price freeze, except
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for the prices of coa, oil, steel, nonferrous metals, railroad
transport, public utilities, and drugs. These sectorsaccount for only
15 to 20 percent of the industrial sector. Fifth, the dinar was made
convertible in current account transactions. Whereas enterprises
aready enjoyed completely free access to foreign exchange since
mid-1988, citizensare now alowed to make amost unlimited pur-
chases and sales of foreign exchange.

This was a short description of the main idea of the two-stage
program. It may be interesting to say something about the results of
this program during itsfirst sx months, and the role of the National
Bank of Yugodaviain the whole program.

We currently have a very strong foreign exchange position, with
more than $9.8 billion of foreign exchange reserves. We aso have
more or less stable prices. In June, inflation was -1.2 percent; in
July, the inflation rate was 2.2 percent. The July inflation rate, in
large part, was due to the liberalization of frozen prices at the end
of June. Monetary policy until theend of June was very restrictive.
We implemented very firmly this currency board approach. During
the first six months, the National Bank of Yugodavia withdrew a
substantial amount of liquidity to decrease in nomina terms the
domestic credit activity of banks. Between February and April, we
also implemented credit ceilings as an emergency measure.

On the other hand, there are several very unpleasant develop-
ments. First, industrial production (not seasonaly adjusted) is
declining a a 10 to 15 percent annual rate; on a seasonally adjusted
basis, the rate of decline is amost 40 percent. We may be reaching
the socia limit of the program if you consider the recessionary
movements in industrial production. The second very important
featureis that wages and salaries are not very much under control,
whichis| suppose the main problemin socialist countries. The only
available policy instrument which is very effective is in my view
illiquidity in the enterprise sector. Any other measureis very short-
term oriented, and people are not very much aware of profitsin the
enterprise. So | think that in Y ugodaviaduring thefirst six months,
only illiquidity of theenterprise sector has done much to keep down
wages and salaries in that sector. Yet a very dangerous situation
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could develop in the next few months if the National Bank of
Yugoslavia does not stay very firmly on a restrictive monetary

policy.

The next point which is very important is public sector expendi-
tures. Yugoslaviamay be alittle bit different from other countries
because of our multinationa structure and multinational expendi-
turesaso. The federal budget accountsfor only 15 to 20 percent of
total public sector expenditures. A lot is due to republics and
provinces. There is no Yugodav law which alows the central
government to restrict expenditures by republics and provinces. So
a very heavy burden is on the federal budget to compensate for the
excessiverepublican and provincia expenditures. Anyway, it ismy
personal view that federal budget expendituresare a sotoo high right
now. In summary, then, the primary threats to achieving economic
stability are public expenditures and excessive increases in wages
and salaries.

Just a few fina remarks on the restructuring of the banking and
enterprise sectors, which are important from our point of view and
may be interesting for my colleagues in other countries. We know
that without substantial restructuringin the banking sector, we will
not be able to reduce the excessiveinterest spread. Y et we must do
so because business investment will suffer since no enterprise can
pay 45 percent in real terms. There are severa activitieswhich are
under way and some of them are under negotiation right now with
the World Bank. First of all, we implemented some changes in the
lega framework. We are aso adopting severa changes in the
institutional framework and we are preparing specia restructuring
programsfor banks.

Let me give you a few figures to show the magnitude of the
problem. In our banking sector, at least 35 to 40 percent of total
banking assets are more or less nonperforming. In absolute terms,
this means that at least $8 billion to $10 billion of assets compared
to thetotal (DP of $55 billion to $60 billion may soon bein defaullt.
Soitisquiteobvious, given that thecapital of thebanksin Yugodavia
is not more than $3 billion to $3.5 billion, that the banking system
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in Yugodlaviais, on average, insolvent. So we need strong measures
againgt this problem.

First, we need to establish a specia agency on the federa level
whichisauthorized to writeoff part of thesebad |oans, to recapitalize
these banks, and later on to sell the banks to the highest bidder. In
the enterprise sector, we are planning to start the procedure of
privatization, selling enterprises to special agencieson the level of
republicsand provinces, and special mutua fundswill be established
a the level of republics. Enterprises which are digible for
bankruptcy proceduresaccording to thelaw will be under thecontrol
of these special agencies, and a trigger mechanism is under way to
implement these activities for privatization of these enterprises.
Enterpriseshave not yet taken advantageof thisprogram, but it now
appears that at least 100 big and medium-sized enterprises will be
eligiblefor this programeither thisyear or over the next threeyears.



Recent Developments
in the Soviet Union

Victor V. Gerashchenko

I would like to discuss the monetary and banking situation in my
country. The last few years have witnessed quite a number of
sweeping changesin the Soviet economy. These changes, including
the decentralization of decison making, have substantially con-
tributed to inflationary pressure. Accordingto estimatesby the State
Statistical Bureau, inflation was 7Y% percent last year. This figure
includes both the actua price rise and acomputed el ement measured
by shortagesof consumer goods in the shops (so-called** suppressed
inflation™"). One can expect that the trend will acceleratein the year
to come, given the reformswhich have to be introduced within the
plansof transition to a market-oriented economy. In this context the
necessity of enhanced power for the State Bank becomes exception-
aly vita to influence these developments. Adapting to market
conditions makes it inevitable to elaborate and monitor a new type

of monetary policy.

For many yearsthe Soviet economy was not affected by inflation,
at least not by the open increases of prices, because al prices were
fixed by the government. Such a phenomenonas priceelasticity was
virtually unknown in the centraly planned economy. Any disequi-
librium between supply and demand used to take the shape of
commaodity scarcity. So whenever inflationary factors wereat work,
they were predominantly of a **demand-pull** character. " Cost-
push™ factors emerged in the Soviet economy when economic
entitiesgot more freedom in the decision-making process, particu-
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larly in setting wagesand salary levels. In previousyears, dueto the
very strict limitation over the level of salaries and total payroll,
control over inflation through administrativemeasuresworked satis-
factorily. During thelast two yearsas economicliberalization started
evolving, the average level of salaries has gone up more than 13
percent. Coupled with stagnation (and even decline) of production,
the scarcity of consumer goods increased and an inflationary trend
was ignited. Monopolism of enterprisesthat produce many kinds of
goodsand the absenceof competition in many industriesaccount for
the fact that production lags far behind private incomes. Therefore
a sensible price control mechanism is unavoidable in my country
unless proper measures to demonopolize industries and increase
competition can be put into effect.

No matter what future steps the government takes, it will face the
problem of a so-caled ""monetary overhang.”" This problem is
widely discussed in the national pressand abroad. From my point of
view, it is grossly misinterpreted. The figures of estimated surplus
demand are sometimesfantastic, having nothing to do with realities.
According to our calculations, unsatisfied consumer demand, ex-
pressed in money terms, standsat about 100 billion roubles, afigure
equal to one-ninth of the annual GNP, or one-quarter of the annual
turnover in the consumer market.

There are severd solutionsto the problem. Oneisjust the smple
increaseof production of quality goods and servicesto households,
Conversion of defense industries, which is now under way, can
substantially contribute to the solution of the problem of the con-
sumer goods' productive capacities.

Another way is to provide investment opportunities for the
population. These opportunities should, first of all, be linked to
housing policy. Therental ratein my country for housingin thecities
was fixed in 1927 and has not been revised since. Thisrate does not
even cover maintenance costs today. The new rental rate should
encourage householdsto invest in property.

If the government succeeds in encouraging private investment in
housing, that will amelioratepublic finance. The buying out of flats
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from the state will drastically reduce the government debt. At the
beginning of 1990, that debt was400 billion roubles. The estimated
value of the housing stock in citiesis 364 hillion roubles. If sold to
inhabitants, the proceeds could thus be used to pay off most of the
government debt, and the existing monetary overhang could also be
absorbed in this fashion.

Reforming the price-setting mechanism is the next acute and vital
problem for my country. Unlessit isdone, it will be impossiblefor
the banking system to introducesensible interest rate policies. If an
enterprise makes no profit because prices for its products are
deliberately fixed by the government, it cannot afford to tap credits
at market rates. It needs subsidized money, that is, soft loans. On
the other hand, the general level of interest ratesin my country will
become economically rational when savings banks start to pay the
population a fair rate of interest compatible with the current rate of
inflation instead of the 2 to 3 percent paid out now. It isimportant
that households have confidence in their financial wedlth in an
inflationary environment.

The main source of the inflationary pressure over the past four
years was the budget deficit. We quite realize the necessity of
controlling inflation through cutting the budget deficit, primarily
through squeezing centralized investment spending. We have made
certain progress in this respect lately. For example, the current
budget deficit for the last six months has been below the projected
figure of 60 billion roublesfor all of 1990. What isalso important is
thefact that the U.S.S.R. Ministry of Financeintendsto borrow this
amount entirely from enterprises and the population through dif-
ferent types of bonds. So far it hasissued Treasury obligations with
a 5 percent interest rate and redemption dates between 1996 and
2000. | am not sure that this type of bond will work. | think the
interest rate needsto be higher and the maturity shorter for theissues
to succeed.

We have to transform the historic relationship between the
government and the monetary system. At themoment, the State Bank
of the U.S.S.R. automatically has to credit the government budget
deficit, execute every order of the government to cover thefinancia
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loopholes in the budget with additional credit, and issue fiduciary
means of payment. The same principles govern our interest rate
policies where Ministry of Finance considerations about the debt-
servicing costs dominate, rather than an anti-inflationary spirit.

In the subordination of thecentral bank to thegovernment's search
for funds, there is always a temptation for the latter to finance
economic and socia programsthroughthe** printing machine.”” The
draft law on the State Bank of the U.S.S.R. now under consideration
in the Supreme Soviet islikely to stop thisinflationary bias.

At the same time, we understand that the independence of the
central bank from the government is not a solution in itself. Along
with the development of a full-fledged market in the U.S.SR., the
role and responsibility of the State Bank in maintaining the stability
of the national monetary system will unavoidably grow. This will
requirea close relationship between the central bank and thegovern-
ment in pursuing coordinated economic and monetary policies.



Recent Developments in Romania

Mugur Isarescu

First of al, allow Mr. Urdea and me to extend our sense of
gratitudeand thanksto the Federal Reserve Bank of KansasCity for
thisgreat opportunity. Just last summer at thistime, our participation
in an international conference discussing radica reform of the
economic and banking system of Romania was not only beyond our
means, but frankly was beyond our dreams.

The program topic we are discussing now is very complex and |
cannot afford to give a comprehensive treatment. | prefer instead to
present to you some persona ideas on our concept of convertibility.
And at the sametime | will try to start with reforming the economic
and banking system, not only in Romania but aso in other Eastern
European countries. We share the view that the different economic
and political situations in Central and Eastern European countries
requiredifferent approaches. Regarding the Romanian situation, we
think that the only practical way for red transition from acommand
to a market economy should contain three cornerstones. First, we
must dismantle the central planning ingtitutions and their rigid
control on prices, wages, and other economic variables, and put in
their place the proper market institutions. In this respect, the radica
reform of the banking system is essential in our view. Second, we
must convert property and promote the private sector. Here the
essential process is, in our opinion, the transformation of the state
enterprise. Third, we must construct the social security safety net
appropriateto a market economy mechanism. For Romaniathisisa
particularly important point because the Romanian population suf-
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fered too much, especialy during the last decade—the decade of
madness—and we are very sure that any successful transition to a
market economy depends on avoiding new suffering for the popula-
tion of Romania. Regarding covertibility, we totally accept the
concept presented by Mr. Bergsten and Mr. Williamson of current
account convertibility and the importance of currency convertibility
for the emerging Eastern European market economies. A good point
made by the authors is that central planning was dharacterized not
just by currency inconvertibility but also by commodity inconver-
tibility. | should add that in Romania this inconvertibility reached a
real peak in thelast couple of yearsof the former regime. Bank notes
became more and more lottery notes. With luck and long lines, they
were supposed to buy some goods—many times not exactly the
wanted ones.

Our approach to convertibility is correlated with the genera
sequencing of economic and banking reform in Romania. | prefer
the sequencing approach to either the big bang or the gradualism
approach. For this, we must take account of Romanian priorities.
Romania was the last Eastern European country, except Albania, to
move toward democracy and a market economy. We started in
December of 1989 with the most centralized and rigid economic
system and with areal dictatorship. Wethen had abloody revolution,
which unfortunately was followed by six months of a political
vacuum and socia unrest. On the positive side of the Romanian
revolution, | discovered that the disappearance of the Communist
Party during the hottest day of December eliminated all the ideologi-
cal obstacles wefought. Thereisa national consensus for democracy
and a market economy. The new elected government is deeply
committed to move rapidly in this direction.

What have we aready done up to this moment? The State
Enterprise Conversion Act was debated and passed months ago by
the new Romanian Parliament. Accordingly, three quarters of the
state enterprise became commercial companies, which are supposed
to become fully privatized over a longer period of time starting
perhapsthisfall. The last quarter of the state enterprises, mainly the
public utilities, became autonomous state-owned companies. Ear-
lier, in March of thisyear, two other major bills were passed by the



Recent Developments in Romania 81

provisional government. One permitted and promoted the setting up
of new privateentrepreneurshipsand the other relaxed tremendously
the regulations on foreign investment in Romania

What lies ahead in the near future? Weare drafting bills regarding
radical reform of the Romanian banking system—we put the assis-
tance of the World Bank and the IMF in this field. We hope that the
banking reform bills will be passed by the parliament no later than
the end of this year. We are also drafting the bills on the socia
security safety net. Achieving current account convertibility of the
Romanian currency is seen in this context of internal economic and
banking reform. The specific ingtitutions and the lega framework
for convertibility will be created mainly by banking reform.

Additionally, weshare Mr. Bergsten's and Mr. Williamson's view
that introducing both commodity and current account convertibility
in a related manner is a good idea. That is the reason we consider
the State Enterprise Conversion Act to be critical. Our approach to
convertibility, **rapid gradualism,.”” is based on currency auctions
and retention accounts. The legal framework for establishing reten-
tion accounts was aready put in place by the State Enterprise
Conversion Act and the Private Entrepreneurship Act. Under these
laws, Romanian companies are alowed to retain 30 percent of
foreign exchange earnings, and 50 percent as of next February.
Perhaps we still need some technical qualifications this very mo-
ment. We are preparing the legal framework for foreign exchange
auctions that we plan to hold twice a month starting in October of
this year. Romanian companies that need hard currency will buy
from those who have it. The exchange rate at the auction, in our
opinion, will not affect (and wetry not to affect) the official exchange
rate or other commercial transactions.

Let me elaborate a little bit on that particular point, which was
much debated by Romanian economists and benefited from IMF
advice. In our opinion, both of theseinstruments have the potential,
if utilized properly and on a temporary basis, for introducing a
significant degree of liberalization in the trade and exchange system,
paving the way for current account convertibility. | consider the
following conditions necessary in order to redlize this potential:
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For retention accounts

(2) to provide a substantial retention level, at least 30 percent
or perhaps 50 percent (this was a debated point);

(2) to be nondiscriminatory, that is to apply equaly across
different branches of the economy; and

(3) to exempt from the licensing requirements those imports
that are financed by drawdowns from these accounts.

For the foreign exchange auctions:

(2) to be considered a necessary complement to the retention
accounts in assuring a more rational alocation of the scarce
foreign exchange;

(2) to avoid administrative restrictionson demand (for exam-
ple, by limiting who can bid or the amountsof the bids), thus
avoiding corruption;

(3) to narrow the gap between the officia and the auction
exchange rates; and

(4) to expand the auctions as quickly as possiblewith aview to
using them asa key sourceof informationfor theestablishment
of a unified exchange rate.

Of course to achieve convertibility for the Romanian nationa
currency, we need to continue what we aready have started at the
beginning of this year —that is, correction of substantial overvalua-
tion of the national currency. We devaued tremendously one time,
and perhaps we will devalue again thisfall. At the same time, we
need to establish an appropriate exchange rate regime. In my
opinion, my personal opinion—this is debated up to now in
Romania—this can be doneby pegging to a basket of currencies, but
| mean a very flexible pegging.



Recent Developmentsin Hungary

Imre Tar af as

Mr. Chairman, ladiesand gentlemen. If we had not had the coffee
break, | would have kept my remarks very short, agreeing with all
the pointsin Governor Crow's paper that are applicableto Hungary.
| feel that the Hungarian experience confirms his conclusions. But
now that | am not under the pressure of an imminent coffee break,
my comments will be abit longer.

I will start with what Governor Crow started with, the issue of
tying the exchange rate to a basket of currenciesor to the currency
of adominant trading partner. Anchoring monetary policy to afixed
exchangerateis, | think, agood ideain thelong run for most of us
with small and open economies. But | agree with him that, in the
trangitional period toward a market economy, such an approach is
not applicable. One of the most important reasons is that in the
trangitional phase, monetary policy is considerably less effective in
controlling aggregate demand than it is in market economies. For
one thing, banking systems are usualy underdeveloped. For
another, as Mr. Gaspari hinted at, financia discipline is generally
week at the enterprise level.

These two factors reduce the effectiveness of monetary policy.
When policy is tightened, enterprises do not adjust their spending
behavior. They continue to buy from and sell to each other, even if
payment does not take place. Payment arrears—that is, involuntary
credit—are accumulated among enterprises, and these increasing
payment arrears keep demand artificialy high despite the tight
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monetary policy. Because of the artificially high demand, in turn,
prices continue to climb, and eventually the exchange rate must be
adjusted to avoid appreciation of the real exchange rate.

| believe Governor Crow makes a reference to this point in his
paper, arguing that in such economies one cannot anchor monetary
policy to the quantity of money or credit. For that matter, neither
can one anchor policy to afixed exchange rate, for the same reason.
What we can do in such asituation, and here | agreeonceagain with
Governor Crow, isto follow an approach which hecalls** eclectic,
and | would call **pragmatic."* Under the present circumstances in
Hungary, that means to watch the evolution of the current account
and adjust monetary policy if the current account does not move as
desired.

Why focus on the current account rather than inflation? First,
achieving the current account target is a top priority in Hungary.
Second, our recent experience suggests that monetary policy in
Hungary has been much more effective in helping to shape the
current account than in containing inflation. Asan example, | would
point to the import-liberalization program that we initiated two years
ago. Beginning in January 1989, enterprises have no longer been
required to apply for aprior import licenseon aset of imported goods
that accounted for about 40 percent of total importsin 1989, and for
more than 70 percent thisyear, and the intention is to increase the
shareof liberalized importsto somewhere between 80and 90 percent
next year. Liberalization here means, as| have just said, the absence
of any licensing procedure—in fact, it is de facto convertibility for
the largest of current account transactions, trade.

At the same time, there has been sustained improvement in the
trade balance: in 1987 we had atrade deficit exceeding $300 million,
but last year we had a surplus of about $550 million, and this year
the surplus will probably be around $1 billion or more (for total
exports of about $7 billion). Most analysts attribute this improve-
ment, to a very large extent, to an appropriately tight monetary
policy, supplemented from time to time by moderate devaluations.
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However, Hungarian monetary policy has been much less effec-
tivein containing inflation. From year to year, amost irrespective
of how tight monetary policy has been, inflation hasturned out to be
very close to what one would expect by just adding up cost-push
factors. Fortunately, that situation is dowly changing. Over the
course of this year, we have observed a strengthening in financia
discipline at the enterprise level —sdllers are not delivering to, and
are initiating bankruptcy proceedings against, enterprises that are
unableto make normal payment. Indeed, enterprisesare accumul at-
ing money baancesto avoid insolvency. Thisfirming of thedemand
for money at the enterprise level has aready enabled us to avoid
disturbingly large devauations and to improve the outlook for our
current account this year.

| think the main reason for this change in the behavior at the
enterprise level is the politica change. With government bailouts
now a thing of the past, enterprises now take much more seriously
the need to be solvent at each moment and the need to subordinate
other decisionsto maintain liquidity. | used to say hdf jokingly that
for a macroeconomist and acentral banker, thelargest benefit of the
recent political change is that it has made market-based instruments
of economic policy more efficient because they have become more
credible. If thisis so, and if it continues, | hope we will achieve a
breakthrough in the efficiency of monetary policy in controlling
inflation. But that is still down the road. | think that for the foresee-
able future we will have to remain very pragmatic in our monetary
policy. So | think it would be wise to maintain maximum rigidity in
determination, but maximum flexibility in implementation.






