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Foreword

Early inthe past decade, the Federal ReserveBank of Kansas City
hosted an economic symposium focusing on **Monetary Policy |ssues
inthe 1980s.” That programdiscussed the complicationsof monetary
policymaking in an environment of deregulation and rapid financia
innovation. Recently, accelerating globalization of financial markets
and increasing interdependenceof the world's economies have made
policymaking even more complex.

Given the prospectivecontinuation of these developments, the Bank

devoted its 1989 symposium, the thirteenth in a serieson major public
policy issues, to **Monetary Policy Issuesin the 1990s™ An outstand-
ing group of scholarsand international authoritiescame together to
share their views and consider monetary policy in a new decade.
. Weappreciate the contributionsaf al thosewho took part and made
it anotablesuccess. Specia thanksgo to Gordon H. Sellon, Jr., assis-
tant vice.president and economist; and Bryon Higgins, vice presi-
dent and associate director of research, both in the Bank’s Research
Department, who helped develop the program.

As we enter the 1990s, it isclear that the formulation and conduct
of monetary policy in coming yearswill require increased cooperation
and coordination among policymakers around the globe. WWe hopethese
proceedingswill add to public understanding and encourage further
inquiry into the complex monetary policy issues which lie ahead.

ROGER GUFFEY

é President g ; 3

Federal Reserve Bank of Kansas City
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Introduction

Donald P. Morgan

‘Monetary policy operatesin a different environment than it did
adecadeago. Financia market innovationshave eroded thedistinc-
tionsamong monetary assets, making the definition of money increas-
ingly arbitrary. Deregulation of interest rates and banking activity
is changing the behavior of the monetary aggregates, as banks pay
interest on monetary assetsand nonbanks offer monetary-likeassets.
And globalization of markets has increased the international effects
of domestic policy through trade accounts and exchange rates.

Theevolutionin world financial and goods markets raisesa number
of questions about monetary policy. .What should be the long-run
goal of monetary policy? What short-run procedures should.monetary
policy adopt to achieve this goal? How should monetary policy
respond to trade imbalances and volatile exchange rates?

To confront such questions, the Federal Reserve Bank of Kansas
City invited distinguished central bankers, academics, and industry
representatives to a symposiumentitied **Monetary Policy Issuesin
the 1990s.”” The, symposiumwas held August 30—September 1,1989,
in Jackson Hole, Wyoming.

Participants generally agreed that the goal of monetary policy in
the 1990s, above all else, should be price stability. The chalenge
to monetary policymakers will be to achieve price stability in the
face of rapidly changing financial markets and competing interna-

Donald P. Morgan is an economist at the Federal Reserve Bank of Kansas Gty.
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tional goals of monetary policy. Most participants agreed that price
stability cannot be achieved by targeting monetary growth because
the relationship between money and prices will remain unstable in
the 1990s. Participants disagreed, however, on whether competing
international goals of monetary policy —stable exchange rates and
balanced trade—would, or should, compromise the goa of price
stability.

This article summarizes the papers and commentary presented at
the symposium. Thefirst section discussesthe lessonsfrom the 1970s
and 1980s that have led monetary policymakers to believe their
primary goa should be pricestability. The second section examines
the operational challengesto price stability arising from the evolu-
tion in financial markets. The third section discusses international
obstaclesto achieving price stability. The final section summarizes
the views of four prominent central bankers participating in the
Symposium.

Price stability: The goal of monetary policy in the 1990s

Historically, central banks have pursued a number of economic
goals: price stability, full employment, exchange rate stability, and
balanced trade. Defining the proper long-rungoa of monetary policy
in the 1990s was an important issue at the symposium.

Thesymposium's first presenter, CharlesFreedman, set thestage
for this issue. In "*Monetary Policy in the 1990s—Lessons and
Challenges,"” Freedman reviewed some important lessons for
monetary policy from preceding decades. Freedmanargued that high
inflation and unemployment in the 1970s, followed by the high cost
of disinflation in the 1980s, have convinced central bankers their
foremost goa in the 1990s should be price stability.

The principal lesson from the 1970s, according to Freedman, is
that monetary policy should not try to stabilize the unemployment
rate. He explained the long-run unemployment rate dependson such
real factors as labor force mobility and minimum wage laws, rather
than on the supply of money. If policymakers increase the money
supply in an effort to reduce unemployment, the only long-runeffect
will beinflation. Policymakers learned thislesson when they expanded
the money supply to prevent unemployment from increasing after
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thepriceof ail tripled in the 1970s. Theresult was stagflation—high
unemployment and high inflation.

