Overview

Hans Tietmeyer

| would like to contribute some observations on the structural
changesin the capital markets and their implications for monetary
policy. My remarksdeal with thesituationin Germany but aso touch
on questionsarisingfrom Europeanmonetary integration. Beforethat,
| would liketo sum up briefly what | consider to be theessential trends
inthefinancial markets and themonetary policy issuesresulting from
them. The numerouschangesexperienced by thefinancial marketsin
the past few yearscan be divided into threedistinct trends.

First, the industrialized countries have largely (and in most cases
completely) liberaized their internationa capital transactions. In
addition, and this applies particularly to Europe, borders have been
opened for financia services, and restrictionson establishment have
been reduced. As aconsequence, international financial interdepend-
encehasincreased dramatically. Itisan indicator of thistrend that the
volumeof international bondsoutstanding, measuredin termsof the
GNP of the industrialized countries, has multiplied in the past two
decades. Therapid expansioninforeignexchangemarket transactions
pointsin thesamedirection. Not |least, international net capital flows
have also risen sharply. Current account deficits and surpluses of a
size that would have appeared unimaginable not too long ago have
now become sustainablefor longer periodsof time.

The second major phenomenonamong recent capital market trends
isrepresented by theinnovationsin and the deregulation of financial
activities. Even morethan theliberalization of capital movements,the
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wave of deregulation has reflected areorientationin termsof policy
stance. Deregulation in the financial sector has been conceived as a
counterpart of supply-sidereformsin general economic policy.

As a result of innovations and deregulation, financial market
structures have changed in many respects. For example, the banks
customers have been offered interest-bearing cash deposits. In addi-
tion, issuing facilities have replaced bank loans (securitization and
disintermediation). Furthermore, bonds with special termsof issue,
such as variableinterest rates, have becomewidespread.

Above al we are experiencing a strong expansion of the markets
for derivativefinancia instruments (such as futures, options, swaps,
and synthetic bonds or shares). Technological advancesin telecom-
munications and computers have played a part in this development.
They have lowered information and transaction costs for financial
products. The improved possibilitiesof hedging against interest and
exchange rate risks, such as are offered by derivatives, have, in turn,
given fresh impetus to the globalization of asset holdings.

The third new trend can be seen in the fact that the importance of
institutional investors in national markets and international capital
transactionshas grown considerably. Thereport of the G-10deputies
on International Capital Movementsand Foreign Exchange Markets,
publishedin thespring of thisyear, shedssomelight on this. Accord-
ing to thereport, thetotal cross-border securitiesholdingsof residents
of the United States, Europe, and Japan in 1991 cameto an estimated
$2.5 trillion. As stated in the report, institutional investors (such as
pension funds, insurance companies, mutual funds, trust funds, and
hedgefunds) accounted for most of therapidincreasein theseinvest-
ments.

Itistypical of these operatorsthat they aregenerally subject to less
stringent regulatory standards and supervision than banks. In addi-
tion, someof them seem to have aréatively strong tendency to incur
open or insufficiently covered foreign exchange positions and to
change them rapidly afterwards.

As a consequencedf the far-reaching transformation process, the
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financial markets have doubtless become more efficient. Costs for
borrowers have declined, earnings for investors have risen, and the
markets have thus been given additional growth stimuli. However,
the financial markets have aso become more fragile. The stock
market crash of 1987, the European exchange market turbulencesof

1992, and the European currency unrest since then have shown that
under present conditionsit doesnot take muchto trigger off enormous
shiftsin capital, which may bring about seriousdisadvantages(in the
form of uncertainties for investment and trade) for the countries
directly concerned as well asfor theworld at large. Such undesirable
consequences would be carried to an extreme, if disturbancesin the
financial sector and subseguent exchange rate effects ultimately led
to protectionist trade measures. The tail would wag the dog.

Stability of the financial markets must therefore be a primary
objectiveof general economicpolicy. However, thereisawidely held
consensus that deliberalization and re-regulation would be inappro-
priate reactions. Instead, we must perseverein combining economic
freedom with appropriate supervisory provisions. Much has aready
been achieved here under the auspices of the Basle Committee, but
more needs to be done. In this respect, disclosure requirements can
be helpful in strengthening the interna control mechanismsin the
markets. That said, the stability of thefinancia marketsis crucialy
dependent on gearing monetary, fiscal, and wage policies in al
countries strictly toward achieving the generally accepted objective
of noninflationary economic growth.

