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For Europe, the United Statesisthedominanteconomy in international
trade, today moresoagainthaninthedecaded reatively highinflationin
the U.S. At thesametime, Americaneconomistshavegoneto thefront of
international economic theory, a lead that we admire greetly, even if at
timeswith someskepticism.

As a central bank practitioner from a European country, and given
what | havejust said, thereisa particular challengefor mein dealingfrom
an international perspectivewith thesubject of thissymposiuminalunch-
eonaddress. It isnot only thetopicthat isthe challenge, it istheluncheon
too, and | am sure my speech isonly going to beableto spail itshigh qual-
ity. What | am ableto say on thetopicdf pricestability isof necessity col-
ored by the experience d central bank policy and practice in my own
country and certainly cannot serve to attempt generdly vaid answersto
questionsthat arethesubject of academiccontroversy. What | want todo
on thisoccasion might beseen asa modest attempt to describefor youina
typedt shortened tourd'horizonwhat ideas have been taking shapein my
country's central bank on somedf thisconference's main topics.

This morning, great academic seriousness has been used to treat the
questionsd the causes of inflation and the costlbenefit andysisd price
stabilization policy. In recent times, economictheory hasagain been con-
cerning itself more strongly with these questions. A short time ago, they
were dedlt with in aseminar of European professorsat the Bundesbank,
too. These subjects constitute a continuous challenge for every central
bank practitioner. Many inflation theoriststend to reproach monetary po-
licymakersfor pursuingambitiousstability policy goas™at any price” | do
not want to deny thefact that the Deutsche Bundesbank is to be counted
among those central banks that have aways given the economic policy
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god of price stability priority in their considerations. In fact, right from
the beginning, the Bundesbank understood its role to include defending
thegod o pricestability against dl comersand actively popularizing this
god by the spoken word and in print.

The Bundesbank hasastyledf argumentin publicthat, interalia, would
agreewith thecomment of oned itsown presidents.'In thelong run, an
economy cannot have'just alittleinflation: for if you start flirting with
inflation, it will end up marrying you" (Emminger).So we in the Bundes
bank never serioudy entertained the previoudy popular ideathat acertain
amount of creepinginflationwashelpful or necessary for steady economic
growth. Inthesameway, the Bundesbank hasawaysbeen publicly against
theidead makinglifeunder inflation eesier, asindexationadvocatessay it
would be, by indexing taxes, interest rates, and wagesand goodscontracts.
Indoing this, the Bundesbank never overlookedthefact that in thecourse
o the’70s, inflation wasfed by internal and external disturbancesthat did
not fit traditional notionsof puredemand-pull inflation.

Foreign observers—and among them not least economic theorists—
have probably been asking themselvesfrom timeto time how Bundesbank
spokesmencan judtify their confidencewhen spreadingthe gospd of price
stability both at home and abroad. One frequently quoted opinion
amounts to saying that the cause can be found in the traumatic conse
quencesd two war- and government-inducedinflationsin Germany, or
even in an inborn German tendency to conservatism and dogmatism.
Now, nobody would deny that the German historical experience o infla
tion has been influential in determining the attitudes of our population
and politicianssince World War 1L Thisfact isof no minor importancein
explaining why the Deutsche Bundesbank, in the statute determining its
position and activities, was required to pursue the primary god of price
stability. In addition, the Bundesbank's authority with respect to mone:
tary policy was madeindependent of the governmentand Parliament.

However, it would begoingtoofar tolink recent attitudesat the Bundes
bank only to this negative experience o inflation. The other sded the
coin should redly be mentioned hereaswell, namely that in our country,
economic reviva has twice been associated with the creation of new and
healthy money—in 1924 and in the middledf 1948. You may object that
thisisal along timeago, that today's problemshave morenuances. Andin
fact, you would beright. But the last 10 to 15 years have seen a confirma:
tion of the fact that practicaly dl countriesthat have tried to get along
withalittlebit o inflation, or indexation, haverun their stability policies
onto therocks.
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Thisdoes not refute at a theoretical leve the academic usefulness of
cost/benefit thinking in inflation theory, or of contract-based indexation
concepts. However, it seemsto methat the globa experience df inflation
since the start of the "70s can be equated with a fidd tria in society at
large, from which monetary policy can learn at least afew provisiona les
sons.

