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Eight yearsago, in thisvery place, thethemeof the conferencewas
"The Rocky Dollar on the Rocky Mountains.” Well, westill havethe
Rocky Mountains, we may have the rocky dollar, we may also have
a misaligned dollar, and we till have exchange rate volatility. In
addition, there was adebate about whether volatility or misalignment
wasworse. We are now discussing thefinancia instrumentsthat were
developed to dedl with these problems, and how these solutionsto the
problem of volatility and misalignment have come back to haunt us,
and made the conduct of monetary policy moredifficult.

The three questions that Chairman Greenspan posed at the begin-
ning of our meetings were fully addressed at this conference. We
discussed the effects of changesin financial marketson the way that
monetary policy affectsthe economy; we discussed how the changes
affect the way monetary policy isformulated and implemented; and
we aso discussed how dl these changes affect the stability of the
financial system.

We began with Franklin Edwards paper, which described and
documented the declinein the banks sharein the economy. Edwards
discussant, Kumiharu Shigehara, showed that this phenomenon is
redly an international one. Several questions were posed. Is this
phenomenon due to excess capacity in the bankingindustry?lsit due
to excess regulation? How should we react toit? And, in short, need
we worry about it? Charles Sanford predicted that in the year 2020
banks will not exist the way we know them today, and therefore,
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maybethereis no point in occupying oursel veswith these questions.

However, we should be concerned if the declining role of banks
arisesfrom a distortion, such as that induced by regulationslike the
Glass-Steagall Act. The key challenges are on the supervisory side.
For example, do we have the capacity to supervisethis new breed of
. sophigticatedfinancial products?Do we havetheexpertise?Theissue
goes beyond thedistinction, discussed by Shigehara, between afunc-
tional and an ingtitutional approach to regulation. What we have now
isasgtuation in which the markets are much more prominent, and the
entireroleof supervision and regulation in the new world should be
based more on market than on administrativerules.

Sanford indicated that the challengesin the year 2020 will be how
to make technical experts and managersplay the same tune. | don't
believethat Alan Greenspan's challenge on how to ensure communi-
cation between managersand experts was met. Asa matter of fact, in
a changing world, the managersof today, who were the experts of
yesterday, might almost by definition already be obsolete. They
became managersbecauise the new experts camefrom the new breed.
Thus, if we define the challenge as a technical one, the issue of
communication and interpretation remains with us.

The world is changing. Indeed, Ben Friedman began his remarks
by noting that M2 relations have broken down, that M1 relationshad
broken down previoudy, and even rel ationsbased on thedebt concept
that Ben promoted so well in the previousdecade have broken down.
Basicdly, the vast changesin the natureof thefinancia system have
rendered previousrules obsol ete.

Thisreminds me of the story of Mr. Rabinovich, who went to his
friend's office and said to him, "*Oh, you've changed so much. You
used to be tall, and now you are so short. You used to have a beard,
and now you are clean-shaved. You used to wear glasses, how you
don't? What happened to you, Mr. Rabinovich? “I’m not Mr. Rabi-
novich," hereplied. " So you have also changed your name!™

In this rapidly changing world, mathematical formulas are not a
substitute for good judgment and analysis. The role of formulasis
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rendered even more complicated in the world in which Rabinovich
changes his name, because history is no longer linked to the present,
which is a new universe, and aso the past is not what it used to be.
As a matter of fact, as people change and society carries with it
experience and memories, even thefutureis not what it used to be.

Lewis Carroll's rhyme applies particularly to this changing world:
"All the king’s horsesand dl the king’s men, couldn't put Hurnpty
Dumpty together again.” Thisisdue not to poor engineering,or lack
of ability to deal with mathematical formulas, but to changes, red
changes df circumstances, changesin therulesof thegame.

What does all thistell usabout the Europeanexchangerate mecha-
nism (ERM)?Onethingiscertain, as Andrew Crockett said: German
unificationisaunique event,and indeeditis. The ERM will never be
the same again. In the past, people held conferencesfull of nostalgic
viewsaf Bretton Woods, and asked how can wereturn to those days?
| assume their predecessors asked similar questions about reverting
to the gold standard, and in the next few yearsthere will probably be
numerousconferencesasking how canwereturnto theERM ?1t seems
to methat the ERM will not return, at least not in the sameform.