It is dso true, however, that the changes in the financial markets
have generally madeit more difficult for monetary policymakersto
fulfill their stability mandate. Several factors are responsiblefor this.

In a number of countries, financia innovations and deregulation
have distorted the intermediate targets used in the conduct of mone-
tary policy and havealtered thetransmissionmechani smsof monetary
policy to the real economy. This concernsespecially those countries
which maintained a comprehensively regul ated financial framework
for an extended period of time and chose the Big-Bang style of
deregulation:
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In the countries concerned, the interest-bearing portion of the
banks liabilitieshas increasedsharply. In addition, near-money invest-
ment outside the banking system has risen quickly. Under these
conditions, the reasonsfor holding liquid assets are no longer clearly
definable. As aresult, the demand for money in relation to interest
rates and expenditure has become unstable in these cases, thusunder-
mining the rationale for using monetary aggregates as monetary

policy targets.

These difficulties have led in a number of countries to policies
based on a broad range of indicators. It seems to be fair to say that
these countrieshavelivedin a period of monetary experimentationin
recent years. The results, at least, have not been convincing so far. It
has become general knowledge that in many countries innovations
and deregulation have coincided with temporarily overly expansive
monetary policies. The effects of misguided monetary policies have
made themselvesfeltin theinflation and deflation of asset pricesand
therelated cyclica problems.

The asset price cycles, in turn, have had additional distorting
repercussions on the monetary aggregates. Owing to falling asset
prices, banksin the United States, Japan, and some European coun-
tries accumulated substantial amountsof nonperforming loans. Asa
consequence, the banks concerned were obliged to restrain their
lending activities(credit crunch); they had to adjust to their deterio-
rated capital positionsand aso to difficultiesin attracting deposits.
The subsequently reinforced disintermediation of lending has addi-
tionally impaired thereliability of themonetary aggregatesasleading
indicators of expenditureand inflation.

Another mgor changein the framework for the conduct of mone-
tary policy istheincreased potentia for putting exchange rates under
pressure. Countrieswhich are exposed to capital inflowsmay there-
fore be confronted to a much greater degree than before with the
problemsaof intervention-inducedinflationary impulses. It should be
noted that in the seven months from June through December 1992,
official net deutschemark salesby European central banksamounted
to no lessthan DM 284 billion, of which DM 188 billion were used
to defend exchange rate mechanism (ERM) currencies (as stated in



Overview 409

the already mentioned G-10 report). A substantial part of these
interventions affected monetary conditions in Germany, especially
when such operations involved the Bundesbank. In the course of
1993, the ERM central banks effected further substantial deutsche
mark sales. In June/July 1993 aone, approximately DM 110 billion
were sold in support of ERM currencies, with about DM 60 billion
having to be provided by the Bundesbank for intramarginal and
compulsory interventions, which had a corresponding impact on
monetary conditionsin Germany.

In particular, experience of exchange market pressure has shown
that strengthening monetary policy ismuch moredifficultincountries
wherelargeamountsadf privateand publicdebt areincurredat variable
interest rates. It is true that a high indebtedness at floating rates
increasestheefficiency of monetary policy intermsof restrainingthe
economy, because rising interest rates would affect not only new
borrowing but debts outstanding as well. However, such efficiency
gainsconflict with the deployment of monetary policy for defending
exchange rates, such as may become necessary, in particular if the
country participates in a fixed exchange rate mechanism like the
ERM. In other words, in an environment of variableinterest rates, a
restrictive monetary policy may have such animpact on thedomestic
economy that its application for defending exchange rates collides
with cyclical policy requirements. According to a recent internal
report of the European Community (EC) Committee of Governors,
the United Kingdom appears to be the country most affected by this
dilemma within the European Community.

It should also be emphasized that the expansion of the Euromarket
and other offshore centers poses problemsfor those countries which
deploy theinstrument of minimum reserves. Particularly in phasesof
structural changes, minimum reserves can exercise an important
function as an automatic constraint on money creation. To achieve
this, the minimum reserve ratios have to be sufficiently restrictive.
However, the higher the minimum reserve ratios, the more the banks
will be tempted to evade their obligations by shifting parts of their
business activitiesto reserve-freesubsidiaries abroad.