Thisexperiment hasshown that it isdifficult indeed to steady inflation-
ary processesonce they have gotten under way, that it is not possbleto
adjust the economic palicy autopilot to an annual ratedf 5 or 10 percent,
and then hope that the autopilot will stick toit. Firgly, thiscan be traced
back to the disappearanced theilluson of money and the dynamicsof
inflationary expectations. The theoriesd adaptive and rational expecta
tionshave proceededfrom thisstate o affairs. At thesametimean infla
tionary climate—at least in Europe—appears to favor militant
distributionconflicts. The competing claimsthat crop up hered the dif-
ferent groupsin society can easily develop a home-madeinflationary spi-
ral. A spird of thissort can easily start itsascent under an accommodating
monetary policy, and for certainwesk currencies, it can in certain circum-
stances beaggravated by the viciouscirclephenomenoninduced by depre-
ciation.

Highinflationratesthat fluctuateand aretherefore hard to predict ham-
per thesignalling and alocation function of relative pricesand thus also
thegrowth process, and thesefactsare pretty wel universally accepted to-
day. At thesametime, experiencein high-inflationcountriessuggeststhat
their popul ations perceivean uncontrolled ongoinginflation as a deterio-
rationin their quality of life, especialy asto datetherehasbeen almost no
successanywhereinindexing taxes, socid transfers,and interest and wage
incomeon a distributionally neutral basis. On the contrary: inflation al-
ways bringsabout achangein incomedistribution,and in thefinal analy-
gsin property distributiontoo, and usualy this is negative rather than
positive for the economy. This experience o frustration has had globa
consequences.

Until the beginning of the *70s, the stability policiesof a minority of
major central banks, for example those of the Federd Republic of Ger-
many, Switzerland, and at times Japan, too, tended to be classified asdog-
matic. But after theoutbresk of thesecond oil crisis (1979-80)at thelatest,
these policieswerelargely being imitated at the international leve, asthe
most important central banksjointly tried to get afresh grip on inflation,
which wasaccel eratingworl dwide. Some countries, e.g. the United King-
dom and the United States, gpplied a particularly strong grip to throttle
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the steep risein their inflation rates down to a more tolerablelevel, and,
without doubt, doing this meant at timestaking on high-level risks with
respect to employment. In general, the impression was created that coun-
triesof thistype, which appeared to havelost control over inflation, had to
apply monetary cold-turkey methods in the end so as to influence price
expectations into dropping in a sustained fashion. In Germany, we have
actually only taken this course once—after the outbreak of the first oil
crisis (1974-75) after German monetary policy had temporarily lost
credibility —due to ongoing and massive inflowsof funds from abroad.
Later on, Bundesbank policy did indeed display certain graduaistictraits,
after trust in the Bundesbank's perseveranceseemed to have been restored.
In the till unsettled academic controversy as to whether it is rigorousor
step-wise methods of inflation-fighting that promise more success, the
Bundeshank hasthusadopted a pragmatic attitude: It relateswhat it does
totheinitia conditions and the climateof expectationsin which itsmone-
tary policy hasto beapplied. | havegreat difficulty in seeing how any other
course could possibly be taken.