Recent Developmentsin Czechoslovakia

Josef Tosovsky

Allow me to make afew remarks on our approach to the issue of
convertibility in Czechodovakia. Introducing currency convert-
ibility is part of an entire package of monetary reform that | would
like to characterize for you. It can be characterized as a return to
money, or a monetary renaissance. | think the issues of credibility
and confidence, which were raised several times at this conference
yesterday, are currently very topical in Czechoslovakia. When | am

meditating about convertibility and the credibility of exchange rate

policy, | am reminded of a joke that seemsto me to be appropriate.
Two guys meet, and one of them asks: "*What is the difference
between one dollar and one Czechoslovakian koruna?* And the
other guy answers, ""Just one dollar.” In fact, the situation is not
that bad, and | am not quite that pessimistic.

What are our options? We tried for 40 years to alocate foreign
exchange according to a plan. The system failed and we now have
two basic options.

One option is to maintain and somehow improve the retention
guota system. There are severa aternativesavailable: for example,
a retention quotadetermined for each company or different retention
quotasfor individual branchesof industry or economic sectorsor a
single, universal, retention quota for the whole economy. A reten-
tion quota, which wasalso discussed by Mr. Baka, might introduce,
in my opinion, asplitintheeconomy asonly theexporting companies

have adirect accessto foreign exchange. Asaresult, thereisagreat .
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deal of bargaining among the companies for an access to foreign
exchange (*" dollarization™ of the economy). Moreover, a retention
guotasystem isusualy connected with dual exchange rates, namely
an officia rate and a market-based (auction) rate which has a
negative impact on relative price structure. As a result, a retention
guota system is not the best solution under the situation we are in
today. Hence, after having carefully considered all the advantages
and disadvantages of the retention quota approach (which may be
described as a gradualist approach), we have rejected it.

Instead, we have chosen the other option and decided in favor of
the current account convertibility. It ssemsto usthat to strivefor full
capital account convertibility could be too risky, especialy during
the transition period. Exchange rate policy is now very important.
In the previous system, the role of the exchange rate was practically
negligible. Therefore, our policy is: no gradualism, go straight to
convertibility.

Let me now discuss the role of convertibility within the whole
economic reform package. | would like to stress two factors. First,
we haveto bevery prudent and very restrictivein monetary and fiscal
policy. | think we made a good agreement with the Minister of
Finance at the beginning of thisyear. The budget isin surplus, and
monetary policy isvery restrictive. In fact, we plan to keep thetotal
volumeof creditin theeconomy between minus two percent and plus
one percent thisyear. During the first hdf of thisyear, theincrease
in credit was approximately zero. | think thisis very important for
the introduction of convertibility and price liberalization.

In carrying out this policy, we have one big advantage: over the
past 20 years our monetary policy, fiscal policy, and foreign ex-
change policy were very prudent. We are not in asituation like some
other countries. For example, our hard currency debt—in gross
terms—was $7 billion at the middle of this year, and our net
indebtedness was close to zero. | should mention, however, that on
the asset side there are some bad loans, especialy to some Arab
countries. But the sizeis less than $2 hillion.
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The second factor | would like to stressis priceliberalization. We
feel that it is not possible to introduce convertibility without simul-
taneoudly introducing complete priceliberalization. (Pricesof avery
limited number of goods can, however, be controlled by the state.)
That is, convertibility must be accompanied by price liberalization.

Now | would like to discuss the exchange rate and exchange rate
policy. The choice of a starting exchange rate is the first point of
discussion. Because our exchangerateis not a market exchangerate,
only about haf of our exports are now profitable. So we will need
to devalue our currency. We would like to make alarge devaluation
and then peg our currency to either the ECU or the deutsche mark.
The reason for the deutsche mark is that a unified Germany will
probably be our biggest foreign trade partner. In addition, pegging
to the deutschemark seems to me more transparent than pegging to
abasket of currencies. But thereare other reasons, including political
ones, for pegging to the ECU.

So our plan is to stabilize the exchange rate, and to create and
establish trust and confidence in the convertibility of our currency
from the very beginning. In addition to being very important for
companies which are domestic residents, currency convertibility is
also important for foreign investors, especialy since | think that
direct investment will be very important for Czechoslovakia.

What can wedo? As| have said, the size of devaluation should be
quite large, which will have alarge impact on inflation. Therefore,
if monetary policy is very restrictive, thereby reducing demand in
the economy, the size of the devaluation could be somewhat less.
There are several things we can do. One is to stabilize savings in
banks for a long time. But this is very difficult. It is possible to
increase interest rates, to make them positivein real terms. But we
are aso in a situation of moving from a command economy to a
market economy, and so expectations of people and companies are
changing. Therefore, a large increase in the interest rate in the
current Situation may have a different effect than in the standard
economic situation.
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The second possibility is to establish some new financial instru-
ments and some new possibilitiesfor investment. For example, it is
possibleto buy bonds and to issue bonds. Thefirst issueswere quite
successful. Another possibility isto start privatization very quickly
so that peoplewould invest their money in the private sector. A third
possibility isto take someadministrative measures, but | do not want
to discuss them since they are obvious.

Even though | do not think our macroeconomic disequilibrium is
very bad, our fear is that our interna disequilibrium and excess
demand for goods could be easily trandated into an excess demand
for foreign exchangeand a deficit on the current account. We would
like to avoid this situation. Unfortunately, we must cut demand in
the short term because| do not see how we can change supply in the
short term.

The introduction of convertibility will require some financia
backing, perhapsastabilization fund. | do not want to give aspecific
amount. Instead, | would like only to say that the amount of the
stabilization fund must be sufficient to maintain convertibility and to
ensure confidence internally and externally. After all, its size will
ultimately depend on the success of our restrictive monetary policy
and the extent of initial devaluation.

The last thing | would like to mention is the economic situation,
and whether it is suitable to introduce convertibility. We are doing
many things simultaneously. Onevery difficultthingiswhat | would
call our internal economic reform, which isa very difficult thing and
something we have aready discussed. The second important thing
that wearedoing isthereform of Comecon. Not only will the pattern
of trade change, but the price system and the payments system will
aso change. This will affect al Eastern and Central European
countries. The third thing, if Mr. Gerashchenko will allow me,
concerns some problems with the Soviet Union. Since we have had
close economic ties with them for 40 years, their decisons—suchas
cutting their exports of power and raw materials—can directly
influence the Czechod ovakian economy.
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To sum up: the situation confronting Czechoslovakiais far from
perfect. There are some unfavorable external as well as internal
factorsincluding the political ones which cause us a headache. But,
on the other hand, will the economic Situation ever be perfect?

Hence, we have no other choice but to change the entire economic
system.






Commentary: Monetary Policy
and the Control of Inflation

Martin Feldstein

Governor Crow has given us an excellent summary of the issues
and optionsin controlling inflation. I will focus my remarks on the
applicationof the pointsthat he madeto thecaseof theSoviet Union,
which | doin part becausel've thought more about the Soviet Union
than about the inflation problems el sewherein Eastern Europe, but
also because | think that perhaps it is in the Soviet Union that the
problem of inflation ismogt critical at thistime to the general subject
of economic reform.

The potential inflationary pressuresand the current pace of infla-
tion in the Soviet Union are serious impediments to the more
fundamental market reforms that are needed. The key reform in
shifting to a market economy has to be price liberalization and an
end to centralized planning and price setting. Free prices are the
essence of a market system. But if prices were decontrolled now,
Soviet economists and Western experts who look at the Soviet
economy say that there would be an explosion of the Soviet price
level because of the overhang of previously accumulated roubles.
That rouble overhang is a reflection of the forced saving by the
population of a monetized series of very large budget deficits over
thelast severd years. In a market economy, those monetized budget
deficitswould have smply led to an increasein the pricelevel, which
kept the real value of those balances under control. But with prices
frozen in the Soviet Union, the monetized deficits have created the
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dramatic shortagesthat we haveall heard about and that some of us
have seen and, at the sametime, along with those shortages of goods
on the shelves, have created the accumulation of substantial money
balances.

The problem of dealing with this situation is certainly not just a
central bank problem. And indeed, until theSoviet Union hascreated
a government bond market at least, there are few instruments that
could be used for central banking policy. | am not going to try to
distinguish between what the central bank needs to do and what
government policy needsto do moregenerally. Althoughthedistinc-
tion issomewhat artificial, | think it is worth distinguishing between
the problem of eliminating the current budget deficit—which at least
until this year has been running at about 10 percent of GNP and, as
| said, being essentially fully monetized—and the problem of dealing
with the rouble overhang, the accumulation of past budget deficits.

Let me start with the notion of eliminating or reducing the deficit
of the government budget. Essentially, as we al know in this
country, that problem is so difficult not from a technical point of
view but becauseof thepoliticsthat areinevitably involvedin deficit
reduction. And the increased democratization in the Soviet Union
has made it that much more difficult for the Soviets to deal with
deficit reduction. Any policy that reducesthe budget deficitisgoing
to hurt someone who feels it directly, while the advantages of
reducing the budget deficit are more diffuse and benefit people
indirectly.

What are the optionsfor reducing the budget deficit? One obvious
choice is an increase in taxes. Within the Soviet context, that may
possibly be done in away that isless painful than it often appearsin
the rest of world because of the system of pricing of Soviet goods.
Certain consumer goods in the Soviet Union bring with them very
largeimplicit taxes. And so shifting production into thosegoods that
carry very large markupsisaway of shrinking the budget deficit. In
fact, it wasthe Soviet program of cutting productionof heavily-taxed
vodkathat wasoneof thefactorsthat led to theincreasein the budget
deficit. I'm not suggesting a new increasein vodka production in the
Soviet Union, dthough | gather that's happening, but rather that



Commentary 95

there are other kinds of consumer goods the production of which
would shrink the budget deficit.

A second option is reducing subsidies, an eventua necessity if the
Soviet Union isto moveto a system in which prices moreaccurately
reflect costs of production, but again politicaly very difficult, as
Prime Minister Ryzhkov discovered when his suggestions for
increasing the price of bread were so soundly rejected.

A third, and | think most important, optionisreducing the spending
by the government on heavy investment and military acquisitions.
After al, military spending in the Soviet Union is till about 15
percent of GNP and it is military spending and heavy capital goods
that have a virtual monopoly on what | would call Westem-quality
production in the Soviet Union. Shifting someof that productioninto
consumer durables—televison sets that work, refrigerators that
work, and automobiles—hasthe potential for substantial implicit tax
revenue for the Soviet government.

The more challenging problem, | think, is dealing with the rouble
overhang. Gosbank Chairman Gerashchenko gave a very optimistic
estimate of about a 100-billion rouble overhang, which is about 25
percent of annua trade and services. I've heard estimatesfrom other
economists, both Soviet and Western, of as much as 300 billion to
500hillion roubles. Aslong astheoverhang remains, removingprice
controlshastherisk of very substantial increasesin price levels. So
what can be done to dea with this problem of a pent-up rouble
overhang?

There are basically two different approaches. The first approach
is to eliminate the overhang of roubles by making the accumulated
roublesworthless. This can be done either by a burst of hyperinfla-
tion which reduces the real value of roubles, in other words just
taking off the price controls and letting the jump in the price level
reduce the real value of existing roubles, or by an explicit currency
reform in which new roubles are exchanged for old. The primary
difference between those two is essentidly distributional. An
increase in the price level eiminates wedth proportionately for al
nomina wealthholders, while a currency reform would be done
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presumably in a redistributional way as it was in the immediate
postwar period in the Soviet Union.

Those who advocate one of these two approaches say that much
of the accumulated balances in the Soviet Union are the result of
illegal activities. These activities are not just illegd in the Soviet
sense, in which virtualy any kind of market activity until recently
was illegal, but illegal also in the Western sense that they reflect
theft, extortion, and other things. I'm certainly in no position to
judgethetruthof that. Opponents, though, of that kind of involuntary
elimination of the rouble overhang argue that the criminal com-
ponent in the accumulation of wealth was really quite small and that
eliminating the overhang would certainly be unfair to thosewho have
saved. After al, financial assets are the only kinds of assets that
Soviet citizens have been able to accumulate in the past. Conse-
guently, an inflationary increase would wipe out al of their wealth.
And, as Governor Crow said, either of these approaches would
weaken confidencein the monetary systemand, indeed, in capitalism
itself. My own sense is that those should be regarded as options of
last resort and that it would befar better to try to ded with the rouble
overhang without confiscating previous accumulations.

What are the alternativesthat | would put under the category of
the voluntary absorption of the rouble overhang? The first is to
increase the demand for financial assets by making them more
attractive. As Mr. Gerashchenko said, Soviet citizens do not cur-
rently have a real store of value. They get an interest rate of 2to 3
percent in an economy in which the inflation rate estimates run from
theofficial 7% percent to morecasual privateestimatesof significant
double-digit inflation. The key, therefore, is to increasethe interest
rate so that holding roubles becomes attractive. Until now, there has
been strong ideological opposition to doing so. | was encouraged by
Mr. Gerashchenko's statements that an interest rate increaseis now
an option that is being considered more serioudly. | think it would
be very desirable to move toward offering state bonds and longer
term time deposits based on a floating interest rate tied to inflation.
However, that can only be done after the Soviets have inflation
statistics in which the public has some confidence.
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But, and thisis | think a critical point, if a high enough interest
rate could be offered so that financia assets were sufficiently attrac-
tive to induce householdsto hold voluntarily the entire previously
accumulated balances, pricescould then be decontrolled without any
increasein the price level. After that had been accomplished—once
the public saw that there were stable decontrolled prices—then the
level of interest rates required to sustain those holdingsof monetary
balances could be reduced. If that could be done, it would certainly
be the best approach, and | think it certainly deservesto be acentral
part of the Soviet strategy.

A second option within this voluntary approach is the sale of
government assets, to which both Governor Crow and Mr. Gerash-
chenko referred. But as Mr. Gerashchenko rightly pointed out, the
only way that one can make the sale of apartments attractiveis to
begin by a radical change in the rents currently being charged for
Soviet gpartments. | am not very optimistic about either that or the
notion of selling shares in Soviet companies. It is not clear what
**sharesin acompany”* meansto Soviet citizens. How reliableisthe
notion that they will ever be worth anything?It seemsto methe right
placeto start, if wearegoingto godown that road at all, isby selling
some kind of convertible bond that has a fixed promise to pay,
perhaps tied to inflation, with the notion that they might eventually
convert into some form of equity ownership.

Finally, thereistheoption of using foreign resourcesto absorbthe
rouble overhang. Those foreign resources could be the result of
foreign aid of the sort that the Germans have been providing, or loans
from foreign governments, or the recei ptsfrom salesof Soviet assets
to foreign owners. Those foreign revenues could be used to soak up
the existing rouble overhang in two basic ways. One way would be
to useforeign revenuesto import consumer goodsthat could be sold
a very high rouble prices to Soviet citizens to soak up some of the
rouble overhang. Remember, roubles exchange for dollars on the
street at roughly 10 or 15 roubles to the dollar so that the total
overhang, if Mr. Gerashchenko's 100-billion rouble number is
correct, is equivalent to only about $10 'billion. Eliminating that
overhang would then permit the freeing up of pricesand the moving
ahead with economic reform. In addition, if individual entre-
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preneuria activity in the Soviet Union is now to be legalized, the
Soviet government could also permit those smal private
entrepreneursto import equipment and machinery for their private
businesses. And that too could absorb substantial amounts of the
rouble overhang.

| asked myself, perhapsalittlefacetiousy, what isit that wein the
United States produce that has the highest potential value in the
Soviet Union relativeto our costsof production? What would be the
ideal good for making available to the Soviet Union as part of a
packageof loansor financial assistanceto help absorb the overhang?
| think the answer to that question is currency —$10 bills. A loan to
the Soviet government of $5 hillion or a sale by the Soviets of $5
billion worth of assets would permit them to absorb 50 billion to 75
billion roubles. Some of that currency would, of course, be con-
verted by the public into goods and would, therefore, have a redl
economic cost to the provider—the U.S. or other foreign govern-
ments. But much of it would beheld asastoreof valueby theSoviets,
withdrawing the equivalent amount of rouble overhang with no real
cost to the provider.

Let me conclude by emphasizing that athough the fundamental
problem in the Soviet economy is a microeconomic problem of
creating marketsandincentives, aprerequisitetothat kind of market
reform is a sound monetary and fiscal policy to eliminate the budget
deficit and to absorb the rouble overhang.



Commentary: Monetary Policy
and the Control of Inflation

Lawrence A. Kudlow

Regrettably, Mike Boskin was not able to join us. He is in
Washington puzzling and working through some of the difficult
fiscal issuesthat Marty Feldstein referred to in a more international
context. These are, of course, my own viewsand not Mike Boskin’s
views.

Thefirst point | want to make is with respect to the discussion on
Eastern and Central Europe. | want to try to do this more from a
business standpoint. My firm has been active in some of the early
business and financial discussionsin Central Europe, and | can tell
you that we have had a very difficult time of it. So I listened with
great interest to some of the remarksof the Central European central
bankers.

| would say the most difficult issue we have had to confront in
doing business and generating investment interest is the question of
currency value, currency reform, and—bringing it al down to the
bottom line—currency risk. Currency risk is probably the single
largest complaint that | hear in all manner of discussions. Currency
reform, including currency convertibility, may not be so easy be-
cause the Western currenciesthemsel ves have fluctuated in substan-
tial magnitudes in the last five years, or the last 10 years, and,
arguably, inthelast 20 years, sincethebreakdownin theearly 1970s
of the Bretton Woods arrangements. Therefore, | agree that what
Paul Vol cker called the Bundesbank group, or the EM Sgroup, might
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be a useful currency anchor with respect to convertibility —or per-
haps the U.S. dollar. But the fact remains that no Western investor
or businessman can be entirely assured of currency convertibility
unlessthereisgoing to be afixed rate someplacealong theline. And
since the outlook for fixed rates is not particularly positive at the
moment, the question of whether currencies are convertibleon the
open market remains, so that hedging devices can be brought into
play if infact Central and Eastern European currenciesare permitted
to fluctuate on a variety of spot and futuresexchanges.

Now this may be a more expensive or costly way of dealing with
currency risk. But it may also be the only way this can be done. So
my principal point is. with respect to a variety of economic and
monetary reforms, it would be wise to consider using your curren-
ces—and permitting your currencies to be used—on these various
international exchangesso the risk factor can be reduced and various
sophisticated, high-tech modem hedging devices can be used.

The second point, though, which we have aso found in our
experiences, is that currency risk is not the only issue. | giveyou a
specific example: A large investment bank (it was my own invest-
ment bank) set up a fund for investing in Hungary. | think we were
ableto raise on the open market some $30 million. We wereableto
enter into an arrangement with the Bank of Hungary, whichin effect
took much of the currency risk out of the investment. We were able
to agree on a fixed exchange rate over a period of fiveto 10 years
with varioustechnical provisions—but | am not going to get into that.
But the basic issue was, to a substantial degree, that most of the
currency risk was removed.