Turning to the 1980s, Freedman argued that the high cost of
disnflation—the recession in 1981 and 1982—taught policymakers
to be vigilant against inflation. If policymakersignoreinflation the
public will doubt policymakers commitment to ending inflation.
Policymakersin this predicament cannot change the public's expec-
tationsmerely by announcing that inflation will decline. To over-
come inflationary expectations, monetary policy must eventually
become severely restrictive, even at therisk of arecession. To avoid
this outcome, Freedman advised policymakers to respond quickly
to signs of inflation.

Looking ahead to the 1990s, Freedman identified three major
challenges for monetary policy. First, the deregulation of interest
rates and exchange rates and the greater integration in world finan-
cia markets will change the channels of monetary policy. Second,
ongoing financial innovation will result in continued instability in
the rel ationshipbetween pricesand money. And third, greater inter-
national capital mobility may prevent central banks from achieving
both price stability and exchange rate stability.

In discussing Freedman's paper, Lyle E. Gramley said it may.be
politically impossiblefor monetary authorities to aim only at price
stability while ignoring the unemployment rate. He recalled the Bush
Administration criticized the Federal Reservefor worrying too much
about inflationin 1989, even though the unemployment rate was low
a the time. Gramley predicted political pressure to stabilize the
economy may increasein theevent of disturbancesto the vulnerable
international or financial sectors. If policymakersare forced to try
to stabilizethe economy, Gramley advised them to remember that
monetary policy has only a temporary effect on real variables, but
a lasting effect on prices.

Achieving price stability: Operational challenges

As Freedman observed, rapidly changing financial markets pose
an operational challengeto thegod of achieving price stability. Four
papers at the symposium addressed this issue. Benjamin Friedman
investigated how the monetary transmission mechanism has been
changed by deregulation, innovation, and globalizationin the 1980s.
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Central bank economists from three countries then discussed how
monetary operating procedures in the 1990s must adapt to these
changes if price stability is to be achieved.

The changing monetary transmission mechanism

In *"Changing Effects of Monetary Policy on Real Economic
Activity," Benjamin Friedman identified three changesin the U.S.
economy in the 1980s that may have atered the behavior of major
spending components. First, the elimination of deposit interest-rate
cellings and the emergenceof secondary mortgage markets may have
weskened the strong effect of monetary policy on thehousing industry.
Second, rising indebtednessof U.S. corporationsand consumersmay
have madethem more sengitiveto changesin interest rates. And third,
the increased openness of the U.S. economy may have made the
exchange rate a more important channel of monetary policy.

Friedman conducted statistical testsof these hypotheses. He found
the housing industry has becomeless susceptibleto monetary policy.
Businessinvestment in plant and equipment, on the other hand, has
become more sensitive to interest rates. Friedman found consumer
spending in the 1980s was less affected by changesin interest rates
and stock pricesthan previoudly. And finally, Friedman found the
flow of importsand exportswasless sengtive to changesin thedollar's -
value in the 1980s; he calculated the decline was large enough to
. decreasethe importance of foreign trade as a channel for monetary
policy, even accounting for thelarger shareof U.S. GNP that istraded
internationally. In sum, Friedman judged, the ability of monetary
policy to affect aggregate spending has not changed, but itsrelative
impact on housing, businessinvestment, consumption, and foreign
trade has changed. Policymakersin the 1990s must takethese changes
into account.

Discussant Ral ph Bryant disagreed with some of Friedrnan's con-
clusions. Bryant questioned Friedman’s finding that consumer spend-
ing responded more now to changesin interest rates and stock prices.
In Bryant's view, not enough data have accumulated sincederegul a-
tion to measureaccurately its effects on consumer spending. Bryant
also doubted that trade flows have becomeless sensitiveto financial
variables. Even granting that result, Bryant thought the increased
shareof U.S. GNP constituted by foreign trade would enhance the
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importance of trade as a channel for monetary policy.

Bryant did agree with Friedman's conclusions that the housing
industry has probably becomeless affected by monetary policy. He
also agreed that business investment has become more sensitive.

In Bryant's view, monetary policy will remain effective in the
1990s, but its effectswill be more uncertain. Greater uncertainty will
force policymakersto proceed cautiously and to be candid about the
possibility of mistakes.