Thisattitudealso hastodo with thefact that weare awareour influence
hasits limitsand that we must not forget where they lie. Naturally, we
acknowledgethe widely accepted academic view that in the longer term,
inflation must always be understood asa monetary phenomenon. To this
extent, no central bank can evade ultimate responsibility for keeping a
check on price trends. In spite of the opinion that Germany was and is
more or lessan island of stability, our own experienceis not the least of
teachersin pointing out to usthe limitsthat obtain for monetary stabiliza
tion policy in the shorter term. This observation of mine may surprise
someaof you, who as professional or academic Bundesbank watchers keep
track of our statementsand measuresfrom timeto time. So without want-
ing to anticipatelater conference topics, let mesay a few wordsabout the
way in which we are trying to do justice to the hindrances and limitsto
monetary policy that we recognizewhen pursuing the practical implemen-
tation of our pricestability goas. Thoseforeign observerswho have been
occupying themselvesin some detail since the middleof the70s with the
Bundesbank's monetary policy have sometimes noted with astonishment
that the Bundesbank has seemed relatively generous when setting itsan-
nual monetary growth targets. Yeer for year, the Bundesbank derivesits
monetary growth target from two basic components: assumed growth in
production potential and so-called'unavoidable™ pricerise. Thus, we have
aways cut the monetary cloak with sufficient generosity for it to alow
enough room for appropriate economic growth. But on theother hand, we
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havea soassumed an unavoidable pricerise. Thishasdwaysbeen 0.5to 1
percentage point below the relevant inflation forecasts, which have never
been very high. And we haveal soexpressed the beief that therecan beno
goand then stopin price movements, but only agradua reductiondf infla
tion. In thisway, pricegoa shave been formulated over the yearsthat were
usually noticeably abovean inflationratedf 1to 2 percent,a pricerisethat
today we would characterizeasa satisfactory approach to pricestability.
This policy hasfairly often given rise to reproaches. For example, that
the Bundesbank likes talking about stability but isnt aimingfor it. In ac-
tual fact, the only redlistic assumption is that price risesthat aready ap-
pear to have worked throughinto business planning cannot be stopped at
once. At thesametime, our policy hasgiven usachanced reacting mod-
erately to external price shocks—such as ail price increases and import
price jumps determined by exchangerates. In doing this we have largely
been concerned to avoid transplantingexogenous price disturbances via
domesticadjustment inflation, without avoidingat any cost the direct ef-
fectsof terms-of-tradedeterioration on the domestic priceleve. A strategy
o this type naturally presupposesa certain public trust in the course of
central bank policy,and | haveto admit herethat pricesand wageshave by
no means aways reacted in an ideal fashion to the monetary framework
St hy the Bundesbank. S | am surethat in somecasesweweretendingto
betoo soft rather than too hard. Wedid indeed consider the probablecosts
d fighting inflation from a short-term point o view—thet is, the short-
term effectson productionand employment. A further peculiarity of our
stability policy strategy isthat wedo not formulate our pricestabilization
goa shehindclosed doors. Althoughthe Bundeshank hasstatutory protec-
tion againgt direct attempts at politicd interference, it tries very con-
scioudy to obtain a certain degree of advance backup from other
economicpolicy authoritiesand prominentgroupsin thecommunity. This
way o proceedingrestson theconvictionthat amonetary policy geared to
stabilizingthe priceleve can get satisfactory resultsin thelongtermonly if
thecentral bank's effortsareclearly recognizedby al economicactorsand
receive their support. For somedf thoseinvolved in economicactivity, a
monetary growth target may, however, appear to be a relaively abstract
quantity that has nodirect effect on the way they behave. Otherscould at
least pretend that they do not properly understand the Bundesbank'sin-
tentions. But wea so associatewith our monetary growth target an unmis
takable appedl to enterprisesand unionsto play their part, by behaving
moderately in the processaf priceand wageformation,indlowingthered
scopefor growth in our economy to beexploited asfar as possiblewithout
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endangeringthe postulatedf stability. What isjust asimportantin our pol-
icy isthe constant attempt to base monetary, fiscal, and general economic
policy on compatible benchmarksd stability policy. In thisfield, a well-
established ritual has developed in Germany, and it servesto coordinate
the various policy areasin a manner that the German public can recog-
nize. In joint consultation with thefederal government, the Bundesbank
ensuresthat the priceand growth conceptionsd the Bundesbank and the
federal government do not conflict. To date, thishasawaysled to thegov-
ernment agreeing to the monetary growth targetsannounced by the Bun-
desbank.