That fund, which was put together with the International Finance
Corporationas well as some private investors, today —some eight or
nine months later —remains essentially uninvested. It is not, | can
assureyou, for alack of trying. It is not for alack of shoeleather or
time spent in various hotels or government halls. It is because so
many other issues besidescurrency risk are still prevaent. | will not
say all Western investors, although my senseisthat the same themes
would crop up whether it be Japan or England or Western Europe
for that matter.
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If | have one urgent request to my East European colleagues, it
involves the degree of state regulation and intervention, which
remains a painful barrier and impediment to the basic formation of
what we call ""dedls'" —investments, structuring new companies,
privatization, strategic acquisition and so forth. In particular, the
rules of privatization and other legal uncertaintiesare a problem.
What is meant by privatization? Selling shares to local investors?
Employees? Western partners? Basically, what are the rules of the
road? Also, the constant need to negotiate al manner of corporate
business arrangements—the structuring of boards of directors, the
structuring of shareholder rights, the structuring of senior manage-
ment and middle management, a general lack of sophistication—all
these issues create difficult barriers. The time and the cost involved
redly take their toll. Therefore, although | recognize you cannot
reverse 40 or 50 years of history overnight, and | appreciate the
length and duration that these reformswill take, it remainstrue that
not much U.S. privateinvestment islikely to come into Eastern and
Central Europe until these state interferencesare substantialy cur-
tailed. And I amnot really even speaking of macroeconomicpolicy—
issuesof tax incentivesor freetrade or deregulation of pricesand all
the rest. 1 am merely saying that there are great markets in Eastern
and Central Europe, and do not underestimate the creativity and
ingenuity of American businesspeople. Also, do not underestimate
the willingnessof U.S. businesses and investors to come into your
countries. Given haf a chance, we can probably create all manner
of clever approachesto do business, but we haveto be given haf a
chance. So that is my second principa point.

My third point is as much a domestic U.S. issue, coming back to
central banksand their control over inflation. Thereisalittlecottage
industry that has grown up in New Y ork, Boston, and Washington
in the last year called *"giving advice to the East European
countries." Giving advice are economists, businesspeople,
academicians, and al therest. Maybe it is not such asmall industry
anymore! | want to discuss this part of my talk with the greatest
degree of humility, because as | listened to some of the discussions
this morning, Paul Volcker talked about how central banks are
themselves engines of inflation. Mr. Crow taked in broad terms
about someof thedifficultoptionsand issuesof controllinginflation.
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| think as weenter the 1990s, thereare anumber of substantiveissues
which Western central bankers have not yet resolved. And, there-
fore, with respect toinflationcontrol, itisawfully hard togiveadvice
in clear, ringing termsand tonesto our new colleaguesfrom Eastern
and Central Europe.

| certainly agree with thegoal of price stability. | liketherhetoric;
| like the language; | like the fact that a lot of important central
bankers use it as often as possible. But | am not sure, speaking as
someone who operatesin private markets, that | know exactly what
we mean by the term "*price stability.”" For example, what is the
benchmark —what is the regulator? Are we talking about producer
price indexes? Are we talking about consumer price indexes? Are
we talking about other government national income and product
indexes? Are wetalking about astandard of value, such asreal goods
produced in the economy? A broad commodity index? A return to
some kind of gold exchange such as we had during the Bretton
Woods period? Are we talking about currency reforms, exchange
rate stability? None of these issues has really been resolved, even
though the notion of price stability and the use of that phraseisvery
widespread.

On the issue of implementing price stability (supposing we knew
what we agree upon as the end result), are we talking about a
monetarist rule—fixing the quantity of money over thelong term or
fixing the quantity of bank reserves? Are we talking about interest
rate targeting in the United States through the federal funds rate or
call money rates in other foreign countries? Are we talking about a
price rule where central bankers would use commoditiesor gold or
bonds as a target, as a signal, with respect to managing the money
supply? And so forth and so on.

We really have not agreed on any of these issues as we enter the
1990s. Therefore, | believe, looking at it as a market participant,
there remains great uncertainty and great unpredictability with
respect to monetary policy and the issue of inflation control. And |
recognize, as | think you will, that we are still plagued by large
swings in the money supply, interest rates, and exchange rates and
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that this uncertainty and unpredictability have taken their toll on
businesspeople, financial investors, consumers, and families.

One question | would ask, maybe referring back to Paul Volcker's
opening remarks: Arewe asking central banksto do too much? Can
they, in fact, exercise the degree of economic control that we think
they can? And, even in the current setting in the United States (and
| suspect thisisgoing to be a model worldwide), what is the proper
monetary response to budget deficitsand different kinds of so-called
deals or compromises? Is it a high-tax, high-spend response or a
low-tax, low-spend response? Should the Fed ease or tighten,
depending on the nature of the so-called fisca and monetary mix?
There is no consensus about this at the present time, and | do not see
how we can give advice overseas if we ourselvesare still unsure.

In the end is my final thought. | have always believed, both in
government and out of government, that markets know more than
even the brightest, best-informed, most technically-competent
central bankers or government people. | am a strong believer that
market mechanisms should play the guiding role in central banking
policy and the ultimate goal of inflation control and price stability.
Market price targets serve a very, very useful purpose. And | think
with respect to the newly developed, newly democratized, newly
opened, and newly modernized Eastern and Central European
economies and their central banks, casting a sharp eye on the
message of marketswill do you much good and help you avoid many
of the mistakes we have made down through the years. In the end,
that is probably the only advice | can give you. And al | can say is:
Welcome to the real world. You will have to puzzleit out and fight
it out with the rest of us.






Commentary: Monetary Policy
and the Control of Inflation

Allan H. Meltzer

Governor Crow touched on most of the major issues one wants to
raise, leaving his discussants with littleto question. 1 can only echo
his comments about the goa of price stability and the critical
importance of firmly setting monetary policy on a noninflationary
path and keeping it there. Like Governor Crow, | do not believethis
objective has much chance of being achieved unless there is some
formal understanding that frees the centra bank from financing
government budget deficits. | would go further. Monetary policy
cannot deliver stable pricesin Eastern Europe unlessthere arefiscal
and other reforms; the commitment to price stability will be mean-
ingless if most prices remain controlled. These fisca and price
reforms are only part of the economic reform necessary to make
monetary policy work effectively.

There are two main pointson which | must differ with Governor
Crow. First, | believe Governor Crow overemphasizes the impor-
tance of interest rates, financial instruments, and well-functioning
financia marketsin the conduct of monetary policy.

Central bankersin many countrieshave become so accustomed to
conducting open market operations in well-developed money
markets that they forget that this has not always been their practice.
Central banks used discount rate changesto good effect in an earlier
era. If thereis no market for financia assets a central bank can hold
adaily, weekly or monthly auction of thevolumeof reservesor base
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money it wantsto issue. To withdraw base money, the central bank
could auction digible paper.

Monetary policy works by changing asset prices relative to output
prices and by changing the composition of asset portfolios. A
developed market for short-term financial assetsis not necessary for
the conduct of monetary policy. Monetary policy can beeffectivein
controllinginflation if relative prices are (1) free to changeand (2)
act as signalsfor resourceallocation, which isto say that allocation
decisonsare made in markets not by privateor public monopolies.

Second, Governor Crow suggeststhat if one anchor is good, two
may be better. He regards Poland's effort to use tax-based incomes
policy to control money wagesasan interesting, and probably useful,
experiment. Possibly he sees incomes policy as a way to improve
the chances of reaching and sustaining price stability.

| am skeptical about the usefulnessaf centralized wage policiesfor
severa reasons. Wage standards tend to become uniform standards,
or they sanction uniform rates of change. A problem in many
economiesthat isparticularly important in Eastern Europeisto bring
relative wages into some relation to relative productivities and
relative demands. Wage boards and incomes policies discourage
these micro adjustments. Further, | don't believe his proposal can
work effectively. If Eastern Europeis to become competitive inter-
nationally, it must find ways to get costs of production (including
wages) into harmony with international competitors. If theexchange
rate is fixed and the money wage is encouraged to conform to some
nationa standard, the principal way to reduce real wages and real
costs of production is to devalue the currency, sacrificing the other
anchor.

Equaly important, the countries of Eastern Europe must learn
where to concentrate their productive efforts. If subsidies are
reduced or, better, removed, some products previously produced
will be imported, and others will be exported in greater or lesser
degree. To learn where their comparative advantages lie, these
countries must alow relative prices and costs to adjust. Wage
stabilization hinders adjustment of this kind.
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| can summarize much of the rest of my comment in three
words—credibility, flexibility, and applicability. After discussing
each of these in turn, | will add a few words about the so-called
monetary overhang that is often said to be a problem for the Eastern
European economies.

Credibility

One of the most urgent tasks in Eastern Europe is to get people
accustomed to using price signals—relative priceschanges—to guide
resourceallocation. The monetary system can best contributeto this
task by assuring that the price signals are as clear as they can be.
Price stability removes the problem of separating general and rela-
tive price changes and reduces the problem of separating temporary
and permanent changesin the pricelevel. The signasfrom demand,
cost, or productivity changesarethen easier to interpret. Thequality
of the information provided by the price system isgreater. This, in
turn, increases efficiency.

In principle, there are several ways in which the monetary
authority can maintain price stability. The principal alternativesare
either fixing the exchange rate or adopting some fixed or adaptive
rule for money growth. Either of these rules will work if theroleis
consistent with pricestability, and the public believesthat the central
bank will follow the rule. Neither role guarantees success. A fixed
exchange rate rule runs the risk that the exchange rate will not be
consistent with price stability or, as Chile learned in the 1980s, that
the red exchange rate is revalued. A monetary role will have
difficulty with velocity changes in a rapidly changing economic
system.

Establishing credibility —the belief that thecentral bank will follow
the role—is particularly difficult in Eastern Europe. Under the
centralized planning system that was common to these countries, the
state bank financed not just the excess of spending over receiptsin
the government budget but in the budgets of al the enterprises. As
we know from experience, if the state bank (or the central bank)
continues to finance al budgets on demand, inflation will not be
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avoided, and credibility will not be established once prices are
decontrolled.

Credibility for the new monetary policy can be achieved most
effectively if the new system is seen to be a major departure from
the old, and the opportunities for discretion are severely restricted.
Unlike Governor Crow, | would not equip the central bank with the
power to choosethe money stock or theinterest rate. In fact, | would
restrict the government's monetary role by establishing a monetary
authority like the Hong Kong or Singapore Monetary Authority. The
exchange rate is fixed. The authorities are empowered to issue
money only if they receive convertible currency, and they must
withdraw money when they lose convertiblecurrency. They collect
seigniorage, but they have no discretionary authority to change the
quantity of money and no legal means of doing so. Money can only
be issued to the extent that the country earns convertiblecurrency.

This system has several additional advantages. Let me spell out a
few. Firgt, it focuses attention on the need to compete in world
markets. Efficiency in international markets begets domestic effi-
ciency, and increased domestic efficiency encourages exporting.
Second, domestic prices would adjust toward world levels. If the
exchangerateisfixed to thedollar or the mark, domestic commodity
prices will move toward U.S. or German prices for goods of the
same quality. Third, interest rates will fall toward the world level.
At first there would be a risk premium but the premium would
decline as confidence grows that the system will be maintained.
Fourth, budget deficits would be limited. All borrowing, whether
denominated in domestic or foreign currency, would have to be
financed from domestic or foreign saving. The market would limit
borrowing by raising the interest rate as borrowing increased.

The monetary authority would be limited to a few monetary
functions. A banking authority, or financial market authority, would
havethe important task of developing and supervising acompetitive
banking and financial system to increase the efficiency with which
savings are allocated and investment financed.
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Under the system of material balancesand central planning, prices
had no allocative role. Resource alocation and pricing were unre-
lated, and priceschanged infrequently. In a market economy, prices
change frequently and guide the alocation of resources. Price
flexibility permits the market to respond to changes in relative
demand or relative scarcity.

Flexible costs and prices can reduce fluctuations in employment
and output. Developed markets contribute to price flexibility. In
Eastern Europe, where price and wage flexibility has been rare for
decades, reliance on flexible prices and wages to signa the appro-
priate reallocation of resources is likely to develop slowly. People
must learnto follow thesignal. And they must |earnthat rising prices
for the goods or services that they buy is not necessarily a sign of
anti-social behavior by the sellers.

We know from our own experience that thisisadifficultlesson to
learn. Largeincreasesin the pricesof consumer goodsin the United
States often lead to claimsthat speculatorsand profiteersare respon-
siblefor therise and to callsfor lower prices, controls, or investiga-
tions. Large declines in price lead to demands for protection,
subsidies or minimum prices. Government responses to these out-
criestypicaly reduce priceflexibility, thereby making the economy
less efficient and lesscompetitive. Theinformation, provided by the
price system, to guide resource allocation is suppressed.

Applicability

Monetary reform is a useless gesture unless it is part of an
economic reform that allows pricesto adjust. Monetary reform and
priceflexibility should be parts of acomprehensivereform program
that includes the establishment of open, competitive markets in a
wide rangeof goods, services, labor, and assets. For itiscompetition
in a market economy that reduces monopoly power and induces self
interested individualsto provide the social benefitsthat free markets
generate. And, it isthe right to keep the gains and the responsibility
to accept losses that induces people to compete. Hence, estab-
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lishment of private property and other institutionsthat sustained the
competitive market system, such as accounting and lega systems,
must be part of the reform.

The United States and other private property, free market
economies have placed many restrictions on property and markets.
Some of these are introduced to equate private and socia costs, as
in the case of pollution, or to protect minors or others. Some are
designed to redistribute income. The type of market system that is
most likely to endure is a democratic, capitalist system with its
tensions between efficiency, growth, and redistribution. Redistribu-
tion requirestaxes, and high taxesreduceeffort or shift activity away
from established markets. Heavy intervention and redistribution
reduce the likelihood of a successful trangition to democratic
capitalism.

Those who question the applicability of the market system to
Eastern Europe or the Soviet Union typicaly do not have these
restrictions in mind. Those who raise the issue of applicability
guestion whether private property and competitive markets will
produce growth, raise living standards, and increase efficiency in
their countries.

The argument often made is that experience and the established
culture are so different that individuals will not respond to the type
of incentivesthat have worked el sewhere. We know that this cannot
be whally true. People from al of the culturesand countriesof the
world have responded to market incentivesin the United States and
thereis now additional experience in awide variety of cultures. And
the prevalence of ""black markets' and other private arrangements
suggests that entrepreneurs are not unknown in Eastern Europe or
the Soviet Union. Increased competition is a way to get these
entrepreneursinto more productive activities.

| believethat an important distinction is often neglected in discus-
sions of applicability of the price system. Mideading language
contributes. We talk about people "*working for money," but,
money isonly a means of buying goods or assets.
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People produce and innovate to acquire goods, servicesand assets.
That is why monetary reform alone is not sufficient. 1t must be part
of a socia and economic reform that puts toasters, washing
machines, dryers, TVs, cars, housesand thelikeinto storesin every
city and village and provides an infrastructure that includes roads
and electricity to make these durables useful to a large part of the
population. The reform produces incentives by providing oppor-
tunitiesfor accumulation and for improved living standards.

Monetary overhang

In many countries, there is said to be a **monetary overhang” —
forced saving in theform of cash balancesthat people would spend
if more goods and services were available. The concern is that, if
prices are decontrolled, priceswill rise as people seek to shift from
money to goods. The fear that others will behave in this way
encouragesaflight from money, for theanticipatedincreasein prices
will reduce future purchasing power.

There are two solutions to this problem—increase the supply of
goods or reduce the stock of outstanding money. Currently, in most
of Eastern Europe, the first requiresimports. The second calls on
the government to withdraw money from circulation by selling
assets, including housing, as Governor Crow suggests, or selling
some type of indexed bond that pays a positive real rate of interest.
If the country replaces the state bank with a monetary authority, as
| have suggested, the bonds should be denominated in the currency
to which domestic money is pegged.

| see no reason to choose between these two alternatives. Govern-
ments should offer assets, including indexed bonds, to privatize
ownership and absorb excess supplies of money. If the monetary
authority fixes the exchange rate and maintains convertibility, the
public can buy imported goods. Once the public becomesconvinced
that theexchangeratewill remainfixed and priceswill remainstable,
they will choose to increase cash baances. Thus, credible policies
reduce monetary overhang both by withdrawing money and by
increasing the demand for money.






Commentary: Monetary Policy
and the Control of Inflation

Georg Rich

Well, | guess as one comes toward the end of a session, people
always hope that you will not overrun your time. | will try to keep
my comments brief. It wasonly with great reluctance that | accepted
the task of commenting on the control of inflation in emerging,
market-oriented economies. The reason is very simple. As
economists, we are much better equipped to analyze and forecast the
impact of shocks, given the institutional setup. But, we have great
difficulties in analyzing the effects of institutional changeitself. And
this is really the problem we face in Eastern Europe today. In my
comments, | would like to focus on the problems that these countries
face in the transition period, the period when they shift from a
centrally planned to a market-oriented economy. But, as| say, | am
not sure just how much Western economists can actually contribute
to this topic.

AsJohn Crow rightly pointsout, the principal task of central banks
is to provide a stable monetary anchor. The monetary anchor must
ensure that prices remain stable. Price stability is an essential
ingredient in a market-oriented economy. In such an economy,
resources are not allocated according to a central plan, but by the
interaction of individual firms and households who are guided by
relative pricesin making economic decisions. For this reason, and |
think many speakers now have emphasized this point, relative prices
play an important allocative role in market-oriented economies. To
play this role efficiently, relative prices must emit correct signals,to
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firmsand households. Variableand unpredictablepricesare unlikely
to prompt firmsand householdsto take correct economic decisions.
Since inflation normally implies highly variable and unpredictable
movements in prices, it tends to undermine the alocative function
of the price system. Thus, price stability isrequired if relative prices
are to play proper dlocative roles.

Although the experience of the Western monetary authoritiesmay
be useful to the Eastern European countriesin search of a monetary
anchor, the transition from a centrally planned to a market-oriented
economy posesadditional problems not normally encountered in the
West. The key problem is that in the transition period internal
relative prices must be adjusted so that they can start to play an
efficient allocative role. Considering the distorted structure of rela
tive pricesinherited from the era of central planning, all the Eastern
European countriesfind the required adjustment to be enormous and
painful. Thisleads to a very paradoxica situation. In the transition
period, relative prices must be variable if the Eastern European
countriesare to achieve the reformsthat will make the price system
work. This may aso imply highly unpredictable price movements
in the transition period. Y et, price movementsin that period should
not get completely out of control. The chaos ruling in the transition
period should not become a permanent feature of the economy.
Rather, out of the chaos in the transition period, monetary stability
should emerge and should allow relative pricesto play their proper
allocative role.

How are the Eastern European countries going to produce this
miracle? The answer to thisquestion, | believe, isthat the monetary
anchor should be chosen at the beginning of the transition period. It
should not be chosen at the end. The early choice of an anchor
ensures that the price adjustments required during the transition
period do not get out of hand. Poland and the German Democratic
Republic have clearly perceived the necessity of choosing an anchor
early. In Poland, two nomina anchors are currently used—a stable
nominal exchange rate and a taxed-based incomes policy. Now, |
share some of theill feelings about the taxed-based incomes policy
as Allan Meltzer does. But, as long as this policy is consistent with
the nominal exchange rate target, it probably isdl right, at least in
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the transition period. Poland's use of a fixed exchange rate as a
monetary anchor makes sense in the transition period because the
purpose of the adjustment is to render the Polish economy competi-
tiveon international markets. This, in turn, impliesthat Polish prices
should adjust to those in the rest of the world. Clearly, a fixed
exchange rate will help in achieving this objective. The German
Democratic Republic has taken an even more drastic course of
action. Here, the country smply adopts the monetary standard of
another country and, therefore, fixes its exchange rate irrevocably.

The early adoption of a monetary standard is important because,
as many speakershave mentioned, in theold central planning system
the banking system acted as a residud lender to the government and
to state-owned firms. This residual lendership may become very
dangerousin the transition period when prices are freed because it
may become a source of inflation that has to be controlled.

While astableexchange rate may be useful in thetransitionperiod,
| am less sure, and here | share some of John Crow's feelings,
whether a fixed exchangerate is aso a useful strategy in the longer
run. Once thetransition period isover, it might be better to adopt a
monetary standard based on the growth in some money or credit
aggregate than to peg the exchange rate. Asa central banker from a
small country, | know that you may face shockscoming from abroad
that harm the domestic economy. In these situations a flexible
exchangerate may be advantageousbecause it may enabl ethecentral
bank to insulate the domestic economy from undesirable foreign
shocks.