Policy targets and operating procedures

Papers by central bank economists from the United States,
Australia, and Japan examined how short-run monetary policy must
operatein the 1990sto achieve price stability. The central question
was whether price stability could be achieved by targeting the
monetary aggregates in the context of financia deregulation,
globalization, and innovation.

In"*Policy Targetsand Operating Proceduresin the 1990s,”” Donad
Kohn began with the premise that the only reasonable long-run
objective for monetary policy is price stability. He then examined
operating proceduresthat might achieve this objectivein the United
States.

Kohn first consderedintermediatetargeting as a short-run operating
procedure. Under this procedure, Kohn explained, policymakerstry
to achieve their ultimate goa by controlling some intermediate
variable—the supply of bank credit, for example. He noted that
policymakers must abandon a particular target if the short-runrela-
tionship between thetarget and their ultimategoa becomes unstable.
For example, bank credit was abandoned as a target in the 1960s
after firms began borrowing more in open inarkets and less from
banks, thus altering the relationship between bank credit and spend-
ing. For much the same reason, Kohn added, monetary targetswere
deemphasizedin thelate 1980s. Kohn concluded thet theintermediate
targeting procedure may beinherently inefficient becauseit ignores
informationfrom other variables. Asan dternativeto targeting asingle
variable, Kohn advocated a strategy of small, frequent policy
adjugmentsin responseto many different variables. Uncertainty about
underlying relationships among financial and economic variables
forces policymakers to ‘“‘cast a wide net' by monitoring several
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variables, including interest rates and indicators of real activity.
Uncertainty also calls for small, frequent adjustmentsin policy to
avoid making cumulative errors, Kohn argued.

Under thisstrategy, warned Kohn, policymakersrisk losing sight
of thelong-rungod of reducinginflation. In Kohn's view, the Federal
Reserve has avoided this danger by **leaning against the wind™* to
avoid excess demand that might cause higher inflation. Doing so has
enhanced the credibility of the Federal Reserve's commitment to con-
trol inflation. In turn, greater credibility has helped reduceinflation
by keeping inflation expectations low.

In *""Policy Targets and Operating Procedures: The Australian
Case," lan Macfarlaneobserved that Australiadid not reduceitsinfla-
tion rate in the 1980s as much as many other industrialized coun-
tries. He said that reducing inflation further would be the major
chalenge in the 1990s. .

Macfarlanedescribed how monetary policy proceduresin Austraia
had evolved from exchange rate targeting to monetary targeting and
then to interest rate targeting: He explained targeting the exchange
rate in the 1970s and 1980s constrained the central bank's ability
to achieve domestic objectives. For example, whenever the central
bank tried to dow theeconomy by raisinginterest rates, capita inflows
from foreign investors put upward pressure on the exchange rate.
Then, to stabilizethe exchangerate, the central bank had to sacrifice
itsdomestic objectives. To free monetary policy from thisconstraint,
exchange rate targets were abandoned in 1983.

Macfarlane reported that targeting various monetary aggregates
proved to be unreliablein controllinginflation. The narrow aggregates
were potentially useful, though, since changes in the narrow
aggregates usually preceded changes in spending. But the relation-
ship became unpredictable after interest rates were deregulated in
the 1980s. The broader monetary aggregates, on the other hand, bore
alagging relationship to spending, which limited their usefulnessas
targets. Consequently, the Reserve Bank abandoned monetary
targeting in 1985.

Macfarlane explained that the Australian Reserve Bank now
operates by adjusting interest rates to achieve price stability. He
acknowledged the tendency under this procedure for interest rates
themselves to become an objective. The risk with this procedure,
he explained, lies in keeping interest rates steady in the face of
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acceleratinginflation. He felt, however, that the Australian central
bank had avoided thisrisk in recent years. Besides, he could see no
better alternative, asexchange rate targetsand monetary targets had
not performed well in Austrdia.

In "*Policy Targets and Operating Proceduresin the 1990s: The
Case of Japan,™ Y oshio Suzuki predicted the Japanese central bank
will continueto rely on monetary targeting to maintain pricestability.
Suzuki reported that the relationship between money and prices in
Japan remained relatively stable in the 1980s. He attributed the
stability to the gradual pace of interest rate deregulation in Japan,
which is not yet complete, and to relatively stableinflation and interest
rates in the 1980s.