In some respects, German monetary policy has been less affected
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by the changesin thefinancial marketsthan other countries. Sincethe
transition to money supply targetingin 1974, thefinancial infrastruc-
ture in Germany has not changed so profoundly as in many other
countries.Liberalization of capital transactionsand most of thederegu-
lation of financial marketswere carried out much earlier. The aboli-
tion of interest rate controlsin 1967 was the mgor final step in this
development. Since that time, German investors may resort to time
deposits with money-market-related interest rates, and it has aso
become possible to meet borrowers demandsfor interest rate flexi-

bility.

There is yet another reason why the behavior of the monetary
aggregatesin Germany has been less affected by the genera trend
toward innovations and deregulation. The Bundesbank has always
paid attention to preventing reforms of the financiad markets from
rocking the foundationsof monetary policy.

For example, the Bundesbank did not overcome its reservations
about the issue of floating-rate notes and of commercia paper until
1985. In addition, such innovativeinstrumentshave not been of major
importance in Germany <o far. Bonds with variable interest rates
accountfor lessthan 10 percent of total domestic bondsincircul ation.
Much the sameis true of commercial paper. Although the German
commercia paper market has been expanding rapidly, the stock of
such paper comes to only about 3 percent of the short-term time
depositsin the banking system. All thissuggeststhat there has been
no urgent demand for these innovations.

The Bundesbank has also been extremely cautious with regard to
the efficiency of the minimum reserveinstrument. In order to make
it moredifficult to evade the minimum reserveobligation, short-term
bank bonds (with maturities of less than two years) are included in
the reserve requirements. For the same reason, the Bundesbank has
so far been opposed to the launching of money market funds.

Allin all, it appears that the Bundesbank's concept of monetary
policy is still appropriate. It is noteworthy in particular that German
unification has not atered the demand-for-money relationship. The
Bank for I nternati onal Settlementsconfirmedthisappraisal initsmost
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recent annud report. | quote from page 141: "It was widely accepted
in the past that in contrast to money demand relationshipsin many
other countries, the demand for M 3 in Germany was stable. Recent
investigations suggest that, perhapssurprisingly, thisis still the case.
... Thehighrate of growth of M 3 in the 1990-92 period thus appears
to be well explained by the strength of output in western Germany
following unification and by persistent inflationary pressures, rather
than a structural shift in the demand-for-money relationship.™

| have to admit, however, that more recently special factors have
somewhat overstated the expansion of our target aggregate. In the
wakeof meanwhilerather low long-terminterest rates, the growth of
M 3 wasdlightly affected by ashift of financial assetsfrom nonmone-
tary investment to savingsand timedeposits. Neverthel ess,according
to our analysis, the longer-tern relationships between interest rates,
M 3, and total expenditurecontinue to be reasonably stable.

Thestability of the demand-for-money relationship and the under-
lying minor importance of financial innovationsin Germany are of
course aso attributable to the previousy high purchasing-power
stability of the deutsche mark. Thus, a speedy restoration of price
stability in Germany is not least in the interest of safeguarding our

monetary policy strategy.

On the other hand, the possibility of sudden large-scale interna-
tional capital flows actually poses a considerablerisk to the success
of German monetary policy. Asaready mentioned, the year 1992 has
taught us some lessons in this respect. It is widely agreed that a
strengthening of monetary cooperation and crisismanagement, impor-
tant though it is, cannot be the major responsefor coping with such
problems. What isdesirable,and indeed necessary,isajoint effort by
all countries concerned to implement required adjustment measures
speedily and to establish the preconditionsfor long-term price stabil -
ity. Thisisparticularly crucia for countrieswhich areinterconnected
through fixed exchange rates. Germany, as the anchor country of the
ERM, of course bearsaspecial responsibility in thefightfor domestic
stability, since otherwise, the stability of the wholesystem would be
a stake. Consequently, the scopefor monetary policy cooperationin
stabilizing exchange rates finds its limits in the anchor country's
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domestic policy requirements.