Commentary: Monetary Policy
and the Control of Inflation

Niels Thygesen

As the other commentators have said, Governor Crow's paper
dealsin an appeaing and balanced way with most of the issues and
optionsin monetary policy and the control of inflation in emerging
market economies. | shall focus my remarks on one central issueon
which he invitescomments from the panel of East European central
bankers and the appointed discussants. namely, the relative merits
of external versus domestic objectives in designing a stability-
oriented monetary policy. That topic has, of course, also been
addressed by several other commentators. But since | am the only
discussant from a member state of the European Economic Com-
munity, | may beforgivenfor referringto theexperienceof countries
in that Community with respect to their efforts to create monetary
stability through the exchange rate and, more recently, to move
toward economic and monetary union. | also want to come back, at
theend of my comments, to the remarks of Governor Crow on the
importance of having a diversified range of instruments in each
economy.

Governor Crow rightly sees the crucial virtue—in the promise of
early credibility—that an external orientation of monetary policy,
one with afixed nomina exchange rate against a major international
currency with a good international record, would bring. But it is
obvious from the subsequent discussion that he has serious reserva-
tions about proposing a policy which has stability, in this sense, as
the main focus. So he does not completely, | think ashe said he
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intended to, refrain from giving odds for the different horsesthat he
paradesinfront of us, theexternal and theinternal way of formulat-

ing policy.

He asks two critical questions that are obvioudy relevant to this
choice. Thefirstis: would the East Europeans not haveto go all the
way to a monetary union, participation in an area with a single
European currency, to achieve full benefitsin termsof disciplining
domestic costsand prices? But, as he says, monetary unions—EMS-
typearrangementsfor convergence—look afair way off at thispoint.
So this isa negative verdict against the external anchor.

The second question is: would the East Europeans not find it
potentially very costly, in terms of output and employment losses,
to forsake flexibility of the nomina exchange rate at a time when
""relative prices will move probably to a great extent under the
impact of market transformationrequiring real exchange rate chan-
ges''?

These two questions are clearly of decisive importance for the
weight one can assign, maybe after a short transition period, to
pegging the nomina exchange rate as a centerpiece of an anti-infla-
tionary strategy. If the answer to these two questions put by Gover-
nor Crow were a confident yes, then the East Europeans would be
well advised to proceed to the subsequent partsof his paper and look
at the domestic options for a stability-oriented policy. But the
answers appear to me to be less unequivocally yes to the two critical
questions. And if so, the market-oriented economies in Eastern
Europe might, with some benefit, make an explicit commitment to
peg the nomina exchange rate a central element in their strategy.

Let metry totakeupthetwocritical questionsheraised. Inasense,
the first question—whether one has to go to full irrevocably fixed
exchange rates or even full monetary union to deliver credibility —
captures well the discussion within the European Community in the
last couple of years. Full monetary union clearly has a political as
well as an economic inspiration. But the magjor economic argument
for full monetary union, moving through fixed ratestoward asingle
currency, isthat only the find stage would yield the full benefitsin
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terms of unification of markets and full credibility of the commit-
ment. It is observed that inflation rates within the European
Economic Community have not converged fully, although good
progress has been made over the last couple of years. Furthermore,
interest rate differentials persist between national markets because
the commitment to exchange-ratefixity isnot complete. Hence, it is
argued thereis no substitute for full monetary unification to achieve
the full benefits through external credibility.

What this argument overlooks, | think, is the contribution that
intermediate types of commitments may make to low inflation
performance, and have, indeed, made within Western Europe. The
fixed but adjustable rate system that we had operated in the European
Monetary System, first with someflexibility from 1979 to 1983 and
then with increasing rigidity since 1983, has in fact implied a very
considerabledegree of inflation control and convergence toward a
low level of inflation, such as we have observed in the lowest
inflation countries in the Community. And remember, that policy
was not explicitly announced.

If one adds to this picture the experience of those countries in
Western Europe that did not undertake similar commitments, with
their difficultiesin controlling the inflation rate, | think one would
arrive at a somewhat more favorable verdict on the possibility of
achieving a considerable degree of inflation control without full
monetary unification.

What about the output and employment costs of a fairly rigid
nomina exchange rate? Allan Meltzer and Georg Rich both stress
the different ranges of ambition in moving toward monetary union.
What Governor Crow dismisses, | take it, is only the full monetary
union of the German type that we have just seen. That would indeed
requiresuch alarge number of very rapid and substantial adjustments
asto make it unrealistic for other economiesin Central and Eastern
Europe. But | trust hewould not imply that pegging unilaterally, but
firmly, to a currency standard of their main trading partners in
Western Europe would in itself be an unfeasible strategy for them,
nor that it would not help considerably in achievinginflation control.
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It seemsto meto be, with currency convertibility for current account
transactions, an essentia step.

If the recent experience of Western Europe is not seen as suffi-
ciently relevant because these economies have already been closely
integrating for a number of years, one might look back to the long
period of the1950sand 1960sin Europe, whereexchange rateswere
stable, and expected to remain so, within the framework of the
Bretton Woods System. That also led to a period of fairly stable, and
modest, inflation and rapid growth in the Western European
economies. If you want to look still further around to evaluate the
answer to the second question that Governor Crow raisesabout the
costs of fixed exchange rates, | think his argument may underes-
timate the degree of flexibility you can havein relative pricesand
inthe real exchangerate without moving the nominal exchangerates.
We have examplesel sewherein the world economy: from East Asa
and Japan, with long periods of exchange rate stability prior to the
1970s, which nevertheless left very considerable scope for real
exchange rate changes—improvements in competitivenessin some
periods, real appreciation in others, in their case, as one would hope
would be the case for a long time for the Eastern European
economies. So | think, on the second point, the costs of fixing
exchangerates, as put forth by Governor Crow, may beexaggerated
on the negative side.

Let me turn briefly to the other element, namely his emphasis on
the range of instruments available. | share fully his views that the
development of market-oriented instrumentsis essential to the suc-
cess of monetary policy, for the reasons he gives and for the
additional reason that they increase the independenceof the central
bank in managing monetary policy. That appliesto the management
of governmentdebt, in particular. But | think he may overlook that
there are other instruments in monetary policy that could be used
profitably which are not quite of the market-oriented type, such as
reserve requirement changes and discount rate changes, which
Eastern European economies should not easily give up.

Finally, in the context of thediscussion of economicand monetary
union in the European Communities, the emphasis has been on two
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main aspects. First, that the central bank, in a common monetary
union, should be devoted to price stability —have that as its overrid-
ing objective. And second, that it should be independent of political
instructions. | think that there is an interdependence between these
two elements. Price stability is difficult to achieve without having
considerable independence for the central bank. But independence
of the central bank is also difficult to conceive unless one confines
the task of the central bank fairly narrowly to that of price stability.
If the central bank has to participate in al sorts of government
activities—for example, in financing budget deficits, and in the
formulation of other policies—then it becomesdifficult to avoid the
kind of political involvement in monetary policy that we are trying
to move out of gradually in the European Communities.






Commentary: Central Banks
and the Financial System

Andrew D. Crockett

There can belittle doubt that the reform task facing policymakers
in Central and Eastern Europe is the most daunting economic
challenge faced by any government or central bank in recent years.
It goes without saying that to fully understand this challenge requires
afamiliarity with existing institutional and political realitiesthat few
of usin the West can have. For both these reasons, any comments
we might makeand any advice we might offer to our central banking
friendsfrom these countriesmust be tinged with a considerable dose
of humility.

Let me begin by saying that | agree completely with everything
Corrigan hasto say in hisexcellent paper. My own comments, which
were largely prepared beforel had the benefit of reading his paper,
will, to alarge extent, echo his analysis, but will aso developit in
certain directions.

The reform of the financia system is central to the success of
reform efforts more generally. Without an effective payments
mechanism, the allocation of economic resourceswill beinefficient.
And without an effectively functioning system of financia inter-
mediation—that is, a mechanism for encouraging, gathering, and
allocating savings—there can be little hope of mobilizing the real
resources needed for the restructuring of the economies of Central
and Eastern Europe.
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The financial system isa network of institutions and markets that
mobilize and allocate financial resources. In Western economies,
financia resources are unrestricted claims on real resources. The
efficiency of thefinancia systemisthereforecentral to thesuccessful
functioning of the real economy. Financial efficiency is promoted
by the market mechanism—with resourceallocation guided by prices
that move in response to the interplay of decentralized supply and
demand decisions.

Thestarting point for thetransformationof thefinancia system of
theformerly centrally planned economiesisquitedifferentfromthis.
In these countries, financial resources could not be regarded as
unrestricted claims on real resources. The alocation of financial
resources has traditionallyfollowed, not preceded, decisions on the
allocation of factorsof production and of final output.

The trangtion to a market economy therefore implies very
profound changesin the basic raison d'etre of the financial system.
| believe that central banks have an important role to play in
managing the process of structural transformation. This roleencom-
passes three functions: (1) promoting an efficient and competitive
network of financia intermediation; (2) preserving stability in the
financia system; and (3) promoting macroeconomic stability and,
in particular, a stable price level.

| put price stability third, not because it is least important but
because, in the process of financial reform on which the Eastern
European countries are embarking, it grows out of the other two
objectives. As Scott Pardee hinted in his observation in our opening
session, if reform only deliverspricestability, and is unableto show
tangible benefits in other directions, it is unlikely to be politically
durable, let alone economically efficient. And as Paul Volcker
remarked yesterday, price stability is something that centrally
planned economies have been reasonably good at.

It may be asked what business central banks have promoting the
development of thefinancial sector. Surely their objective should be
to assure price stability as the best environment in which the private
sector can develop the ingtitutions that promote growth.
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But there is an important difference between the environment in
which central banks developed in Western economies and the cir-
cumstances now faced in Eastern Europe. Most Western central
banksemerged in situations where financial marketsand institutions
were adready quite well established. The problem to be faced was
one of systemic instability. And the solution to the problem was to
give one institution, the central bank, the objective of promoting
stability through its capacity to intervene in markets.

In Eastern Europe, reformers have a different starting point. The
structure of markets and institutions has to be developed before
central banks can perform the stabilizing functions that we in
Western countries are accustomed to assign them.

Let me now be moreconcrete. What needs to be doneto movethe
banking system of Eastern European countriesto a level at which
they can contributepositively to the economic development of these
countries? | will identify four important elements in the process—
though these are, of course, not exhaustive.

A first dep—which has already been taken by many countries—is
the separation of commercial banking activity from thecentral bank.
Beyond this, however, an efficient banking system requires
decentralization and competition. Monolithic banking systems have
to be broken up and the newly createdinstitutionsallowed to compete
with each other. This means, in particular, that commercia banks
must not be assigned specific sectorsof the economy in which they
are given specific responsbilities and, in consequence, a
guasimonopoly position. It also means that the problem of nonper-
forming assets must be dealt with before commercial banks are set
free to operate on commercia terms. Foreign financia institutions
also have a role to play in helping promote competition and effi-
ciency.

Second, effective and efficient payment and settlement systems
need to be introduced. Payments and clearing mechanisms are the
nuts and bolts of the financial system. If they work well, we do not
pay much attention to them. But if they do not, theentire machinery
can seize up. Central banks haveaclear leadershiprole, in my view,
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in developing the payments system in the emerging market
economies. Sophisticated, state-of-the-art systemsare not required.
What is required is a reliable mechanism so that payments and
settlements can take place on an assured basis.

Third, effortsshould be devoted to the establishment of short-term
money markets. The mobilization and alocation of savings cannot
befully effectivewithin the confinesof asinglefinancia institution.
There must be waysof transferringsurplusliquidity between institu-
tions to meet fluctuations in the flows of funds, as well as to put
liquidity at the service of other legitimate users, both in the public
and the private sectors.

It should also be noted that the short-term money market is the
most effective and efficient vehicle for monetary policy implemen-
tation. A functioning money market would help resolve the paradox
identified yesterday by Bruce MacLaury. For it would no longer be
necessary to use nonrnarket techniquesof credit control to underpin
the stability of market-oriented reformsin the real economy. Market
techniques would be available for monetary management also.

Fourth, prudential regulationof the banking system hasto begiven
amaor role. | can only underline the points made by Corrigan in
this connection. The transition to a market-oriented banking system
will place enormous decision making authority in relatively inex-
perienced hands. We have heard yesterday of the very large nonper-
forming assets on the balance sheets of the banking systems of the
Central and Eastern European countries. These mistakes of credit
extension must be avoided in the future, as must the other excesses
that are typical in newly emergent banking systems.

But there is another, crucially important, function that can be
served by an effective system of bank supervision. This is the
development and standardization of accounting and credit appraisal
techniques. Such techniques are at the core of the business of
banking, and as yet they exist only in rudimentary form in most
Central and East European economies. It is an important respon-
sibility of acentral bank to see that these basic skills are devel oped.
The organization of training and technical assistance is one means
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of doing this. Another is to use the mechanism of supervisory
oversight to make sure that appropriatetechniquesare being applied
inthefield.

Inconclusion, let me notethat | havetakena"* broad church®* view
of the role and responsibilities of the central bank in the financia
system. Thisis somewhat at variance with the more restricted view
that has become popular in recent years, in which central banks
responsi bility has been seen to be increasingly focused on the single
goa of price stability. But | believe Corrigan is right to emphasize
the wider responsibilities of a central bank. This wider role is
certainly very much within the historical tradition of central banks
as they emerged in the nineteenth century. And it isfully consistent
with the needs of the Central and East European countries as they
face the enormous challenges of moving to a market-oriented sys-
tem.






Commentary: Central Banks
and the Financial System

Mervyn A. King

In the process of transition to a market economy, the creationof a
financial system that can both mobilize savings for the investment
that will be required for 'development and also ensure efficient
decisions by private managers is an important first step. But it is
unlikely that a new financial system can be successfully put in place
without an important rolefor thecentral bank in the newly liberalized
economies (NLESs). Why do we need a central bank? The answer
comes, | believe, from an examination of the history of central
banks. Indeed, in thinking about theroleof central banksinthe NLES
it is more helpful to look back on the evolution of central banks in
market economies than to focus on the policy issues that have
dominated discussion in the West in the immediate past.

From an examination of the evolution of central banksit becomes
clear that Jerry Corrigan has hit the nail on the head when he stresses
the role of the central bank in ensuring stability of the financia
system. AsSayers(1976) putit in his history of the Bank of England,

""The complete central bank has to have some care for the
hedlth of financid institutionsgenerally, a care that may be no
morethan that of a watchdog, but can indifficulttimesdevelop
into a large part of its activity, and branch out beyond the
narrowly financial to amount to interventionin theorganization
of industry and trade.”’ (p. 501).
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Most central banking institutionsin Europestarted lifeas privately
owned commercial banks. The evolution of central banks repre-
sented a market demand for such an ingtitution. In timesof financia
difficulty the need for coordination—and the difficulty of achieving
this by cooperation between competitive commercia banks—Iled to
theemergenceof a singledominant bank that could play acoordinat-
ing role. But the conflict of interest between this quasi-regulatory
role and the objectives of a profit-maximizingcommercial bank led
to the development of non-competitiveinstitutionscharged with the
responsibility of managing thefinancial systemin timesof stressand
preventing excessive note issue. The lender of last resort must be
above the competitive battle. Even in the twentieth century this
themeof evolution can beseenin Australia, wherethe Reserve Bank
was created only in 1960.1 It is difficult to imagine that a central
bank could now retreat from these wider responsihilities. Since
major problemsin the transition to a market economy are likely to
show up first in afinancia crisis, central banksin the NLEs facean
enormous challenge. The three key areas are likely to be: (1) the
relationship between the central bank and the government, (2)
management of the stability of the financia system, and (3) the
implications of freetrade in financial servicesfor stability.

Some important lessons are provided by the *"Montagu Norman
school of central banking."" For some time Montagu Norman has
had a bad press. But in many ways he was a model for central bank
governorsin the 1990s. What are theselessonsin thethreekey areas
identified above?

Relationship with government

Montagu Norman believed in the independence of central banks.
He had some useful ploys in dealing with government. At difficult
moments he was inclined to disappear on long vacations and, since
he was known to be willing to overrule his subordinates upon his
return, hasty decisions were avoided that might otherwisehave been
mishandled in the heat of the moment. He once fainted in the arms
of the Chancellor of the Exchequer—thus literaly disarming his
opposition (Boyle, 1967). Central bank independence has been a
topical issue in recent policy discussions. The relationship between
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thecentral bank and government variesfrom one country to another.
Attention has focused on differencesin the constitution of central
banks across countries. But the lesson of Montagu Norman is that
this key relationship may be more sensitive to the mandate and
congtitutional position of elected politiciansthan to the formal status
of the central bank. Central banksin the NLES may find that there
is atradeoff between the independencegranted and range of respon-
sibilitiesafforded to them.

Financial supervison

AsJerry Corrigan notesin his paper, acentral bank is expected to
ensure stability of the financial system. In the context of the NLEs
the involvement of the central bank with the economy as awholeis
not aside issue. There have been times when concern with financial
infrastructure has been more to the fore in the mind of the central
bank than monetary policy itself. For example, in the 1920sand '30s
the Bank of England played aleading rolein the restructuring of the
cotton and textile industry in Britain. AsSayersputsit, **Inthemind
of the governor himself, these problems of economic organization
perhaps had more attention than the narrower field of monetary
policy with which central bankers are conventionally concerned.**
(p. 502).

The experience of Montagu Norman in the 1920s has direct
relevance to Eastern Europe today. The reorganization of industry
will alter radically the structure of the asset side of commercia
banks balance sheets. The resulting losses will in many cases
threaten the viability of the banks, and raise questionsas to how far
the central bank should intervene in protecting banks from the
consequences of privatization of previously mismanaged state
enterprises. The lender of last resort roleis likely to be an extraor-
dinarily difficult one in the transition from a centrally planned to a
market economy.

It isdifficult to imaginethat in the NLES central bankswill beable
to limit their concernto narrow technical issuesof monetary policy.
For example, central banks will surely be concerned to ensure the
construction of a coherent explicit tax systemin order to replacethe
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revenue lost asa result of privatization. Thetransfer of state-owned
assetsto the privatesector hasin some casesresulted in asubstantial
loss of revenue. The trading surpluses previously accruing to the
state have not been replaced by an explicit tax system. AsMcKinnon
(1990) has pointed out, this loss of revenue has led in the Soviet
Union to an erosion in government revenue and substantial budget
deficits. The consequent loss of monetary control hasled to serious
inflationary pressure. In the absence of an effective tax system, the
task of monetary control becomes more difficult.

Indeed, it is notable that in the debate on monetary union in the
European Community, the report of the Delors Committee—com-
prised primarily of central bank governors—placed emphasison the
need for coordination of budgetary policies.

The sequencing of liberalization measureswill also be of concern
to central banks. Selectivepricede-control, coupled with theabsence
of hard budget constraints, can imply extremely volatile prices for
financia assets, such as foreign exchange. Hence in the context of
lender of last resort policies, the structure and sequence of atransi-
tion to a market economy must be a matter of concern to central
banks.