Suzuki suggested that deregulation would change the channels of
monetary policy. Under current deposit and loan interest rate ceil-
ings, arisein market interest.ratesleadsto a reduction in bank deposits
and bank credit. Suzuki predictedthiscredit availability channel would
weaken when deposit ceilingsare abolished in the 1990s. A stronger
channel may arise from theeffect of monetary policy on wealth. He
explained that higher interest rates reduce wealth by depressing the
stock market and the value of bonds, and the reduction in wealth
in turn reduces consumer spending. Thiswealth effect channel will
likely strengthen as Japanese wealth increases in the 1990s.

Achieving price stability: International challenges

Integration of world markets has given international issues greater
prominencein policy debates. Two papers examined the possiblecon-
flict between the domestic goa of price stability and competing
international goals. Jacob A. Frenkel, Morris Goldstein, and Paul
R. Masson examined whether price stability could be reconciled with
the goal of exchange rate stability. Rudiger Dornbusch argued that
policymakersshould not be too concerned with price stability in pur-
suing balanced trade and full employment.

Price stability versus exchange rate stability
In "*International Dimensions of Monetary Policy: Coordination

Versus Autonomy,"* Jacob A. Frenkel, Morris Goldstein, and Paul
R. Masson examined thetension between central banks coordinated
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pursuit of exchange rate stability and their independent pursuit of
domestic price stability.

The authors argued that stabilizing exchange rates is sometimes
a legitimate goa of monetary policy. They cited theoretical and
empirical evidencethat destabilizing speculation can cause excessvely
volatile exchange rates. Because excess volatility creates needless
uncertainty for investors, the authorsargued, it would be a mistake
for policymakersto ignoreexchange rates. On theother hand, since
excess volatility is the exceptiona case, it would aso be a mistake
for policymakersto fix exchangerates. Asan intermediatesol ution,
the authors proposed that central bankersin larger countriesshould
keep exchange rates within **loose and quiet’* target zones.

Will maintaining exchange rate zonescompromisethegoa of price
sability? Nat for high-inflation countries, said the authors, since main-
taining the exchangerate vis-A-visalow-inflation country disciplines
the central bank of the high-inflation country. However, for larger
countrieswith low inflation rates, enforcingthe zoneswill occasionaly
require central banks to intervene in exchange markets or to make
coordinated adjustmentsin their domestic policies. In these events,
thegoal of domestic price stahility hasto be ignored since monetary
policy cannot simultaneoudly control the domestic and international
value of the currency.

Can fiscd policy control thedomestic price level when monetary
policy is aimed at the exchange rate? The authors offered severa
reasons why, in their view, fiscal policy is not suited to this pur-
pose. First, fiscal policy is too inflexible to function as a tool of
demand management. For evidence, they pointed to persistent and,
in their view, inappropriate budget deficits in the United States in
the 1980s. Second, too littleisknown about the effectsof fiscal policy
on the economy. Third, fiscal policy should be guided by long-run
issues, such as economic growth and incomedistribution, not by the
short-run goal of demand management.

Discussant Robert Solomon agreed that excessively volatile
exchange rates will occasionally be a mgjor concern for monetary
policy in the 1990s. He disagreed, however, that aiming monetary
policy at exchangerates requiresabandoning thegod of pricetability.
In his view, fiscal policy could be used to control the price level.
Whileit may belessflexiblethan monetary policy, fiscal policy may
affect theeconomy faster than monetary policy. He asserted thet nearly
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a decade of large U.S. budget deficits should not disqualify fiscal
policy as a useful policy tool.

Discussant John Williamson agreed with most of the authors
arguments, but disagreed on two points. First, heargued that monetary
authorities should announce the exchange target zones publicly.
Second, he objected to assigning monetary policy exclusively to con-
trolling inflation or the exchange rate, while assigning fiscal policy
solely to balancing the budget. In his view, price stability and
exchange rate stability could both be achieved by the appropriate mix
of fiscal and monetary policy. He echoed Solomon's point that large
U.S. budget deficits should not disqualify fiscal policy as a useful
instrument of demand management.

Price stability versus balanced trade

Rudiger Donbusch, in** The Dallar in the 1990s; Competitiveness
and the Challenges of New Economic Blocs,” argued that U.S.
monetary policy cannot be** overconscious™ of inflationif the United
Statesis to improve its trade account in the 1990s without suffering
a recession.