What doesthistell usabout policy?What |essonsabout policiescan
be learned? We were told by Sanford that in 2020 we should avoid
systemic collapse; thisis aso true today. We were told that in 2020
""one should never lend unsecured to anyone who eats”” Morris
Goldstein and Michael Mussagave us the right response to this: risk
must be appropriately priced. If itis, thiswill not be such adifficult
problem.

A recent conference, organi zed by Marty Fel dstein some yearsago,
looked at the entire spectrum of crisesin the history of monetary
systems and domestic policymaking. A mgor conclusion from that
conference was that most crises ultimately arise from situationsin
which uncertaintiesand risks have not been properly priced. People,
corporations, and enterpriseshave undertaken excessive risk—"exces-
gve" from society's perspective—assuming that "'Big Daddy™ (the
State) will bail them out. And that is why the second dictum of
Goldstein and Mussa—the no bailout™ provision—should be strictly
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adhered to.

More generaly, as the financia system and the role of policy
change, we come back to thequestion of rules versusdiscretion. And
we reached several conclusions. First, the obviousone: bad rulesare
always worse than good rules. While this sounds trivial, most rules
that failed were of thebad variety. Solet's not takeit lightly. Second,
we recognize that the future of rulesliesin their consistency, trans-
parency, and predictability rather than in randomness. We aso rec-
ognize that discretion usualy brings about the *'too little, too late™
syndrome. But thisis not an argument against discretion, but against
hesitation. Thereal issue, asfar as| amn concerned, is the distinction
between systematic versus erratic policymaking. Systematic discre-
tion becomesaruleif it isfollowed consistently.

Thisbringsusto theissue of forecasting. Donald Kohn told usthat
monetary policy involves making forecasts. Andrew Crockett told us
that monetary policy in the United Kingdom today is, in general,
geared toward the forecast of inflation one or two years ahead. But
Allan Meltzer maintained that adaptive rules, while using new infor-
mation, need not engage in forecasts. This reminds me of a lesson
about forecasting that Marty Feldstein taught mein early 1987, when
| joined the International Monetary Fund. He told me: "If you have
to make a forecast, don't put a date on it; if you do, do not use a
quantitativeforecast; and if you are stupid enough to put adate on a
guantitative forecast, then make sureyou reviseit frequently."

Nevertheless, | do come down on the side of forecasts. It is very
difficult to think of the design of economic policy in genera, and
monetary policy in particular, without being engagedin some type of
forecasting. Policy design involves asking what a policy changewill
doto theeconomicsystem, rather than whether weadhereto therules,
even if it is designed to deal with new information in an adaptive
fashion.

We then switched to the dramaof war and peace. Ben Friedman
brought us Clausewitz’s dictum, Donad Kohn reminded us that
monetary policy ishell, and Arthur Bums told us about the agony of
central banks. In this debate, | side with Michagl Mussa's view that
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in the new world with powerful private markets, policymakers should
befriend the markets and enlist their help rather than make enemies
of them. Policy is not an exercise in fooling markets. It is not an
exercise in wiping out enemies and winning wars, but rather one of
engagement in a long-term relationship which requires continuous
communication.

What are the criteriafor asuccessful system?There wasno explicit
discussion of thisissue but there wasan implicit one. Before answer-
ing the question, we must first ask whether we judge the success of a
system according to its operation during **normal™* or " stormy"* peri-
ods. | would say that in normal periods, when the water is calm, it
doesn't matter. Most systems would work —includingfixed or flex-
ibleexchangerates. Itis precisely during times of noise and crisisthat
the winners can be distinguished from the losersasfar as the quality
of systemsisconcerned. Itisduring crisisthat thestrength of asystem
should be assessed. What i sthe valve that ensuresthat the adjustment
of a system under pressure reflects the successful operation of the
system, rather than signaling its collapse and destruction of itscredi-
bility? In other words, the frequent adjustments needed in achanging
world must be an integral part of a properly designed system, rather
than a manifestation of itsdemise.