There are many other areas in which the new central banks will
have not only to learn from their counterpartsin the West, but also
beopen to and ready for innovationsin thefinancial system. Banking
supervision already faces the challenge of the difficulty of distin-
guishing between banks and non-banks, and there will be further
problems in distinguishing between the financia transactions of
financial ingtitutions, on theonehand, and non-financial institutions,
ontheother. The paymentsmechanismitself, theprotection of which
isone of the principal rationales of banking supervision, is subject
to major change from innovations in technology. The growth of
direct debit mechanisms may removethe granting of credit from the
operation of the payments mechanism, hence altering radically the
argument for regulation in this area. Central banks in the NLEs
might be well advised to push the paymentssystemin adirection that
separates as far as possible the granting of credit from the payments
system.
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Theinternational dimension

The growth of trade and financial services hasincreased the need
for coordination among regulators in the market economies. The
proliferation of regulatory bodies within each country has created
the need for a ""lead regulator’* to take initiatives in liaising with
their counterpartsoverseas. The central bank is a natural candidate
for thisrole. Thefinancia systemis now more open to international
capital flowsthan it has been for 50 years. This creates restrictions
on the ability of any one country to pursue financial stability in
isolation. For example, the most recent collapse of an investment
bank in the UK —that of British and Commonwealth in 1990—was
caused by afailurein a nonfinancial subsidiary in another continent.
Domestic regulation of the parent company was insufficient to
prevent a run on the bank. In the immediate aftermath of the 1987
stock market crash, coordination among regulatory authorities, and
especiadly central banks, helped to prevent a spread of possible
systemic failure. Cooperation among central banks was a major
theme of Montagu Norman in the 1920s, and he played amajor role
in ensuring a successful launch for the Bank for International Settle-
ments. Concerned lest the proposed BIS become dominated by the
politics of reparations, he argued that the new institution should be
a non-political central bank for central banks. The more rapidly
central banksin the NLEs become full membersof theinternational
club of central banks and regulators, the greater will be the con-
fidence of overseasinvestorsin direct investment in the NLEs.

| have argued that in the market economies central banksevolved
from commercia banks, largely as a result of the perceived market
demand for such a coordinating ingtitution. In the NLEs, the chal-
lenge is the reverse—how to create a system of privately owned
competitive commercial banksfrom an existing centralized financia
system. The principal difficulty that is likely to emerge from this
process is that the central bank will be trying to create competitive
independent commercia banks at the same time as it retains an
overall regulatory responsibility for thefinancial system asawhole.
In a number of market economies, the concern for control over
monetary and regulatory policy has inhibited the development of a
competitive banking system. This dilemma is likely to face the
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central banks of the NLEs in an acute form. They will have to be
parents to a new competitive banking system, nourish their off-
spring, give them their liberty, and yet try to maintain the stability
of the family as awhole.

In tackling the problem of trying to create a competitive banking
system while ensuring financial stability at a time of dramatic
industrial change, central banks in the NLEs will be a crucia
ingredient for a successful transition to a market economy. The
governors and the directors of the new central banks will require
exceptional qudities—and more than their fair share of luck.

End Notes

'For further discussion of this topic, see Goodhart (1988)
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Commentary: Central Banks
and the Financial System

Philippe Lagayette

| am not sure whether | can riseto thelevel of mystique, but | will
try neverthelessto echo some of the remarks very correctly made by
Jerry Corrigan. It is certainly true that the Situations in various
countriesin Eastern Europe are different and that those situations
are very difficult to manage. It isequally true that when you look at
Western central banks, you do not see something uniform. Instead,
you see very extensive differencesin the area of their activitiesand
differences in the ways they act. We are very aware of that in
Western Europe because we are now in the process of discussing
organization of the future European Monetary Unit (EMU) and a
future central banking system for this EMU. This leads us to look
very closaly at what weare doing, and thiscreatesquitean interesting
debate. So | also share the view of Andrew Crockett that we must
have an attitudeof humility when we look at these questions.

Nevertheless, there are some basic principles on which probably
alot of people would agree now, even if those principles have not
developed in history in avery rational and continuousway. It isalso
trueto say that during most of thetimesinceindustria lifeappeared,
therewas no key rolefor central banks. Therefore, we haveto focus
on the most basic principles which presently justify the utility of
central banks and see very pragmaticaly if they can be useful in
Eastern countries. In this spirit, | am going to concentrate my
remarks on three points.
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First of all, the subject we examine today is very closely related
to the subject of yesterday, even if thisdoes not appear so obvious.

Thereisnot asinglereasonto haveacentral bank, asPaul VVolcker
reminded usyesterday. But probably alot of peoplecould agreewith
the fact that central banks are a precaution that democratic govern-
ments take in order to protect their currency. They admit that
management of the currency, which is an activity of collective
interest and therefore should normally rest in the competence of the
democratically elected government, requiresspecia caution because
it requiresa very high degreeof stability and continuity. The central
bank isjust the body whichisin charge of providing thislong-term
view of stability. If thisis admitted, al the activities of the central
bank must be oriented toward stability. In particular, central banks
could not accept afinancial system and acommercia banking system
which would not be stable and firm and would undermine the
soundnessof the currency.

If you accept that view, there are a lot of consequences. The
question of credibility isaquestion whichiscommon to al activities
of acentral bank aiming at stability. Credibility cannot be divided.
Bad performance, for instance, in supervisionof thefinancial system
would weaken the position of thecentral bank inthefield of monetary
policy. The same can be said about expertise. Bad expertisein one
field would reflect adversely on the central bank's (credibility) in
other fields.

Many other links exist between the soundness of the financia
system and monetary policy. In monetary policy, akey requirement
for a central bank is to be in a position to appreciate what the
monetary aggregatesare and how they are moving. For that purpose,
the central bank must be assured that liquidity islocated somewhere
precisely, mostly in thecommercia banks. That iswhy it would not
be acceptable for a central bank to have a situation in which a
substantial part of the liquidity would be located in companies
extending liquidity and credit facilities to each other according to
imprecise rules. In that field, reforms need to be made in some
Eastern countries. For the same reason, an extensive use of barters
should a'so be banned.
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Thecentral bank, when it performsmonetary policy, must beable
tomoveinterest rates. It isoneof the most crucial decisions. Inorder
to be able to move interest rates, the central bank must be sure that
the financia system can bear it, that isto say there is no weakness
of thefinancial system such that a move of interest rates could have
disastrous consequences.

My second point is that in the Eastern European countries, or in
the Soviet Union, the reform of the financial system cannot be
separated from the reform of the economic system, specifically the
reformof industrial companies. Granting credit iscertainly the heart
of banking activity: the banks are in charge of allocating savings.
And only free banks can do a good granting of credit, a good
allocation of funds; Jerry Corrigan has very rightly pointed on that.
This happensonly if funds are channeled to banks. For instance, al
systems of barter, all kinds of swaps, are certainly a hamper to
normal bankingactivity. Secondly for thisactivity of granting credit,
commercial banks must be in a position to know the risk—that isto
say, to makeajudgment on companies. That iswhy agood account-
ing system is so important. In that respect, too, | very much agree
with what was said by previous speakers. And maybe central banks
can provide some services in that area, for instance, to know and
aggregate the risks taken by all commercial banks on a given
company and to be ableto givethisinformationto commercial banks.
This serviceexistsin many countriesand is certainly a very impor-
tant basic service for commercial banks.

But also, central banks must bein a position to count on a business
attitude on the part of companies, rather than facing companies
convinced that receiving credit is just a consequence of other
decisions. It iswhy alot hasto be donein theother fieldsof reforms,
reforms which determine the behavior of nonfinancia companies.
Beyond their own merit, such economic reforms are also indispen-
sablefor acorrect exercise of banking activity.

My third point isthat there must be a minimum of supervision and
regulation of commercia banksand that the central bank must have
it in its hands. Of course, there is a tradeoff between safety and
dynamism of the commercial banking system. Too much regulation
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certainly killsdynamism, and finally also kills safety because safety
comes in a substantial part from profitability. If commercial banks
are not in a position to be profitable, there will ultimately be no
safety.

Despite this tradeoff, a certain degree of regulation must exist.
Thefirst essentia areaof regulationisfor thecentral bank to beable
to license commercial banksindividually and to have thefinal word
on who isableto performa commercia bankingactivity and who is
not. The second thing isto be in a position to ensure a certain degree
of competition between commercia banks. On that, | very much
agree with Andrew Crockett that it is essential not to havetoo much
specialization for commercia banks because this restricts competi-
tion and encouragesborrowersto consider bankssimply asawindow
to extend them the fundsthey think they need. Competition between
banks is needed to incite both banks and companies to behave
rationally.

There must also be minimum conditions required for accounting
regulation of commercial banks so that the central bank can appre-
ciate their situation. We know, in Western countries, how difficult
it is to appreciate the situation of commercial banks, so everything
must be made to facilitate this appreciation. And of course, a
minimum definition of nonperforming assets is a very important
element of this accounting regulation. Finaly, there must be a
minimum of liquidity rules and solvency rules. In that respect, a
certain amount of owned funds, of capital, isakey element.

Let me conclude by saying that | have been struck during these
two days of discussions by the fact that there are fewer and fewer
arguments in favor of gradual solutions. And in that respect, | was
very much struck by what Minister Klaus said yesterday. The few
remarks | have made tend to the same conclusion: this is a global
reshaping both of the financial and the economic system which is
needed. Each element of this reshaping is necessary to make the
othersefficient; it is thereforedifficult to imagineagradual timing.



Comment from the Floor

Allan Meltzer

| would like to speak to al of the Eastern Europeans on the pand
to say that you are getting well intentioned but bad advice from your
Western colleagues. If you read Walter Bagehot, he will tell you to
adopt some rules. Allow the market to enforce discipline on your
banking system. If you go the way of Western banks, you will try to
prevent failure. You will believethat deposit insuranceor regulation
or supervision are a substitute for market discipline. Here, in the
United States, decades of supervision, regulation, and insurance
have left us with $150 billion of losses in the thrift industry and a
weakened banking and financia system. Do it the way you know
will work. Rely on market discipline and market incentives as the
core of the supervisory system. Allow the market to direct the way
in which your resources will be alocated and then come back here
in 10 yearsand teach your Western colleagues how to run a banking
system.






Commentary: Currency Convertibility
In Eastern Europe

Richard N Cooper

Bergsten and Williamson have given us a fine statement of the
issues involved in establishing convertibility in emerging market
economies. Rather than go through all of the issues point by point,
I would like to focus on one country, the Soviet Union, and indicate
what | think the appropriate course would be in terms of convert-
ibility. | chose the Soviet Union not because | know alot about that
economy, but | know even less about the other Eastern European
economies, and | have had occasion recently to learn a little bit
about the Soviet Union.

In making my remarks, | take for granted that the Soviet Unionis
serious about perestroika. Every country should determine for itself
what kind of economic and social system it wants. | am not trying to
impose my views, but to take at face value the current statement by
the Soviet reformers of their objectives and ask how best to achieve
them under the heading of currency convertibility.

By nature and inclination | am a gradualist— especialy where, as
in the current situation, an enormous amount of institutional devel-
opment has to take place. Thefinancial and commercial institutions
that Western countriestakefor granted arestill inarelatively nascent
state in the Soviet Union. But the more| reflected on the issue, the
more | disagreed with the approach to currency convertibility that
was in last December's plan for economic reform in the Soviet
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Union, namely that currency convertibility can be postponed for a
decade or more until lots of other reforms take place.

The more| thought about that, the morel thought that postponing
convertibility would be a fundamentally wrong approach to
economic reform in the Soviet Union. On the contrary, currency
convertibility —and here | will mean current account convertibility,
with the possibleexception of travel —should bean integral, upfront
part of economic reform in the Soviet Union. There are six reasons
why quick movement toward convertibility is desirable. Let me go
through them briefly and then addressthe conditionsthat are neces-
sary to sustain convertibility.

Thefirst reasonisto introduceearly adegreeof effective competi-
tion into the Soviet economy. Poalitical figuresin the Soviet Union
have come to understand that markets are extremely important in a
modern, highly articulated, well functioningeconomy. But | am not
certain that they understand that the key to success in Western
economies is not markets; it is conpetitive markets. With some
exceptions, businessmen dislikecompetition. But they are forced by
the actions of others to continue to improve in order to stay in
business. Constant pressure makes the system vibrant and progres-
sive. TheSoviet Union by design has monopolized almost the whole
of itsindustrial sector on the assumption of economiesof scale and
maximizationof central control are desirable. It would be extremely
unwise to launch a market-oriented system dominated by these
enterprises, whether they are publicly or privately owned. The
prospects for introducing effective internal competition into such a
system are very limited, at least in the near future. It can be done
over time, but it will takeat least adecade, probably longer. So| see
the introduction of foreign competition at the outset as an extremely
important part of introducing effective, competitive markets in the
Soviet Union.

The second reason is to align Soviet prices with world prices as
rapidly as possible. Such alignment may of course be subject to any
conscious tariffs that they want to introduce, but that should be an
explicit, consciously chosen policy. To reform the price system
intentionally, and then a decade or so from now move to the world
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price system, involves essentially two price reforms—and a lot of
misallocation of resources in the intervening decade or whatever
length of timeit is. Moreover, strong vested interests built up in the
meantime will try to resist the second reform. The Soviet Union
should try to introduce the world price structureearly in the process
rather than later on.

Third, one of the problems in the Soviet Union today, as |
understand it, is motivation of the labor force. Workersget paid in
roubles, but asBergsten and Williamson pointed out, roublesare not
aways convertible into goods. Yet people consume goods and
services, not currency. One reason for introducing current account
convertibility early isto offer wagegoodsin much greater abundance
than now exist—necessarily at high prices, but nonetheless avail-
able—s0 that people can see what they can buy and can work and
save toward buying those things.

Fourth, as part of amoveto convertibility, the Soviet Union would
have to decide what kind of tariff system it would like. | favor a
relatively low uniform tariff, 10 to 15 percent, with possibly some
transitiona tariffs to last only a few years. In any case, the new
imported wage goodswould comein at high rouble pricesand would
serve to reduce the monetary overhang, if indeed there is an over-
hang. Parenthetically, | am not knowledgeable enough to have a
judgment on the question, but | do wonder whether this much-
spoken-of overhang in the Soviet Unionis really a seriousoverhang
under the postulated circumstances of a convertiblerouble—both in
termsof |ocally-produced commodities, as Williamsonand Bergsten
have emphasized, and in terms of foreign goods. It is noteworthy
that financial assets and household assets in the Soviet Union are
very low relative to income levels, compared with Western
countries. | could quite well imagine that under altered circumstan-
ces households would voluntarily hold not only their existing cash
balancesbut even more. At least1regard it asan open question rather
than presume that an overhang exists and is a big problem. Early
convertibility would help deal with any overhang, if it exists, by
transferring some of it to the government in the form of import
duties.
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Fifth, by the same token, convertibility would help reduce the
budget deficit. There would be explicit tariff revenue. In addition,
to avoid some of the most disturbing consequencesof early convert-
ibility, necessarily at a heavily depreciated exchange rate, | would
put a tax on the exportsof oil and gasand a modest subsidy on the
importsof grain. A substantial increase in domestic pricesof energy
is needed in the Soviet Union by al accounts. But the degree of
depreciation that would be necessary to make the rouble convertible
would probably exceed whet is required on efficiency groundsin the
first instance. So an export tax would dow the rise of energy prices
to the world level. The net effect of these temporary taxes and
subsidies would be substantial current revenuesfor the government.

Finally, convertibility would provide a very strong stimulus to
develop export markets. At the exchange rate required to make the
rouble convertible, exportswould be extremely profitablefor newly
independent enterprises. Autonomous enterprises would have a
strong financia incentiveto devel op export markets, and that would
push them from the beginning to takeinto account not only the price
but also the quality of productsthat are sold in the world market.

What are the preconditionsfor making convertibility work? First,
enterprises have to be on hard budgets and to be encouraged to
maximize profits. Monetary emission should be under control; that
is to say macroeconomic stabilization should be achieved. And of
course commodity convertibility is a necessary accompaniment of
currency convertiblity, but it is automatically brought about by
convertibility. If enterprises are to take advantage of the new
export opportunities, they have to be able to acquire funds for
investment. That raises the question of how savings are mobilized
and channeled into enterprisesthat have sufficient productiveoppor-
tunities. Some development of the banking system is therefore a
necessary precondition for moving to convertibility. But a complete
development is not necessary.

A key issue which Williamson raised in his oral remarks is the
choice of theexchange rate. Like him, | favor a fixed exchangerate
in order to stabilize expectationsin this new and highly uncertain
environment. | would choose an exchange rate that favors exports—
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that isto say, in conventional terms, onethat isdightly underval ued.
Giventhe heavily distorted price system that now existsin the Soviet
Union, thereis no persuasive way to calcul ate such an exchange rate
on a purely technical basis. So what is required is a technically
informed political decision on the exchange rate. For the sake of
concretenessand to stimulate further work, | suggest five roublesto
theSDR asastarting point. | choosethe SDR rather than thedeutsche
mark or the ECU because the Soviet Union for theimmediatefuture
will sdl heavily into dollar-oriented markets—oail, gold, various
minerals, and so forth. So the dollar should be represented in the
basket, asitisintheSDR. Fiveroublesto the SDR isauseful starting
point for discussion. At that rate, | would expect the rouble to
appreciatein real termsover time as Soviet export industries get the
rhythm of exporting, as they learn quality control, marketing tech-
niques, and so forth. There would be upward pressure on the
exchange rate over time.

This is al on the presumption of macroeconomic stabilization.
Supposethat macroeconomicstabilizationis not at first assured. The
Soviet Union has a large budget deficit, which | am told is going to
bedifficult to reduce sharply. Under the circumstances, | would still
go for early currency convertibility, but obvioudy not a a fixed
exchange rate. There would haveto be afloating exchange rate. But
the benefitsthat would flow from convertibility would still outweigh
the disadvantages even in a not completely stable macroeconomic
environment.

A disadvantageof amajor currency depreciation in many countries
isthat it givesa big impetusto inflationary expectations. That isthe
argument against it in many developing countries, for example.
Paradoxically, past Soviet policy of closing the economy to the rest
of the world turns.out to be helpful, enabling the Soviet Union to
havea substantial depreciationwithout creating inflationary expec-
tations. The main impact as far as the man on the street is concerned
would be a tremendous increase in the variety of goods availablein
stores, though at high prices. Imported goods would not generally
be directly comparableto the goods he has had available up to now,
so the main impression would be one of greater variety rather than
higher prices. The two important exceptions to that are energy,
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which is an important input to enterprises, and foodgrains. That is
why | would have a transitory tax-subsidy scheme on those goods.

Let me now say something about the question of price stability as
an objective, which so far has been urged and apparently accepted
in this group. At the risk of making myself persona non grata in a
group of central bankers, former central bankers, and fellow
travelers, 1 want to make a modest case for modest inflation. | say
this against the consensusthat seems to be developing herethat (1)
central banks should be independent and (2) price stability should be
the prime objective of central banks. It also relates to what | have
been saying under the heading of convertibility.

The first point to note is that when economists and bankers talk
about price stability, they are frustratingly unclear and ambiguous
about what exactly they mean by price stability. For concreteness, |
am going to assume price stability in the consumer priceindex (CPI)
iswhat isdesired. | assumethat becausethat is what the man in the
street meansby "inflation.”” Heistalkingabout what he buys, which
is roughly captured in the consumer price index, and not the other
various ways we measure inflation. That definition is important to
what follows.

For good economic performance, a government should try to
establish a stable financial environment. Seeking price stability is
not the only or even the best way to achieve a state of stable
expectations. All countries but the largest face a strategic choicein
doing that. They can go for price stability or they can adopt a fixed
exchangerate. As betweenthosetwo, | believethat afixed exchange
rateisthesuperior alternativefor many countries. However, electing
a fixed exchange rate means accepting some price instability, if
one wants to cal it that, or more generaly accepting the level of
inflation in the rest of the world. A fixed exchange rate is not in
general compatible with CPI price stability, unless it happens that
the countriesto whose currency our currency is fixed achieve CPI
price stability.

On top of that, for al middle income developing countries, and |
assume aso in the future for the emerging market economies, one
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hasto put what | would call the ** devel opment premium®* onthe CPI.
Itisawell known characteristicof growing economies that the prices
of services rise more rapidly than the average price of goods. Even
with price stability in tradable goods, developing countries experi-
ence a positive increase in the CPI. The extent of that increase
isin fact positively correlated with the extent of economic growthin
the country. It is worth recalling that Japan during the 1950s and
1960s had a CPI increase that was over three times the CPI increase
in the United States. Korea, also a country that has performed
extremely well by the variety of criteria that economists use to
measure economic performance, until the mid 1980s had an increase
in the consumer price index between 10 and 20 percent a year. Yet
the Korean economy did not seem to suffer enormously from this
inflation. Emerging market economies that actually succeed in doing
well asa result of their economic reforms can expect some inflation
arising from what | cal the development premium.