International cooperationisof primary importance, though, wher-
ever a'leve playingfield" isrequired. In theareaof monetary policy,
it remainsto be seenif aninternationally agreed™ middleground" with
regard to minimum reserves can be found. At any rate, the Bundes-
bank for one has recently reduced its reserve requirementswith this
intention.

Monetary policy would also benefitif the stability of the interna-
tiond financia system were further strengthened by meansof appro-
priate and coordinated supervisory measures (which, as mentioned
before, should not replace market forcesbut, on thecontrary,enhance
their disciplinary role, for example, by improvingtransparency).Each
step toward improved prudential standards counteracts the danger of
systemic solvency strains and thus protects central banks against
political pressureto grant generousliquidity injections. Let me add,
however, that such monetary policy risksareless seriousin Germany
than in someother countries. The German universal banking system
has been well able so far to master solvency problems itself. In
addition, there is an ingtitutional separation in Germany between
monetary policy on the one hand, and banking supervision on the
other. This protects the Bundesbank from internal conflicts of aims
between monetary policy requirementsand potentia solvency prob-
lemsaf the banks.

At present, the implications of the changesin the capital markets
for monetary policy are also an important subject with regard to the
process of European monetary integration. Under the Maastricht
Treaty, the planned European System of Central Bankswill be estab-
lished when the third stage of economic and monetary union comes
into force, and will then immediately assume full responsibility for
monetary policy in the participating countries. At the beginning of
1994, when the second stage of European Monetary Union (EMU)
comesinto force, aspecial cooperation agency, the European Mone-
tary Institute, will start its activities. TheInstitute will primarily have
to ded with preparing the ground for a stability-oriented European
monetary policy by harmonizing the statistics and the ingtitutional
structures (such as the payment systems) and by discussing the
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guidelines and the required instruments for conducting monetary
policy in the envisaged monetary union.

The question of whether monetary aggregates could serveasinter-
mediatetargetsat the Europeanlevel aswell will haveto be examined
thoroughly and objectively. The Bundesbank has already submitted
a paper for that purpose. It is, of course, ultimately an empirical
question how well thestability of thedemand-for-moneyrelationship,
as a precondition of such an approach, will be ensured in the third
stage. A definitiveanswer, therefore, cannot yet be given. Existing
studies on the stability of the demand-for-money relationship in
Europe, however, have had quite satisfactory results. Theoutcomeis
in many cases even morefavorablefor the European Community as
awholethanfor individua countries. Within theenvisaged monetary
union, thestability of thedemand-for-money rel ationshipwould prob-
ably even improve, becauseinflation-induced innovations, which play
amajor rolein some EC countries, will increasingly recedeinto the
background, if the European System of Central Bankscomplieswith
its stability mandate.

Although operational problems arising from a European money
supply concept cannot be ruled out, it is not least the shortage of
convincing aternativeswhich arguesin favor of such an approach. In
view of the size of the economic area concerned, a policy which,
instead, sets exchange rate targets seems hardly a reasonable option
for Europe. On the contrary, a basically floating exchange rate vis-a-
vis third currencies appears to be more appropriate. A European
policy of money supply targeting would thus be less exposed to
disturbing external influences. In principle, such a policy would
thereforeappearto beeven moreappropriatefor the EuropeanSystem
of Central Banks than for today's national central banks.

Aninterest-rateorientation, astheunderlying principleof European
monetary policy, would aso be very problematic. A policy of fixing
interest rates would run the risk of having procyclical effects on
economic devel opment, owing to the time lags between interest rate
changes and their effects on economic activity. The political risks
involved would be even more serious. An interest-rate orientation
would increase the danger of central bankstending toward monetary
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policy pragmatism and becoming more responsiveto politica influ-
ences.

There are some other reasons still which argue in favor of a
European strategy of money supply targeting. Although from the
outset the European System of Central Banks will have a clear
mandate to defend the value of money, it will not be able to point to
any successes of its own as regards monetary stability and policy
credibility. A clearly defined strategy that can be verified, such asthe
money supply approach, would therefore help the European System
of Central Banks to win confidencein the markets.