AsHenry Kissinger once said, " The new world order should not be
viewed as an emergency measure.” Goldstein and Mussa argued the
case for orderly rules of collapse. What is interesting about the
difficulties of the exchange rate mechanisms of 1992 is not the fact
that they arose, but their disorderly fashion.

This reminds me of afriend, who spent much of the week before
his wedding working on the divorce contract. When he was asked
why, hereplied, " Because now, as we love each other, we have clear
heads, and so if we split up, it won't bein adisorderly way.” | don't
suggest that this is always a good strategy. (By the way, he got
divorced because sinceeverything wasready, it was so easy for him.)
But there is a lesson in this sory—the way in which a system
disintegrates illustrates the quality of the system itself.

What are the general lessons that can be learned? Lesson number
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one: never lose credibility. Asamatter of fact, those of you who read
Hans Tietrneyer's paper will have noticed that it hastwo parts. One
part was written when the system was working, and the last few
paragraphstell usabout thelessonsto be learned from itsdemise. He
says. "Don't lose credibility. After al, credibility is acentral bank's
most important asset.” | agree.

But how do you make sure you don't lose credibility? Lesson
number two: don't lose your anchor. Don't engagein real exchange
raterulesor in rea interest rate rules, because they can be adhered to
at any rate of inflation. Such rules are dangerous. In other words, if
you aregoingin thisdirection, makesurethat you still haveanominal
anchor at hand. It can be anominal quantity or anominal price. In the
world of change, | would probably recommend an exchange rate
policy as a possibleanchor.

Lesson number three: do not put *'sand in thewhedls.”" | think there
was a complete consensus on this issue. | did not hear a single
dissenting voice. As any mechanic knows, if you put sand in the
wheels you may causeirreversibledamage. The proper solution to
traffic problemsisto widen theroad and install seatbeltsin vehicles,
rather than to narrow the road or even stop driving. It isamistake to
stop thefree movement of capital.

L esson number four: if you decideto liberalizeand deregulate your
financial system, you must strengthen the system of supervision. As
amatter of fact, almost paradoxically, asystem that isvery rigid, and
that alows no freedom of action, does not need alot of regulations.
If nothingisallowed, thereis very littlethat isleft to beregulated. It
is precisaly in asystem which is supposedly free that the rules of the
game must be very well designed and supervised.

It was avery telling remark of the Goldstein and Mussa paper that
it isonly in the last three years that some European countries have
adopted compl ete capital account convertibility. Three years ago we
were sitting here, discussing current account and capital account
convertibility in Eastern Europe and therepublicsof theformer Soviet
Union. | remember that thefirst step the various republics wanted to
takewasto haveacurrency of their own, internationally tradableand
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completely convertible. Needlessto say, that isthelast stepalong this
road, not thefirst.

Tietrneyer reminded usthat whileliberalizing, it isimportant not to
undermineyour capacity to conduct effectivemonetary policy. If you
do, you lose the anchor of stability, and it will be argued (wrongly)
that the uncertainties and inflation were caused by the deregulation,
rather than by the poor conduct of policies.

Lesson number five: foreign-exchange intervention isineffective.
| think thishasbeenin theair sincethefamous Jurgensenreport. Many
people hoped that we could smply intervene in foreign exchange
markets, substituting that for real fundamental changesin economic
policies. I think we have learned that thisjust does not work. It does
not work because thereare massivecapital flows. Still, during normal
periodsinterventioncan be useful , by sending signal sabout economic
policy changes. But those signals must be credible. Go back tolesson
number one and Tietmeyer's remark.

Lesson number six. Here therewasacontroversy. Andrew Crockett
concluded that basically we have atwo-systemuniverse, flexibleand
pegged. Anything in between is so complicated that it should be
carefully avoided. And so the sixth lesson is: reach first the stage of
convergence of the new economic variables and once you have
reached it, get hooked—to whichever pegged currenciesyou desire.
Pegging according to this argument should not occur beforeconver-
gence, since you will not be able to sustain the peg. However, | think
it would be ashameif the benefitsfrom the stable or pegged system
are delayed until that last stage.