Third, there isa public finance case for someinflation in countries
that have poorly developed tax systems, and that have great difficulty
enforcing the tax systems they have. While in textbooks economist
can pretend we have lump sum taxes, in the real world there are
always deadweight losses associated with taxes. Any optimal
tax system will therefore have at least a modest component of the
inflation tax in it. In countries where tax systems are not well
developed, and where enforcement is a problem because they do not
have a history of enforcement, what happensin practiceisthat taxes
get loaded too heavily on the foreign trade sector and in particular
on imports, with undesirable consequences for competition, effi-
ciency, and growth. Under those circumstances, a modest inflation
tax can offer an improvement in the tax system and therefore in
overall economic performance. Countries at the stage of develop-
ment | am considering can raise between 1 and 2 percent of GNP
annually through the inflation tax. That is not a huge amount, but
every bit helps. The deadweight losses from that source, if inflation
is under control, will be less than the deadweight losses associated
with alternative taxes.

Finally, | come back to the exchange rate. If the procedure has
been well managed and the exchangerate is undervalued with aview



148 Richard N Cooper

to stimulating exportsover time, as that stimulation takes place, the
real exchange rate of the country must appreciate. Once again the
country faces a strategic choice. Does it take that real appreciation
by appreciating the nomina exchange rate or by allowing domestic
pricesto rise with an unchanged nomina rate? That choice need not
be made now. Buit it is not obvious that appreciating the currency is
alwaysthe superior choice between thosetwo alternatives. Thereare
circumstances in which the expectational environment is better
served by keeping the nomina exchange rate fixed and alowing
pricestodo theadjustment. That indeed i stheprocesswe havewthin
countries. Massachusettsexperienced a relative rise in wagesin the
1980s, and in the 1990s, there may have to be a relative decline.

Let me just close by saying that | am not arguing that central
bankers should drop their concerns about inflation. On the contrary,
they play a vital social role. Every society has many pressuresfor
inflation, and somebody has to take the position of |eaning strongly
against it. That is preeminently the role of the central bank, and one
that central bankersshould continueto play. My only pleaisthat, in
pleading for price stability, central bankers not take it too literally.



Commentary: Currency Convertibility
in Eastern Europe

Jacob A. Frenke

Being the seventh speaker in thissession on currency convertibility
naturally leaves me at something of a disadvantage: we have already
heard so much good sense and so many good ideas on the subject,
that | now find it all the moredifficult to say much that is new. This
reminds me of a recent observation of the Princeton economist,
Avinash Dixit, that theinventionof word processing hasloweredthe
cost of producing words without changing the cost of producing
ideas, with predictableresults. Thelesson | draw from all thisisthat
| should be brief. In their paper for thissession, Fred Bergsten and
John Williamson havein any casesmplified my task: they identified
the mgjor issuesand covered alot of ground that | now feel no need
to touch on.

| shall focus my remarks mainly on the preconditions for a
successful implementation of currency convertibility; but there are
afew important pointsthat | should like to emphasize at the outset.
Some speak about the adoption of currency convertibility as an act
of symbolic sgnificance—an act that signifies that the country con-
cerned is becoming a "*member of theclub,"” asit were. | see that
as a mistake. Rather, the adoption of currency convertibility has to
be viewed in the context of an overall program of economic trans-
formation and restructuring; it should be seen as one of the com-
ponents of such a program. And since there is no single blueprint
for economic restructuring applicable to all economies—different
strategies will be appropriate to different economies, depending on
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their circumstances—it clearly follows that there is no single
blueprint for currency convertibility either.

Let mea so emphasizethat theintroduction of convertibility is not
an easy task: there are short-term costs, as well as medium-term
benefits. The task prior to implementation is to assess the benefits
in relation to the costs, and to select a strategy that minimizes the
latter in relation to the former. However, there is one general point
that was emphasized in the discussion earlier today: thisisthat it is
essential to distinguish between current account convertibility and
capital account convertibility. There was consensus that capital
account convertibility, while it might be on the agenda for eventua
implementation, requiresa lot of preconditions that in many cases
are unlikely to be met in the immediate future. | concur with this
consensus, not least becauseof the problem of capital flight. | shall
therefore al'so focus my own remarks on current account convert-
ibility.

The advantages of adopting current account convertibility seem
fairly obvious. On the demand side, the adoption of convertibility
will provide consumers with goods they never had (either in terms
of desired quantity or even more frequently, in terms of desired
quality) —that is, access to new markets. On the supply side, it is
useful to think of currency convertibility in the context of broader
trade liberadization efforts. When a previoudy centrally planned
economy transformsitself into a market economy, the opening of
the economy to world market forces serves two related functions.
First, world market prices can provide the most reliable guide for
production decisions in the uncharted territory of decentralized
decision making. With the guidelines of central planning removed,
it is world market prices that can offer the best guidance to
producers. In addition, openness to world markets can be the most
reliable guarantor of the stimulusof competitiveforces, particularly
for economiesthat start from a position in which most mgjor sectors
are highly monopolized, and where the scale of the economy is too
small to accommodate adequate internal competition in many sec-
tors. Openness to world market prices in fact offers the most
appealing means of introducing a competitive market environment
into previoudly centrally planned economies.
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But of course there are risks even with current account convert-
ibility —risks that we hear about time and again. There will very
likely be unemploymentin the beginning, especiadly as unprofitable
enterprises are eliminated. There will be a decline in output, and
there may also beasignificant declinein real wages. It may therefore
becomedifficult to maintain the domestic political support that is so
necessary for the success of the economic transformation. But in
reality, thereisnoalternative, becausethestarting point isadistorted
economy: restructuring necessarily means that many firms will go
out of business, and their going out of businessisin fact desirable.
But thereisindeed a problem of how to maintain political support.
The best strategy, it seemsto me, isto make sure that the aims and
means of the program are transparent from the outset, and that there
are adequate safety nets. In the latter context, however, | am alittle
nervous about excessive wage indexation which, as we know from
experience, can transform a microeconomic problem into a macro-
economic disaster.

Turning now to preconditions, | would highlight four that seem
necessary for asuccessful adoptionof convertibility. First, you must
have an appropriate exchange rate in place. Second, there must be
adequate international reserves. And third, you must begin from a
positionin which the courseof macroeconomic policiesis cons stent
with stability. These three preconditions are of course frequently
mentioned; once you have all threein place, you should be able to
move to exchange and trade liberalization without generating mac-
roeconomic instability or a balance of payments (current account)
crisis. But thereisafourth precondition that isalso important for the
countriesthat we are discussing today; it was less pertinent to the
issueof theconvertibility of the Western European currenciesin the
1940s and 1950s. This fourth precondition is that the price system
must befree of mgor distortions, and must be performing its roleas
an incentive system. This requires, for a previoudy centraly
planned economy, that state enterprises and the price system are
reformed. Without this fourth precondition, the other three precon-
ditionswill do little good; they will not yield the resultsthat we are
lookingfor. | shall now elaborateon each of thesefour preconditions
in turn.
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First, the exchange rate. Unless the exchange rate is broadly
consistent with balance of payments equilibrium, the remova of
restrictionswill generate large imbalances and will therefore, tend
to create difficulties with which we are familiar. However, the
"*equilibrium* exchangerateislikely to changein thetransition. As
firms and enterprises become more efficient, and as competitive
forces in the economy become stronger, it is quite likely that you
will need a less-depreciated currency than was warranted at the
beginning of the process. Therefore, if convertibility is adopted
relatively early on, it isquitelikely that during the transition process
the domestic currency will undergo a process of appreciation. Even
though, in principle, fixed exchangeratescan serve as useful anchors
in the anti-inflationary fight, one should not attempt to anchor too
many variablesduring the transition, because there are bound to be
shiftsin equilibria.

Second, international reserves. Even if the exchange rateisright,
there are still going to be unavoidablecyclica disturbances which,
though transitory in themselves, can upset macroeconomic stability
and confidence, with effectsthat may be more profoundly damaging.
Wethereforeneed acushion of adequateinternational reserves. How
big isadequate? Theanswer of coursedependson thecircumstances,
but in the past, the maintenance of reserves equivalent to at least
three months' imports seemsto have provided a good rule of thumb
for countries with pegged exchange rates. As a matter of fact, the
lack of such reserves wasone of the main reasons why the countries
of Western Europe postponed convertibility to thelate 1950s. In this
context, let me mention afew examples: Koreaaccepted Article VIII
statusin the International Monetary Fund in 1988, when its reserves
amounted to three months imports; Thailand adopted Article VIlI
in 1990, when it had five months imports; and Poland had reserves
and external lines of credit amounting to four-and-a-half months
imports when its currency was made convertible for virtually all
current account transactions at the beginning of 1990. Thereforethe
rough order of magnitude of the required level of reserves seems
fairly clear.

Third, sound macroeconomic policies. This is aways a nice
objective, but here, in the context of currency convertibility, we
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realy have to mean it. On the fiscal side, perhaps the most crucial
element isan adequatetax system. We must have a reliablebasefor
fiscal revenue. It would be a serious mistake to draw up revenue
plans on the assumption that there will be a need to resort to
inflationary finance, not least becausethis will tend to mean that the
adoption of a proper tax system will be delayed. More broadly, if
fiscal deficits are not eliminated to a large extent, then there is
unlikely to be much confidence that convertibility will be viable.
These considerations have surely provided the rationale for the
recent emphasis placed on the need for a restrictivefisca stancein
both Poland and Czechodovakia

On the monetary side, much was discussed on the problem of
monetary overhang. And indeed thefirst step in the introduction of
monetary control inaprevioudy centrally planned economy must be
theelimination of theinitial monetary overhang, if such an overhang
exists. Unlessthe monetary overhang iseliminated, convertibility is
surely doomed, because if this excess liquidity is unleashed by the
liberalization of markets, there will surely be a severedrain on the
international reserves. So thisisafirst priority. But whet isthe best
way to deal with an overhang? Many argue that interest rates must
be raised to make the holdings of domestic monetary assets suffi-
ciently attractive. | regard thisas very good advice, but unfortunately
therequisite hikein domesticinterest ratesislikely to exacerbatethe
problem of the budget deficit. Thisleads meto underscoreny earlier
point: there had better be an adequate tax system in place prior to
the increase in interest rates because otherwise, the moment you
make your currency more attractive by raising interest rates, you
aso, a thesametime, say to the publicin effect, **Weintend to raise
taxes,"" because you are creating a deficit. Furthermore, an exces-
sively high rate of interest may trandlateitself ultimately intoatight
credit crunch which will operate on the economy as a supply shock.
Thus, while it is wise to raise interest rates to avoid large negative
real ratesof interest, excessively high rates may be too costly.

The second means of eliminating the monetary overhang isto sl
stateenterprisesto the public. Again here, thereare implicationsfor
government revenuesand the tax system, since the enterprises, once
privatized, will no longer be generating revenues directly for the



154 Jacob A. Frenkel

government. Furthermore, unless a credible tax systemisin place,
the (once-and-for-al) proceeds from such sales will be lower than
they would otherwise have been, sincethe sale price will reflect the
probability that these enterprises, once sold, might be the target for
new taxes which the government, with its revenue needs, will be
tempted to levy. So again, the need for an adequate tax systemisup
front.

Finally, | turn now to thefourth precondition—awell functioning
systemof pricesand incentivesin thedomestic economy. Thisfourth
condition is at least as essential as the other three, because if the
external economy isfully liberalized, any significant disequilibrium
in the domestic economy which is alowed to remain will spill over
into the external economy and threaten a drain on the reserves. A
reformed price system which isaigned with world prices, needs to
bein place.

As far as this fourth precondition is concerned, the Achilles
hed —as we know from the experienceof recent cases—is likely to
be the behavior of state enterprisesin the early phasesof the price
reform. If the decision making processin the state enterprisesis not
guided by considerationsof efficiency, thefulfillmentof all theother
preconditions may not do much good. There has to be a clear
perception in each enterprise that its objective is profit maximiza-
tion: otherwise, the nascent market economy is unlikely to bear the
fruit for which it was planted. The exposureto world priceswill not
do much good unlessit guides management in its economic decision
making.

Of course, privatization may do the job as the private sector is
morelikely to aim at profit maximization which in turn will enhance
efficiency. But privatization may, at least in some countries, haveto
be a very long process, and it would be disastrousif we had to wait
for thisprocessto becompleted beforewe attained theimprovements
inefficiency: waysmust befound of improvingefficiency even while
enterprisesare still in the hands of the public sector. The aim should
be to develop incentive schemes that will yield efficient alocation
of resourceswhile alowing for the redlity that a diverse pattern of
private-public ownershipislikely to prevail for several years.
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What can we infer from all this about the pace of reform? Well,
the appropriate pace must depend on satisfaction of the precondi-
tions. If those preconditions were in place yesterday, then the
adoption of currency convertibility could have taken place yester-
day. But, if the preconditionsare not in place, then we must beaware
that premature convertibility may be very costly and failures may
discredit the entire reform process. Just as the stabilization of
inflation through the adoption of an exchangerate anchor islikely to
be successful only if the fundamentals are in place (that is, if it is
supported by the appropriate fiscal and monetary policy) so here,
convertibility is most likely to be successful if the preconditionsare
in place.

Of course, one should not alow for an unwarranted delay. There
will always be the pressure from anti-reform groups to use the
argument that the preconditionsare not satisfied in order to stall the
reformefforts. Keeping thisin mind, however, great efforts must be
exerted to addressserioudly theissueof the preconditions. Asfar as
the debate between gradualism and nongradualism (or ** shock treat-
ment'*) is concerned, | believethat pragmatismis caled for. Some
actions, by their nature, cannot be taken gradually. Credibility and
effectiveness require a decisive move. In many areas, there is no
choice between gradualism and nongradualism: what isbest isto go
at thefastestpossible pace, aslong asit isfeasible. At thesametime
thereare other areaswhich requirecomplex infrastructurewhich can
only be built over time. This may sound like a tautology, but it is
not.

It would be a mistake to assume that there is a technically rigid
tradeoff that policymakers can choose. Past experience with
"tradeoffs'™ guiding policymakers—the Phillips curve, for exam-
ple—showed us how illustrativesuch tradeoffscan be. In thiscontext
| would take issue with the view that during the process of reform
and the adoption of currency convertibility, it may be reasonableto
aim for modest inflation. | shall readily admit that modest inflation
may well arise in the transition process. But if you start by aiming
at modest inflation, itislesslikely that you will haveit; you are more
likely to have significant inflation.
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Let me make one fina point. In his opening remarks to the
conference, Paul Volcker asked: why dowefocuson central banking
when we analyze the process of economic transformation? In hisown
remarks, Jerry Corrigan has given some answers, and | will just add
that the question brings to my mind the remark of William Mc-
Chesney Martin, the chairman of the Fed for 20 years from 1951
through 1970. In describing the role of a central bank, he said that
asound central bank must always take away the punchbow! just when
the party getsgoing. Without a strong and independent central bank,
thereisagreat danger that nobody will take away the punchbowl in
time. If fact, the political pressures are likely to operate the other
way and result in accelerated inflation. And we are all familiar with
the many reformsthat fell victim toinflation. Thus, itisonly natural
that in launching a comprehensive program of economic transfor-
mation, careful attention should be given to the unique role of the
central bank.



Commentary: Currency Convertibility
in Eastern Europe

Some Messages from Latin America

Arnold C. Harberger

Thereasonfor my personal presenceon thispanel isnot at all clear
to me. Some 35 years ago, my professional life began to focus on
the problemsof different Latin American countries, and, though my
interestshave ranged widely, they have never strayed for very long
from the fascinating sets of issuesthat sprang from the kaleldoscope
of Latin Americaneconomics. Then, last November, | wasasked by
my government to join in a brief official misson to Poland. |
somehow cannot believethat | an here becauseof those few days of
firsthand apprenticeship in Eastern Europe. So | conclude | must
have been invited in order to bring to this group some messages, or
""lessons of experience,”* from Latin America. Thisis how | inter-
pret my task—to transmit messages that | know to be true in their
original Latin American context, and that | believeto be'relevant for
at least some Eastern European countries. Others besides myself will
have to judge the extent of relevance, and the range of countriesto

which any one of these messages may apply.

Beforeturning to the specific messages, let mequickly review how
the main points made by Fred Bergsten and John Williamson stand
up when viewed against a Latin American backdrop. First, theidea
that the opening of the current account has a certain natural priority
over the opening of the capital account comes off with good marks.
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By this| mean that the preconditionsfor opening the current account
are fewer and less stringent than those for opening the capital
account, so that it iseasy for a country to have the first without the
second. | haveobserved hedlthy and useful parallel marketsin action
under such circumstances, demonstrating that capital does in fact
move even though not quite so freely as with a fully open capita
market. What the parale market does is partidly insulate the
country from the large drains of international reserves that might
occur under a fully open capital market in a fixed exchange rate
system. Alternatively, with aflexiblerate, it helpsinsulatethe trade
rate from fluctuationsthat often havelittleto do with the middle-to-
long-term alocation of resources as between tradable and non-
tradablegoods, which isthe main function of the rate for export and
import transactions.

| can also give the blessing of Latin American experience to
Bergsten and Williamson's second point, that the convertibility of
currenciesinto gold is not an issue on a par with the others we are
discussing. Uruguay isan interesting test case. There, in spiteof the
country's possessing what may betheworld's highest monetary gold
stock (in per capita terms), there is no seriousthought of areturnto
the gold standard.

Bergsten and Williamson's third point—that currency auctions
may be a good idea—strikes me as particularly promising for the
newly-emerging market economies of Eastern Europe. | draw the
anaogy here from magjor trade liberalizations that have taken place
in Latin America and elsewhere. Those who have studied such
liberalization processes most carefully have come to the conclusion
that three yearsis a very short—perhaps too short—time to move
from a system with very large and pervasive tradedistortionsto one
with only modest interferenceswith trade. Likewise, they concluded
that seven yearsisalong— perhapstoo long—time to accomplish the
transition. The main point is that the transition is too arduous to be
carried out in one big step, yet it is too important—too vitd —to be
stretched out indefinitely.

My own perception is that the economiesof Eastern Europe have
adapted to aset of pricesthat istremendoudy different from theone



Commentary 159

that will prevail when linkage to the world market is complete. The
task facing these economies is thus quite closely analogous to that
facing highly trade-distorted economies at the beginning of major
liberalization efforts. A well-designed auction systemisoneway for
such economiesto replicatethe successive stepsof acomprehensive
liberdization plan.

Theideaisthat, initially, the whole pricesystemisout of tunewith
world markets. To shift all a once to world market prices would
render nonviableany number —unfortunately an unknown, undeter-
mined number—of activities. Allowing firms to have access to
foreign exchange for imported raw materias, parts, and capital
goods—at a substantial premium over the nomina exchange rate—
constitutes the first important step toward harmonization with the
world market. As| seeit, the premium in the auction market might
start at, say, 100 percent over the regular exchange rate. Then, it
could move down by stepsto, say, 80 percent, then 60 percent, then
40 percent, and then 20 percent, and so forth. The timing of each
step could be determined in advance, or made contingent on the
consequencesaf the previousstep being adequately ** digested.-- The
important thing is that the interval between steps should not be so
long asto extend unduly the processaf full integration with theworld
market. It is my impression that some elementsof this system have
in fact played arolein the recent adaptiveeffortsof both Poland and
Czechoslovakia.

On Bergsten and Williamson's critical choice between big bang
and gradualism, | surprised even mysdf by, after considerable
thought, coming out in favor of both. My main point isthat big bang
is one scenario and gradualism is another, and that there are cir-
cumstances in which one might be called for and quite different
circumstances that point to the other. | should emphasize here that |
am talking about a country's using these strategies to overcome
magor distortions. And, coming from my Latin American back-
ground, | tend to think of inflation as being a core component of the
initial distortion package. The main message is that for'abig bang
towork, thefiscal and quasi-fiscal sourcesof inflationshould already
have been stopped. If major fiscal reform is part of the big bang
package, | prefer to seeitsfull effectsfirst, and only then take astep
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like moving to a fixed exchange rate. Fiscal reforms usudly take
much longer than planned, and rarely reach their full revenue
targets. This double dippage has caused the failure of countless
reform packages. Thisiswhy | feel prudencedictatesopposingabig
bang when magjor fiscal reformsare part of the package.

On the other hand, where there is no mgor fiscal problem,
including cases where an earlier such problem has by now been
solved, my major reason for opposing a big bang no longer exists,
and | might readily turn out, after studying the details of a case, to
favor one.