Now, what have been the resultsof our stability policy? In view of the
multitude of external disturbances and internal inflationary stumbling
blocksthat havehinderedour policy sincethebeginningdf the*70s, weare
by now moreor lesscontent with thelonger-termprice performancecof the
German economy. Since the middle of the *70s, the inflation rate, mea
sured by annual changesin the GNP deflator, has been moving without
overly strong fluctuationson an underlyingtrend of between 35 and 4.5
percent,and of |ate hasbeen tendingtowards 2.5 percent and lower. At the
same time, however, even if for other reasons, red economic growth has
weakenedin the medium term. Moreover, weare now havingtolivewitha
level of more than 2 million unemployed, which can probably be cut back
only step by step.

Nevertheless, | would not be prepared to g, in this unfavorable devel-
opment on thereal Sdedf the economy, economicinflation-fightingcosts
that would be to thediscredit of the Bundesbank'smonetary policy. There
ared coursemany deep-rootedfactorsthat havecaused asustained weak-
ening of economic growth from the supply side in many European
countries—including the Federal Republicdf Germany.' Sowe havetore
S the temptation to oppose underemployment with easy and cheap
money and higher government deficits. I n this respect, the businesssitua
tion wearefaced within Europedoes not seem to beasfavorableasit isin
your casein the United States.

On our sded the Atlantic, we will haveto pursue medium-term price
stabilization goals against the background of a certain Euro-pessmism,
but this pessimism should not beexaggerated. At least in thefield of fight-
ing inflation, thereisa'two-gpeed Europe to use Mitterand's expression
in another context. All around Germany there are countries

1. Seefor instance: Bela Balassa, The Economic Consequencesof Sodia Policies in the
Industrial Countries, Bernhard Harms Lecture, Kiel, June 23, 1984, Weltwirtschaftliches
Archiv, Vol. CXX, p. 213-27.
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withsimilar levelsof pricestability: Switzerland, Austrig, and the Nether-
lands. Moreover, the United Kingdom, Denmark,and Belgium aregetting
noticeably closer to thistrend. Effortsbeing madein Franceareaso con-
Sderable, even if not so successful. The monetary policy position in this
respect isa varied one; for example, monetary policy isapplied with more
vehemencein the United Kingdom than in somedf the other countriesl
have mentioned. The other speed isthat of the Mediterranean countries,
hopesd being able to make progresshereare not so high.

In the United States, monetary policy is confronted with the all-too-
familiar problemof enablingasoft landingfor avital and rapidly expand-
ing economy after a strong upswing. The fact that monetary and fiscal
policymakers do not at al times appear to be seeing eyeto-eyein thisre
gard will not facilitatesol utionsto your stabilization problemsin America

But I did not come hereto sing you somewell-known tunesfroma Euro-
pean lament. | hope, on the contrary, that on the basisd the joint efforts
o Americaneconomictheoristsand those responsiblein officefor public
policy, the American economy will soon have shot the rgpidsand arrived
at steady growthand relatively stable prices. | think thisisnot impossible.
If welook out of the window here at the Grand Tetons, we might think
themimpossibleto climb, andfor most of usthisistrue. But let metell you
astory that oned my old mountaineering friendstold me: A mountain
looksinvincibleonly from adistance. When you get closeto it you can see
tracks up it and even foot and hand holdsthat you didn't expect before. In
other words, thereis absolutely no reason to lose courage. | am sure that
theintellectual effort put into thissymposum will lend itsstrength to this
happening. Sin thissense | wish the organizers continuedand complete
successand would liketo thank youdl very muchfor listening so patiently
toacentral bank practitioner from theOld World.