Money supply targets could aso facilitate decisionmaking within
the European System of Central Banks. They would make the rela-
tionship between interest rate policy and the final objectives of
monetary policy more transparent. This aspect will be of particular
importancein Europe, sincethemembersof thedecisionmaking body
will beinfluenced by very different national backgrounds.

Y ou have probably gathered from my remarks that, with regard to
Europe, we consider the German monetary policy concept as export-
able, so to speak. In this sense, let me also quote Wim Duisenberg,
thepresident of thecentral bank of the Netherlands,whorecently said:
"ltwould .. . appear wiseif thepolicy strategy of theEuropeanCentral
Bank were to be modeled closely upon current German monetary
policy practice.” Thisappraisal hasall themoresignificancesince Mr.
Duisenbergisat present aso thechairman of the EC's Committee of
Governors.

After the recent turmoil in the European Monetary System (EMS)
and the decision temporarily to widen the ERM marginsfrom +2.25
percent and +6 percent to +15 percent (except for the Netherlands,
which intends to continue to maintain the present margins of +2.25
percent vis-a-vis the deutsche mark), one may, of course, wonder
whether the prospects mapped out by the Maastricht Treaty are till
realistic. However, & the time of their decisionon August 1, the EC
member states expresdy declared that they intend to abide by the
commitments of the Maastricht Treaty, and now that all twelve
member states have taken the requisite ratification decisions, the
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Treaty can be expectedformally to enter intoforcethisautumn, unless
the German Constitutional Court at the last moment prohibits the
lodging of the German deed of ratification—atum of eventswhich |
do not consider to be very likely. The other EMS regulationsand the
parity grid likewise basically remainin effect.

Even so, theconditionsfor monetary policy in Europe haveundoubt-
edly changed as a result of the decision taken on August 1. For one
thing, owing to thelimited floating of exchangerates, the individual
countries now have more room for maneuver on interest rate move-
ments. Such increased flexibility is certainly a gain, since the infla-
tionary risksin theindividual countriescurrently differ. For instance,
the Bundesbank, in pursuingitsdomesticanti-inflation policiesin the
next few months, will not need to pay as much attention as hitherto
to the direct implications for interest rate policy in neighboring
countries, although of course a major appreciation of the deutsche
mark within Europeis undesirablein thelight of German exporters
need to remaincompetitive. Conversaly, theother central banksinthe
EMScan now carry out interest rate reductions which seem desirable
in domestic termswithout immediately beingfaced with intervention
commitmentsand reservelosses.

However, at least in the present situation (complicated asiit is by
the consequencesof German reunification), thisgain in flexibility is
accompanied by a substantial risk. For a number of countries, the
temporary wideningof marginsinvolvesatemptation prematurely to
break off their domestic efforts to achieve price stabilization and,
instead, to seek salvation in competitive depreciations. A develop-
ment of thiskind would not only jeopardizethe progress made so far
toward convergencein Europe, it might actually endanger thelonger-
term viability of the single European market. Sofar, admittedly, this
risk has not assumed concrete shape. The exchange rate changes of
thelast two and one-half weekshave beenrelatively small up to now.

The next few months will show whether the European countries
take due advantage of the new latitude that they have temporarily
gained. You may rest assured that the Bundesbank will abide by the
anti-inflationary policy stance it has pursued hitherto. That does not
rule out the possibility of further small stepsof interest rate policy,
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provided that the trend in the money stock permitsit, and that the
inflation rate, as expected, declinesdightly in the near future. But we
in the Bundesbank regard an anticyclical monetary policy neither as
acceptablein termsof anti-inflation policy nor asefficientin termsof
business cycle policy. The German interest rate level is already
exceptionaly low anyway in real terms. Long-term interest rates, in
particular, are distinctly below the multiyear average in nominal and
real termsaike. That reflects asubstantial measure of confidencein
German anti-inflation policy, which the Bundesbank has no intention
of endangering. After al, credibility is acentral bank's most impor-
tant asset.

I very much hope that our European partners, too, know that and
takeit to heart. The EM S can link up with its earlier successesin the
fight against inflation only if al those concerned try harder to ensure
thelong-termcredibility of their anti-inflation policies. The European
Monetary Union, whichisthelonger-runobjective, hasachanceonly
if the European Monetary System returns to discipline and more
convergent anti-inflation policies beforelong.
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