Latin American experience lies behind these judgments. Later |
will mention some failures, but for now let me note several cases
where very successful stabilization programs were implemented
following the gradualist route. These include (&) Chile, 1975-81,
where a 400 percent inflation was brought down to less than 10
percent over a six-year period. The exchange rate wasfixed only in
1979. (b) Brazil, 1964-73. Thiswasthe period in which the Brazilian
miracle got underway. After mgor policy reformsduring 1964-67,
there were six yearsof red growth averaging more than 10 percent
per year. At no point in this processdid the inflation rate get below
15 percent per year, and the normal exchange rate continued to
depreciate as the ""miracle’ proceeded. (c) Mexico today. The
present Mexican reforms and stabilization program are a true
economic policy landmark. Spanning the last years of the de la
Madrid presidency, together with the Salinas presidency to date, it
has covered virtualy every area of economic policy, yet without &'
discernible big bang.

The moral of the story is not only that economic reform can be
achieved by way of decisive programs spanning several years, but
also that we have on record numerous actual such cases. The
economic transformations of Taiwan, Korea, Spain, Greece, and
Indonesiaa so fit this mold.
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| now turn to some specific messages drawn from Latin American
experience. These are really more than messages—they are genuine
lessons of experiencein the Latin American setting that spawned
them. But for Eastern Europe | would say they are just messages
until their relevance has been established, their applicability con-
firmed. In the main, these messages deal with the Situation of an
ongoing inflationary process that we want somehow to bring under
control.

(1) The fiscal deficit must be the centerpiece of any inflation
control program. One cannot stabilize while having to print large
quantities of money to cover thefisca deficit.

(2) Itistheoverall public-sector fiscal deficit that matters, not just
that of the central government. Many countries—notably the
Dominican Republic—have managed to keep tight reins on their
central government's deficit, only to have a major inflation spring
from the deficits of their autonomous agencies and state-owned
enterprises.

(3) Most particularly, one must avoid resorting to tricks to hide
thedeficit: several Latin American governmentshavedeveloped real
skill in hiding deficitsby artful maneuvers. Thelatest trick—of major
importance in Costa Rica, Honduras, and Guatemala—consists of
transforming into central bank losses what would otherwise be a
fiscal deficit. From our point of view, this makes no difference at
al. Both end up being covered by the printing of money.

(4) One must take care to avoid seriously sgueezing the private
sector as a counterpoise to financing government deficits. The
Echeverria government in Mexico was a prime violator of this
precept: in its first three years it lifted the government's share of
consolidated banking system credit from 30 percent to nearly 70
percent. Private-sector credit obviously had to bear each successive
blow. At thetime, | noted it was "*highly unlikely** that in the next
three years the government's share of credit would go from 70
percent to 110 percent. Instead, a rampant inflation broke out. But
moreimportantly, think of the burden placed on later, more respon-
siblegovernments. They are saddled with the need to run vast fisca
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surpluses, smply to bring private-sector credit back to its original
70 percent share.

(5) Do not rely on seigniorage as a way of bringing about the
absorption of fiscal deficits by the banking system. This was the
theory behind the ill-fated Austral and Cruzado plansin Argentina
and Brazil, respectively. The ""dream™ in each case was that, with
stabilization, peoplewould want to hold more real cash balances. So
if onecould makethe people'* believein™ stabilization sufficiently,
they would willingly hold enough extra money so that the banking
system could finance the remaining deficit. This *"dream'* did not
work. Thefiscal deficit remained unsolved, the inflation continued,
and people soon reverted to their old habitsof holding low real cash
balancesin an inflationary situation. Prudence callsfor not basing a
major stabilization effort on such ingenuous **dreams."" The right
way to goisto attack thefiscal deficit directly, and firda—by raising
taxes and/or reducing expenditures. Leave out of the mainline
stabilization program once-and-for-all bonanzas like an increment
in seigniorage. Welcome the bonanzas when they come, but use
them, then, for some once-and-for-all purpose. For example, reduce
the debt of the government to the genera public or open up a new
trancheof credit to the privatesector. Or buy moreforeign exchange
reservesif they are needed. But do not—plesse do not—go through
elaboratepromisesof stability in order to talk the peopleinto holding
more cash, only then to defraud them by failing to come through
with the government's main part of the bargain—solving the fiscal
deficit.

(6) The above points, taken together, imply that the pace of
disinflation must be linked to the pace at which thefiscal deficitand
related gaps are first reduced, then finally, one hopes, closed.

(7) This means, in turn, that the fixing of the exchange rate must
wait until we no longer observe excessive monetary expansion.

(8) Evenif the problem of inflation has been overcome, the choice
of an exchange rate system should be conditioned on the likelihood
of aneed for real exchange rate adjustment. Many factors—notably
commodity price changes, trade liberalizations, and maor capital
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flows into or out of the country—can ater the equilibrium red
exchange rate. To give someexamplesof the power of capital flows
toinfluencetherea exchangerate, all themajor debt-crisiscountries
of Latin America—Argentina, Brazil, Chile, Mexico, Peru,
Venezuela, and Uruguay —experienced mgjor real exchange rate
appreciationswhen the big inflows occurred, and all had to suffer
massive real exchange rate depreciationswhen the crunch came and
the inflows stopped. Each of these countriesended up experiencing
aswing of afactor of two or morein the red exchange rate, over a
period of just two or three years.

(9) One must bear in mind that a mgor function of the real
exchangerateisto guidetheallocation of resourcesamongindustries
and activities producing importable, exportable, and nontradable
goods and services. In the Latin American experience, economies
that have become grossy distorted also have histories of erratic
movementsin thereal exchangerate. Nobody confidesin thesignals
it gives. When this is the case it adds a new challenge to economic
policy—not only to see to it that the real exchange rate signals
received by the public are good ones (reflectingfundamental market
forces) but also establishing enough credibility so that economic
agents are willing to commit their capital for five, 10, 15, even 20
yearsin response to these real exchange rate signals.

(10) This leadsto policiesin which the authoritiestry to keep the
real exchangerateonatrack that givessound signalsfor the medium
and long run. The champion in this regard is Brazil from 1968 to
1979 (a much better era than the present one). During that period,
the Brazilian real exchange rate (as defined and measured by the
authorities) was kept virtually constant, staying in arange of plusor
minus 5 percent. This is the closest example that | know of, of a
country followinga"*clean crawling peg™ policy. Morecommon is
a'"dirty crawling peg'" policy in which the authoritiesset an initial
target range for the real exchange rate, but then allow that range to
be modified as events unfold. The smplest basis of modificationis
that when international reserves accumulate too much or too fast,
the real exchangerateisallowed to appreciate, and that when major
reservedrains start to occur it is alowed to depreciate. Thistype of
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policy has been followed with great successin Chilesince 1985, in
Colombiafor many years, and also, | understand, in Korea.

(11) Obvioudy, one cannot pursue a policy in which the real
exchangerateisto some degreeatarget variable unless one hassome
additional policy instrument to use as a balance wheel. When the
Braziliansinstituted their real exchangerate policy, they set therate
at a level which would stimulate exports. Then, as reserves began
to accumulate, they liberalized imports in successive steps, to the
applause of most economists. There was much less applause later
when, after the 1973-74 ol crisis, they put import restrictions back
on in order to avoid aloss of reserves.

Thus, one balance-wheel instrument has been import restrictions.
Another can be—and was in the Brazilian case for a time—interna-
tional reserves themselves. When large increments of reservesare
desired, and at the same time a steady real exchangerate signal is
wanted for exports, one can set the real exchange rate target with
export stimulationin mind, and then accept a varying pace of reserve
accumulation, depending on the shifts and swingsof the underlying
supply and demand for foreign exchange.

A third way of maintainingthe real exchange rate within adesired
band is to vary the rate at which foreign debt is being pad (or
repurchased). This is the device used by Chile in the last severa
years. The amount of private foreign debt which was alowed to be
repatriated in any given period was determined in such a way as to
keep the equilibrium exchange rate in the desired range. (Repatria-
tion rights were allocated by periodic auctions.) Repayment of the
foreign debt of thegovernment can also be used asthe balancewhesl,
with debt repayment being speeded up when reserves tend to ac-
cumulate and slowed down when reserves begin to fall. Here one
must be careful to seeto it that the money to buy thedollarsfor debt
repayment comes from some ""red"" source, like taxes or public
utility rates, and is not just newly printed for the purpose of buying
dollars.

(12) The preceding pointsgive some of the reasonswhy long-term
observersof the Latin American scene tend to think in terms of a
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sort of hierarchy of exchange rate systems. In this hierarchy, the
system one chooses is contingent upon the underlying circumstan-
ces. A country with zero or negativereservesusudly haslittlechoice
beyond afairly clean float. With relatively modest reserves, adirty
float is possible, entailing intervention to smooth out extreme fluc-
tuations stemming from causes known to be transitory. With a ill
higher level of reserves, it ispossibleto contemplateadirty crawling
peg, aspursued in Colombiaand Chile(seepoint | 1). Aneven higher
level of reservesisin general necessary to maintain in working order
a successful fixed exchange rate system. Note that this hierarchy
does not imply a normative ordering; it smply delinestes the cir-
cumstances in which it makes sense to contemplate implementing
one or another system.

(13) In particular, | haveastrong affinity for afixed exchangerate
system, so long asthe country in question hasthe capability of imple-
menting it and meets its other preconditions. The Central American
countries as a whole were virtual models of fixed exchange rate
management during the 1960s and early 1970s, they also enjoyed
great economic progress during this period. Mexico in the period
from 1955 to 1970 or so was another modd worthy of emulation.

(14) In conclusion, I must emphasize that in none of the above
discussion of exchange rate issues have | broached the issue of
nonconvertibility for current account transactions. Latin American
experience leads me to believe that there is dways available an
exchange rate system that will permit such convertibility. | believe
the lesson from the Latin American experience is that maintaining
convertibility (at least on current account) should take precedence
over loyalty to any given exchange rate system.
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Leonhard Gleske

Last year we discussed here in Jackson Hole, at the invitation of
the Federal Reserve Bank of KansasCity, "*Monetary Policy Issues
inthe 1990s."* Hardly anyone would haveimagined at that timethat,
among these monetary policy issues, the subject we are discussing
now would have gained such importance. It ssemsto meagood sign
of flexibility of our host to make** Central Banking Issuesin Emerg-
ing Market-Oriented Economies™ the subject of this year's con-
ference. We are grateful for that.

The economiesin Central and Eastern Europe are in the midst of
a multi-tier and lengthy process of difficult restructuring. As has
been noted recently, the transition from a capitalist to a socialist
economic system has been described in many books, but there is no
book availablethat might be used as a guide aong the path from a
socialist economy to a free market economy. Reading, for instance,
Schumpeter'sfamousbook, Capitalism, Socialism,and Democracy,
backwards would perhaps not provide sufficient guidance.

Reforming the monetary and financia systems, and thus aso
internal and external monetary policies, is an important part of the
set of reforms required.

Internal monetary stability isavital prerequisitefor the successof
these reforms; the convertibility of currencies must be one of its
magor goals. The restructuring of the financial and banking system
is an important precondition for an efficient conduct of monetary
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policy and a well-functioning resource alocation. As President
Corrigan sad this morning, ""Of all of the elements of structural
reform that are necessary in the transition from a centrally planned
and controlled economy to a market economy, none is of greater
importance than the reform of the banking and financia system."*

In my following remarks, | want to focusfirst on monetary policy,
not so much on its instruments and procedures, but mainly on its
main tasks in the restructuring process and on the question that
played in yesterday's discussion a certain, but perhaps not the full,
role it deserves, namely what should be the relationship between an
anti-inflationary policy which is oriented to the short term and
structural policy whichis geared to the medium and long term?

| am glad that in his luncheon address the Finance Minister of
Czechoslovakia, Vaclav Klaus, dealt with thisimportant question.

And secondly, if time allows, | want to add a few remarks as to
the convertibility question.

Ashasaready been said in our discussion, pricesin afree market
economy have thetask of coordinating individual economic plans,
and thus of steering production and distribution without friction via
the market. But pricesare only capable of fulfilling thistask if they
indicate the relative scarcity of resources as precisely as possible.
Past experience in many countries has taught us that thisis achieved
best on the basisof stable overall pricelevels, but flexibleindividual
prices. Inflationary processes distort the price relationshipsand call
their market steering function into question. They lead to a misal-
location of resources and impede the smooth operation of a market
economy. | cannot but underline what the Governor of the Bank of
Canada, John Crow, said in his presentation: **Monetary stability is
essential if market signals are going to be interpreted efficiently.”

Thisisalesson we should share with our friends from the Central
and Eastern European countries' central banks, even if not all of us
haveresolved our inflation problem. Therefore, | can't goalong with
the suggestion | understood yesterday in a contribution to our
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discussion, that Western central bankers should, for this reason, be
careful in giving advicefor a strong anti-inflationary policy.

The monetary order and thus, of course, also interna and external
monetary policies, play avita rolein modern market economies. In
the case of centraly planned supplies of goods, by contrast, their
importance isminor. In acentrally planned economy, money enters
the process only when the actual planning decisions have aready
been made. Pricesare themselves'* planned™ rather than servingan
allocationfunction. Planned pricesare used only to annex amonetary
planning system to the system of planned supplies of goods.
Wherever economic processes are controlled centrally, the steering
functionsof monetary policy decisionsand the money economy itself
are merely subsidiary in character.

The transtion from a centraly controlled and administered
economy to a system governed by market prices therefore also
changes the role played by internal and external monetary policy.
The functioning of a free market economy depends quite consider-
ably on the active role played by monetary policy, in particular, a
monetary policy oriented to the goal of keeping the value of money
stable. The transition from a centrally planned economy to a market
economy must thereforebe accompanied right from the outset by the
will to avoid inflationary processes or to curb them wherever they
arealegacy of the past. Internal and external monetary policies—as
wel| asfiscal and economic policies—which areall geared to stability
are a vital general prerequisitefor the success of the restructuring
process.

In the longer run, domestic monetary stability isalso a necessary,
but not a sufficient, preconditionfor real growth. This brings me to
the other aspect of monetary policy that Centra and Eastern
European countriesare confronted with during the transition period.
One can, as one participant in the discussion yesterday did, call it
the "*microeconomic or supply-side’ aspect of inflation. Indeed, a
stability-oriented monetary policy faces considerable problems
during the transition period.
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These problemsarise from the fact that the structural reshaping of
economies only proceeds dowly. Monetary policy is thus still con-
fronted—in the economy in general, and in the banking sector, its
actual field of operations, in particular —with structuresand behavior
patternsthat go back to thetimeof central planning. Thisgivesrise,
as | said before, to the question of what the relationship should be
between stabilization policy and structural policy.

Countriesthat set out along the road from a centrally administered
economy to a market economy often learn that prices rise markedly
as soon as they are decontrolled and as soon as subsidies are
dismantled. It would certainly be wrong to view this exclusively as
a monetary problem and to attempt to combat it solely with the aid
of arestrictive monetary policy. It istruethat themonetary overhang
often existing at the beginning of the reform process has adverse
effects. In somecountries, such as Poland, theinflationary processes
initiated in the past have to be brought to a hat. But even a the
beginning of the reform process, structural factors have an effect on
the supply side because alowing prices to be set freely initiates a
process in which the price relations are adjusted, in the long run, to
the conditions prevailing in the world markets. For a number of
reasons, which are rooted deep in society and historically established
behavior patterns, thisleads to increases in the level of prices.

The large enterprises ill in government ownership are charac-
teristic of many countrieswith a monopolistic pricing policy; there
is a lack of competition. It can often be observed that enterprises
continue to adhere to the habit of relying on the government when
planning their production and sales, and when calculating their
prices; that the government will intervene when losses and un-
employment threaten is regarded as certain. In some countries
"unholy aliances'™ have been established in which employees,
managers, and local politicians jointly bring pressure to bear to
ensure that the government does what it has aways done, namely
bail out enterprisesthat get into trouble. This does not necessarily
demand effortsaf one's own. The popul ationoften cannot accept the
higher incomesand profitsthat result from individual effortsand that
might increase supply; this has a demotivating effect.
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To put it briefly, producing efficiently for a market governed by
competitionisamatter that isasyet not very well understood; it must
still be learned. The avoidance of price increases thereforerequires
this educational processto be initiated rapidly and then to be accel-
erated. The battle against inflation may thus not be restricted to
monetary measures. Stabilization policy must go hand-in-hand with
structural policy measures on which specia emphasis must be
placed.

In this context, some basic facts about society and industry must
be taken into consideration, namely

—the speed at which economic agentsare capabl e of
learning differs. In countriesin which the population
has become used to central planning and which have been
strictly isolated from the global economy, competition,
behavior patternsoriented to market requirements, and
cost-consciousness will probably develop only slowly;

—the countriesinvolved are poor. In particular, thereisalack
of capital resources. Asa result of unresolved ownership
problems and on account of the lack of a properly function-
ing banking system, the capital formation process, as well
as the alocation process, is proceeding only slowly.
Foreign capital made available at the terms and conditions
granted internationally and under the rulesof the interna-
tional community could fill a gap and have a major impact
here. Its provision, however, is often not wanted because
there are unfounded fears about ** excessiveforeign influ-
ence'" and a""sdl-out.”’

Itisquiteclear what all thismeansfor structural policy: it must be
aimed single-mindedly at improving supplies. If thisisdone, it also
has anti-inflationary effects and thereby eases the pressure on the
monetary stabilization policy.

But stabilization policy can influence, even accelerate, the re-ed-
ucation of economic agents. It is capable of imposing sanctions on
unwanted behavior. To be sure, when theinternal monetary policy
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pursued isrestrictive, high interest ratesand alack of liquidity often
mean the end of enterprises which are incapable of supplying the
products a market demands at appropriate prices, but they aso
provide a strong incentive to accelerate the enterprises adjustment
to market conditions and to change their own behavior. In this
respect, stabilization policy goes hand-in-hand with a supply-side
oriented structural policy.

The question here, however, is how restrictive monetary policy
should be in this policy mix. Should it be a shock therapy or rather
astep-by-stepapproach, that is, gradualism?Thereis no easy answer
to this question. Depending on the initial situation, it requires
pragmatic solutionsthat differ from both country to country and time
to time. In my view, it isclear, however, thet it is vital, especialy
after the disappointing results achieved in the past, for monetary
policy to be geared consistently toward stability at the beginning of
the reform process when many old conditions must be destroyed and
many traditional behavior patterns must be given up. Or, as Paul
Volcker put it in his keynote speech: Given the kind of inflation in
the transition period, central banks have to be tough.

Let me now add a few comments on the convertibility of the
currenciesof the CMEA countriesin the former Eastern Bloc.

All the efforts undertaken in the past to make CMEA currencies
convertible have always become stuck at the very beginning. In
centrally planned and administered economies the centralization of
foreign exchange transactions and the inconvertibility of currencies
are indissolubly interlinked. **It is quite natural for command
economists to oppose convertibility because it would destroy their
pre-planned economic programmes.’’1

The economic reforms in the Central and Eastern European
countriesand the transition envisaged in these reform movementsto
afree market economy are now al so creating better prospectsfor the
implementation of the old goal of convertibility.

| fully agree with Bergsten and Williamson that Eastern and
Central European countrieswould be well advised, in pursuing this
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old goal of convertibility, to focus their efforts on the achievement
of current account convertibility. Combined with a regime of free
trade, it would be a decisive step in the opening up of domestic
markets to the world market. 1t would contribute to creating com-
petition in domestic markets as wdl as to a realistic structure of
prices. | aso agreethat capital account convertibility does not merit
asmilar priority, but | would not ook at thisextended convertibility
‘‘as aluxury to be delayed until reconstruction has been achieved."

Here | agree fully with Andrew Crockett when he made his
commentsin the convertibility discussion. At least convertibility for
foreign investorsshould be established much earlier. A spontaneous
import of private capital could become a valuable element in the
reconstruction of Eastern economies, but would not come about in
a sufficient degree as long as foreign investors see the one or the
other currency as a mousetrap currency.