In Israel, we haveintroduced an exchange-rate system that | think
can provideasolutionto thistransitional dilemma. Our exchange-rate
system is basically a** crawling band.” We have an inflation target
which impliesan exchange-rate path and we allow for aband around
this average exchange-rate path, so as to alow for equilibrium real
exchange rate changes. We have a central parity which changesat a
rateequal to thedifference between our inflationtarget and our trading
partners expectedinflationrate. Aswemake progressontheinflation
front, wearelowering thedope of thisdiagonal band. Eventually,we
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will convergeto the™ nirvana” that Andrew Crockett wantsto achieve
a theend of the road. But the crawling band exchange-rate system
hel ps us during the transition. The system has been working for usfor
twoyears. It has helped usto cut inflation by half, while maintaining
external competitivenessand stability.

| would like to speak about the constraints of monetary and fisca
policies. There was a question, which was also implicit in Alan
Greenspan'sfirst question, about whether therapidly integrated capi-
tal market has diminished the capacity to conduct monetary policy.
Most papersindicated yes. | agree.

With highly integrated capital markets, information travel s so rap-
idly that a policymaker barely has time to breathe and assess where
he is. This is very important. Do you remember Herbert Stein's
statement that the challenge facing policymakersisto decidewhat to
do when you don't know what to do? In other words, you don't have
time to formulate a policy response, and in thissense the rapidity of
response does affect the capacity to act.

Allow me to make a few additional remarks. First, Goldstein and
Mussaindicated that the stability of apegged systemrequiresasingle
monetary policy. Thelogical result, therefore, asindicated by Crock-
ett as well, isthat you need convergence. But do you need to have it
before or after adopting afixed exchangerate? The answer depends
on whether you go the route of Crockett, or you adopt the Isragli
diagonal exchange-rate system of the crawling band. But ultimately,
asinglemonetary policy is needed.

Second, Goldstein and Mussa argue that theinternal requirements
of monetary policy do not permitit to focusonly on inflation. It also
needs to consider unemployment, the real exchange rate, maybe the
stability of banks, the situation in the cyde—a lot of thingsfor this
poor policymaker. But then, how do countries that follow these
indicators choose a pegged exchange rate with a country that only
looks at inflation?After all, the convergenceof inflation ratesis not
enough, becausefirst you need to agree on the goalsfor the so-called
common monetary policy. If they incorporatemorethanjustinflation,
then we are redlly in deep trouble. But this is precisely the issue.
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Therefore, we should not be surprised about the ERM, and the
problems may not be just due to convergence.

That reminds me of the story about the French nobleman. As you
know, during the French Revolution many people were beheaded.
After being beheaded, one French nobleman took his head under his
ar mand started walkingfrom Paristo Versailles. When he arrived at
Versailles, everyone applauded. But a wise man looked at them and
said, "'l don't understand why you applauded when he reached Ver-
sailles; you should have done so when he made hisfirst step out of
Paris." In other words, if the preconditionfor theERM isaresolution
of thedebate about thegoasof monetary policy —prices only, prices
and unemployment, stability of banks—then why are we discussing
questions of convergence?We should redlly go back to Parisbefore
taking thefirst step.

My final remark concerns policy coordination. And here | must
makeaconfession. For many years| have been standing here making
the case for coordination. And indeed, there is alot to be said for
coordination—intellectually at |east. But every day that passesbrings
me closer to Marty Feldstein's views. The way the policymaking
process works, the formation of policymaking, requires much more
coordination, between the Ministry of Trade and the Ministry of
Finance, between the Ministry of Finance and the Governor of the
central bank, or between the parliamentary financecommitteeand the
executive. Only then does internationa coordination become rele-
vant. If thelatter worksand theformer doesnot, then you cannot really

go very far.

So policy coordinationisgood, but | wouldthink of it asthefrosting
on thecake. Itisnot asubstitutefor therea hard choices. Herel must
conclude by siding with Andrew Crockett. Thedanger of focusingon
monetary coordinationisthat thisisfeasible. And thereis thetemp-
tationto doit just because it isfeesble—at the expense of not doing
anything else, especialy on the fiscal and structura fronts. Then a
"*successful™ coordination of the wrong policiesmay indeed be inef-
fectiveor even counterproductive.