Ultimately, however, the convertibility of a currency and its
maintenance are the result of domestic monetary, fiscal, and
economic policies. Inthisrespect, it makes no big differencewhether
a country chooses a fixed exchange rate as an anchor of stability or
a flexible exchange rate, provided the policy is geared to keep it, at
least in real terms, as stable as possible. Convertibility in its widest
sense, however, can only be achieved if policiesgeared primarily to
internal stability alow stable balancesof paymentsto be expected.

This does not preclude a wider convertibility also for residents,
for instance, on a "*free market'" that is separate from the officia
market. President Baka has just explained the Polish experience in
which residents may buy and sell foreign exchangeon a free market
without restrictions. Up to the end of last year, the exchange rates
on this free market in Poland were far higher than those officially
fixed. Temporarily, they were even a multiple of these officia
exchangerates, asign of thelack of confidencein the government's
monetary and economic policies. Following a substantial deprecia-
tion of the official exchange rate and a stability-oriented monetary
policy, the two rates have hardly differed since the beginning of this
year. The depreciation expectations resulting from past experience,
expectations which are certainly understandable, have disappeared.
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A market split in thismanner may even be useful becausethetrend
of the free exchange rate and the extent to which it differs from the
official exchange rate can be regarded as an indicator both of the
credibility of the economic and monetary policies pursued by a
country and of the seriousness of its effortsto reform the economy.
Split markets can therefore make sense for a transitiona period.
Domestic economic and monetary policies must ensure, however,
that the** free"" exchangeratesdo not divergetoo markedly from the
official rate. This, too, isan element of building up confidence.

In thelong run, however, thegoa should beto bring the ratesinto
line with one another, but this presupposes stable baances of pay-
ments. It need by no means preclude current account deficits if
appropriate spontaneousimports of capital occur, imports on which
the Central and Eastern European countriesare dependent asa result
of thelag in their economic devel opment.

The prerequisites for achieving this must be created. One of the
prerequisites is the pursuit of internal economic and monetary
policiesthat also create confidence at home and abroad. Another is
ensuring that foreign investors are certain of being able to dispose
freely of earnings, profits and capital through unrestricted transfers
abroad.

All this must be achieved as soon as possible in conjunction with
the payments involved in capital transactions. The balance of pay-
ments risks would be limited and tolerable if the prerequisites
mentioned earlier, namely economicand financial policiesthat build
up confidence both at home and abroad, are given. Thisis the task
faced by al Central and Eastern European countries.
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Alan Greenspan

Being the last one on the program after two days of extended
discussions, | am ailmost inclined to say | agree with everything that
has been said and then sit down. However, what | intend to do is
basicaly try to review some of the broader aspects with which we
are confronted in this period of transition. \

| would liketo begin wherel think the beginning is, namely to try
to get some judgments about the nature of centraly planned
economies and their financia structure and how that compares with
a financial system that is market based. In one sense, the extreme
version of centrally planned economies has no financial system. It
has no prices, it has no money, it has no valuesas such. Therefore,
thereis no need for any financial structureto implement the alloca-
tion of resources.

Thistheoretical constructisinfact thebasisof what wehave seen
in Eastern Europe over most of the post World War 1I period. In
such an economy, the allocation of resourceslargely replicates the
value systems of the leadersof the society, whether it be through a
detailed physica input-output system or in a somewhat arbitrary
manner. But in principle, if oneisbasically constructing a vector of
demands that are thought to be the appropriate end result of the
choicesby |leaders, one can mechanically calculate precisely what is
required to produce the desired outcome. We need so many tons of
heat-treatable aluminum plate, for example, to make so many MIG-
29s. Or we need a certain physical amount of steel I-beamsto build
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certain bridges. But as Andrew Crockett pointed out earlier, in this
type of system, finance does not drive the alocation process and
indeed it has got very little purposeto it.

Now as a practical matter, it isfairly clear that this pure centrally
planned system cannot work, has never worked, and infact hasreally
never been fully implemented. The obvious reasons are those which
would have been discussedin many texts, over many years, and over
many generations. Nonetheless, a version of the system with many
of itsproblemshasexistedin the post World War II period in Eastern
Europe, and throughout its history, until very recently, in the
U S S R There are financia ingtitutions, banks and a number of
savingsassociations, and thereare quasi-financia organizations. But
their essential purposeis not to facilitate the allocation of goods and
servicesthat comprise a market economy.

Instead of using a physical materialsvector imposed by theleader-
ship of the society, a market economy usesthe value preferencesof
the society to allocate resources. Weare, of course, all familiar with
how those value preferences, working through thefinancial system,
alocate goods and services in a way which we presume to be
optimally efficient.

But this is obvioudly not the purpose of finance in a centraly
planned economy. Basicaly, the purpose is bookkeeping.The sole
purposeof pricesand financial claimsin many of thesesocietiesuntil
recently has been only peripheraly to alocate or ration resources.
When there are inadequate goods or materials, queueing does the
allocation, thereby reconciling the production of goods and services
with their consumption. Banks are essentialy bookkeeping organ-
izations which accept deposits and extend credit to government
enterprisesas part of thecentrally planned alocation process. Under
those conditions, you really do not have any particular purpose for
financia institutionsother than the typesof financia **monobanks™
which existed. Merely constructing them in that context adds very
little to the system.

As Paul Volcker pointed out yesterday, the centrally planned
economies did not until very recently exhibit any significant infla-
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tionary processes. As many of the contemporary practitionersare
now becoming acutely aware, such a systemis biased fundamentally
toward inflation since credit is not extended according to produc-
tivity criteriain a market sense, and competitionis explicitly disal-
lowed in these systems.

You end up with a very clear need for a financial system as you
movefrom central planning to a market system. What we have heard
in the last two daysfrom our Western colleagues, our new Eastern
colleagues, and those who have been practicing the art for a number
of yearsis a general awareness of how this process is starting to
function in practice. What we are observing is the evolution of a
market system, as you begin to get thealocation processincreasing-
ly moving away from central planning toward market-based proces-
ses. As these market-based processes proliferate, the need for
financial elements begins to emerge. You will begin to get not only
commercia banks but also securities organizations and insurance
companiesof the Westerntype. Y ou will also begin to get the whole
panoply of various different financia instruments which evolve in
our market economiesasinstrumentsto assist in theefficiency of the
alocation process that a competitive market system tends to
generate.

When one looks at this overall process, it becomes increasingly
clear why commercial banking arose as market economies themsel-
ves evolved. In the contemporary as well as in the ,historiccontext,
banks have a crucial credit rationing and resourceallocation role, as
Jerry Corrigan pointed out in hisvery thoughtful paper earlier today.

The crucia question for market economies, and increasingly for
the Central and East European economiesas well, ishow do we know
the commercial banks are doing it right? And here, we do have a
test. Excluding subsidies to the commercial,banking system, of
which regrettably there are many, the ultimate determination of
whether or not the commercial banking system is contributing to
efficient alocation in a manner which creates wedth is the
profitability of the ingtitution. (Remember, | am stipulating there
must be adjustment for the various subsidies which are in the
system.)'It isclear that in the underlying intermediation process by
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commercial banks, what they basically do isto try to augment what
the ssimple market model is producing.

Thesimple market model isonein whichthereisno intermediation
process, no commercia banks, and no financia intermediaries. All
savingsgodirectly into investment, and the savershold direct claims
on thoseinvestments. What onefindsin that typeof activity isared
interest rate that is clearly higher than that which exists in an
economy in which significant and effective intermediation exists.
And the reason that occurs, of course, is that the commercial bank
intermediation process involves the accumulation of a variety of
investments in a manner in which diversification reduces the basic
risk in the total portfolio relative to the individua items. Accord-
ingly, a claim against that portfolio can be offered to depositors at
rates below theaveragerateon thetotal investment portfolio. To the
extent that thecommercial bank isabletodothat, itisclearly creating
a risk reduction service to the economy as a whole. That service
reduces redl interest rates, increases investment, improves produc-
tivity, and raises standards of living. Thecrucial questioniswhether
the commercia bank is able to sell claims against its portfolio at
interest rates sufficiently below the averageyield on the portfolioto
cover not only the costs of banking services, but also the imputed
cost of equity capital, which is a necessary part of the evaluation.

Intheory, | think theissueisvery clear cut. If thecommercia bank
is profitable, it is creating value, it is creating wealth, and it is
improving efficiency. If it is not profitable, it basically should be
disbanded. The problem here, obvioudly, is that even in the United
States, where we have a generally free banking system, there are
still significant subsidies. Those subsidies, which result from our
safety net, distort the evaluation process. Much the sameistruein
Europe and the Far East. And | should hope that our colleagueswho
are congtructing these organizations in the newly-emerging
economies try to avoid some of the mistakes that | think we have
tended to make. | will come back to thisissue in a moment.

As was indicated earlier today, central banking evolved from
commercial banking. The basic function that created the potential
valueof central bankswastheir ability to assist thecommercial banks
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in maximizing value added by intermediation, thereby creating
wealth. A central bank does this by liquefying illiquid assets of
commercial banks, or in certain instances, of other financia institu-
tions. What is happening when we open the discount window and
createloansisthat we effectively are enabling a commercial bank—
or in some rare instances, another type of financial ingitution—to
convert along-term claim to a demand claim.

The ability to have that service available enables commercial
banking to be far more effective. Asaresult, the service contributed
by thecentral bank hasan economicvaluein thetotal market system.
In some instances, thefeethat is charged for that serviceis close to
itsimplied market value. In others, suchasin the United Stateswhere
our discount rateis bdow market rates, at least for those individual
transactions, there is a subsidy--athoughthere is a long argument
that we can make about offsetting elements involved in reserve
requirements and the like, which make the net subsidy something
less. But the point at issue is that the service of enhancing liquidity
iswhat iscrucial to commercia banking and was the mgjor element,
and indeed continues to be one of the most important elements,
involved in what central banks do.

The issue of the central bank creating inflation, | think, requires
breaking down this problem in somewhat more detail. | think it is
fairly clear that when we had central banks under a gold standard,
theissueof inflationdid not cometo theforeasaproblem. Basically,
gold pointsand a variety of other mechanisms essentialy restricted
the credit creation of the financia system and regulated through
international gold flowstheextent to which inflation could take hold.
However, with contemporary central banking, domestic currencies
are accorded value by fiat. It has thus fallen on central banks to
preservethevaueof thedomesticcurrency directly rather than being
able to look to automatic processes. As Allan Meltzer pointed out
yesterday, however, there are innumerable such ingtitutional arran-
gements throughout the world in which a "*gold standard without
gold,” as he put it, can thoroughly function. And in such instances,
| would suspect the inflation problem that we often associate with
central banksis not something which we are particularly concerned
about.
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Obviously, alsoimplicitin the monetary functionsof central banks
are the supervisory functions and oversight of at least part of the
payments system, as well as a number of other collateral functions.
Theissue, however, that isimportant for usin the West to communi-
cate to our colleaguesin the East is that there is no single Western
central bank model that is necessarily the one that we would recom-
mend they follow. More importantly, merely because we have had
what by all measuresis a successful financial system, we should not
presume that, therefore, the process by which the ingtitutions all
evolved wereideal and not subject to improvement. In fact, we have
constructed innumerableingtitutions which are less than efficient in
the sense of maximizing the value of intermediation. We in the
United States have constructed numerous specialized institutions--
banks, for example, that are unduly involved in agricultural credit
only, or savings and loan ingtitutions whose portfolios have been
historically very heavily in fixed-ratemortgages. Thesespecialized
institutions essentially violate the principle that what a commercial
bank should do isto creatediversification and in the process, reduce
risk, thereby adding value in the financia servicesarea.

Finaly, let me just say that | 'suspect the mgjor problem which
confronts our Eastern colleagues in the construction of market
economies—and, specificaly, of commercial and central banking
institutionswhich are structurally supportive of those economies—is
a fundamental issuethat | guess one must term ideological. | think
itisfairly clear that market economieshave created practical success
and are by al evidence clearly superior to centraly planned
economies. What is not clear isthat the value systemsof the Eastern
European societies have aso shifted. Competition, profit, specula-
tion, and entrepreneurshipgeneraly are still pejorative termsin the
East and, regrettably, also in a number of areasin the West. | think
an essential element in theevolution of market economiesin the East
is going to have to be a mgjor education effort. At lunch yesterday,
Vaclav Klaus madeit clear that time cannot come too soon.



The Attendees

WAYNE D. ANGELL

Governor

Board of Governorsof the
Federal Reserve System

PASCAL ARNAUD
Economic and Financial Adviser
European Community Delegation

STEPHEN H. AXILROD
Vice Chairman
Nikko Securities Internationa

ANDRE BASCOUL

Deputy Manager

Bank for Internationa
Settlements

JACK BEEBE
Senior Vice President and
Director of Research
Federal Reserve Bank
of San Francisco

JOHN BERRY
Washington Post

ROBERT P. BLACK

President

Federal Reserve Bank
of Richmond

ROBERT H. BOYKIN
President
Federal Reserve Bank of Dallas

LAWRENCE BRAINARD
Senior Vice President
Bankers Trust Company

ALFRED J. BROADDUS, JR.
Senior Vice President and
Director of Research
Federal Reserve Bank
of Richmond

ARIEL BUIRA
Director
Banco de Mexico

CHARLES BURCK
Fortune Magazine

ROBERT CHANDROSS
Vice President and

Chief Economist
Lloyd's Bank

JOHN COCHRAN
President
Norwest Bank Nebraska, NA

JOSEPH R. COYNE

Assistant to the Board

Board of Governorsof the
Federal Reserve System

CLIVE CROOK

Economics Editor
The Economist



SAM Y. CROSS
Executive Vice President
Federa Reserve Bank

of New York

HENRY R. CZERWINSKI
First Vice President
Federal Reserve Bank

of Kansas City

J. DEWEY DAANE

Frank K. Houston Professor
of Finance, Emeritus

Vanderbilt University

MICHAEL R. DARBY
Undersecretary for

Economic Affairs
U.S. Department of Commerce

RICHARD G. DAVIS
Senior Vice President and
Director of Research
Federa Reserve Bank

of New York

THOMASE. DAVIS
Senior Vice President and
Director of Research
Federal Reserve Bank

of Kansas City

RIMMER DE VRIES

Senior Vice President

Morgan Guaranty Trust
Company

MAURICE F. DOYLE
Governor
Central Bank of Ireland

NORMAN FIELEKE
Vice President
Federal Reserve Bank of Boston

Attendees

STANLEY FISCHER
Vice President and

Chief Economist
The World Bank

ROGER GUFFEY

President

Federal Reserve Bank
of Kansas City

CRAIG HAKKIO

Assistant Vice President
and Economist

Federal Reserve Bank
of Kansas City

DAVID D. HALE

First Vice President and
Chief Economist

Kemper Financia Services

BRYON HIGGINS
Vice President and Associate
Director of Research
Federal Reserve Bank
of Kansas City

RICHARD B. HOEY
Managing Director
Barclays de Zoete Wedd

W. LEE HOSKINS

President

Federa Reserve Bank
of Cleveland

DAVID HOWARD

Deputy Associate Director

Board of Governors of the
Federal Reserve System

JERRY JORDAN

Senior Vice President and
Chief Economist

First Interstate Bancorp



Attendees

SILAS KEEHN
President
Federal Reserve Bank of Chicago

EDWARD W. KELLEY, JR.

Governor

Board of Governors of the
Federal Reserve System

DAVID M. KEMME
Ingtitute for East/West
Security Studies

MICHAEL KERAN

Vice President and Chief
Economist

Prudential Insurance Company

HAN EUNG KIM
Director, Statistics Department
The Bank of Korea

DAVID KLEIN

Senior Director, Monetary
Operations and Exchange
Control

Bank of Israel

REINER KONIG

Deputy Director, Research
Department

Deutsche Bundesbank

THOMAS LACHS
Director
Austrian National Bank

EDWARD LADD
Chairman
Standish, Ayer, and Wood

JOHN F. LAKER
Chief Manager
Reserve Bank of Australia

MARIE HENRIETTE
LAMBERT

Head of Research

National Bank of Belgium

DAVID LINDSEY

Deputy Director

Board of Governors of the
Federal Reserve System

BRUCE K. MacLAURY
President
The Brookings Institution

LAWRENCE MALKIN
International Herald Tribune

MICHAEL MARRESE
Professor of Economics
Northwestern University

RICHARD MIKKELSEN
Member of the Board

of Governors
Danmarks Nationalbank

OLEG V. MOZHAISKOV
Member of the Board
State Bank of the U.S.S.R.

ALAN MURRAY
Wall Street Journa

SCOTT E. PARDEE

Chairman

Yamaichi Internationa
(America), Inc.

JAMES RISEN
Los Angeles Times

NORMAN ROBERTSON

Senior Vice President and Chief
Economist

Mellon Bank, NA



HARVEY ROSENBLUM
Senior Vice President

and Director of Research
Federal Reserve Bank of Dallas

MASSIMO RUSSO
Director, European Department
International Monetary Fund

LEONARD SANTOW
Managing Director
Griggs and Santow, Inc.

KARL A. SCHELD

Senior Vice President and
Director of Research

Federal Reserve Bank of Chicago

FRANCISH. SCHOTT

Vice President and Chief
Economist

Equitable Life Assurance

HORST SCHULMANN
Managing Director
Instituteof International Finance

GORDON SELLON
Assistant Vice President and
Economist
Federal Reserve Bank
of Kansas City

HERMOD SKANLAND
Governor
Norges Bank

ERNEST STERN
Senior Vice President, Finance
The World Bank

YOSHIO SUZUKI
Vice Chairman of the Board
of Councilors
Nomura Research Institute, Ltd.

RICHARD F. SYRON
President
Federal Reserve Bank of Boston

ISTVAN SZALKAI

International Training Center
for Bankers

Budapest, Hungary

KIYOSHI TERAMOTO
Adviser to the Governor
The Bank of Japan

EDWIN M. TRUMAN

Staff Director

Board of Governorsof the
Federal Reserve System

SHEILA TSCHINKEL

Senior Vice President and
Director of Research

Federal Reserve Bank of Atlanta

LOU UCHITELLE
Economics Writer
New York Times

EUGENE ULJANOV
Bank for Foreign Economic
Affairs of the U.S.S.R.

ALAN WALTERS

Economic Adviser

American International Group,
Inc.

STUART E. WEINER
Assistant Vice President and
Economist
Federal Reserve Bank
of Kansas City

A.H.E.M. WELLINK
Executive Director
De Nederlandsche Bank N.V.



Attendees

WILLIAM WHITE ZHANG ZHIXIANG

Deputy Governor Alternate Executive Director
Bank of Canada International Monetary Fund
YUTAKA YAMAGUCHI SEYMOUR ZUCKER
Chief Representative in the Business Week

Americas
Bank of Japan

SALVATORE ZECCHINI

Director, Center for Cooperation
with European Economies
in Transition

Organization for Economic
Cooperation and Development



Symposium Series

Federal Reserve Bank of Kansas City
Symposium Series
For a free copy of the proceedings of this symposium, or any of
the Bank's previous symposiumslisted below, write the Public Affairs
Department, Federal Reserve Bank of Kansas City, 925 Grand
Avenue, Kansas City, Missouri 64198-0001.

[ Central Banking Issuesin Emerging Market-Oriented Economies
(1990)

[0 Monetary Policy Issues in the 1990s (1989)

O Financial Market Volatility (1 988)

[0 Restructuring The Financia System (1987)

[ Debt, Financia Stability, and Public Policy (1986)

[J Competing in the World Marketplace: The Challengefor American
Agriculture (1985)

[ The U.S. Dollar— Recent Developments, Outlook, and Policy
Options (1985)

[ Price Stahility and Public Policy (1984)

O Industrial Change and Public Policy (1983)

[ Monetary Policy Issues in the 1980s (1982)

[ Modeling Agriculture for Policy Analysis in the 1980s (1981)
O Future Sources of Loanable Fundsfor Agricultural Banks (1 980)

00 Western Water Resources: Coming Problems and the Policy
Alternatives (1979)

[ World Agricultural Trade: The Potential for Growth (1978)