Dornbusch observed that increased financiad integrationin the 1980s
increased the international spillover of domestic policy. The com-
bination of large U.S. budget deficits and tight monetary policy in
the 1980s resulted in higher U.S. interest rates, which attractedforeign
capital. The capital inflow moderated the increase in interest rates
but increased the value of the dollar. The resulting increase in the
trade deficit allowed the United States to run large budget deficits
without displacing domestic investment. In Dornbusch's view, there
is ample evidence that trade deficits caused by budget deficits are
cause for concern.

Next, Dornbusch argued that the trade deficit could remain large
unlessthe exchange value of thedollar declines. Thedollar isover-
valued, asevidenced by thefact that some U.S. export pricesremain
abovetheir 1980 levels. The U.S. competitiveposition appearseven
worse, headded, in light of the superior quality of someforeign goods
compared with U.S. goods. The U.S. competitive positionis weak-
ened further, he asserted, because Japanese markets are closed to
U.S. exports.

A changein macroeconomic policiesis needed to reduce thetrade
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deficit, Dornbusch reasoned. He stressed that domestic policy must
be coordinated toward thisend. If monetary policy iseased to lower
thedollar without an accompanying reduction in the budget deficit,
the economy would overheat and inflation would accelerate. Alter-
natively, if the budget deficit is reduced without an accompanying
easein monetary policy, arecession could follow. Thus, in theevent
the budget deficit is reduced, the Federal Reserve should ease
monetary policy to lower thevalue of thedollar in order to increase
U.S. exports. Theriskisthat the Federal Reserve, fearing inflation,
would not ease policy as the budget deficit is reduced.

Dornbusch aso argued that the emergence of **inward-looking*
trading blocs in Europeand Asiathreatenthe U.S. competitivepos-
tion and the international role of the dollar. He noted that Europe
1992 has dready led some U.S. firmsto build plants in Europe to
avoid being locked out of that market. He also predicted an Asian
trading bloc centered in Japan would emergein the 1990sas the United
States closesitsdeficit with Japan and Japan seeks new markets. Fur-
thermore, Dornbusch predicted the emergenceof a single currency
unit in each of these blocs would displace the dollar as a world
currency.

Discussant Jeffrey A. Frankel agreed with Dornbusch that the cur-
rent U.S. budget deficit should be reduced in order to improve the
trade balance. He also agreed that the Federal Reserve should
accommodatea fisca contraction by lowering real interest ratesand
the valueof thedollar. Frankel emphasized, however, that inflation
would worsen if monetary policy becomesexpansionary before the
budget deficit is reduced.

Frankel objected to Dornbusch's assertion that European and Asan
integration threaten the role of the dollar. He predicted the dollar
would remain the preeminent world currency into the next century.
A more important trend, in his view, was the increasing share of
world output produced in Japan and Europe. To theextent thischange
reflects dow U.S. productivity growth in the 1980s, it is cause for
concern. He noted, however, that integration and economic success
among our trading partners would not necessarily be at the expense
of the United States.

Discussant Alexander Swobodawarned against focusing too much
attention on the exchange rate, lest it be elevated to the undeserved
status of a target of monetary policy. In his view, monetary policy
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should be assigned to price stability in the long run and stabilizing
output in the short run. The U.S. current account deficit should be
addressed at its source: large budget deficits. Swoboda al so thought
Dornbusch overemphasi zed Japanese-U.S. trade relations, pointing
out that opening Japan's markets would benefit all nations, not only
the United States. On a separate point, Swobodaobserved that while
the U.S. dollar is till the predominant world currency, itsrole is
declining vis-a-vis the yen. He predicted a further, albeit dow, decline
in the dollar's role in the 1990s.

Central bank overview

The symposium also provided a forum for the opinions of four
prominent central bankers. The luncheon address on the first day
was delivered by Robin Leigh-Pemberton, the Governor of the Bank
of England. The symposium concluded with an overview panel com-
prising John Crow, Governor of The Bank of Canada; Leonhard
Gleske, Member of the Directorate, Deutsche Bundesbank; and Alan
Greenspan, Chairman of the Board of Governors of the Federal
Reserve System of the United States.

Robin Leigh-Pemberton's address was entitled ** Europe 1992:
Some Monetary Policy Issues.”" He noted that integration of Europe
in 1992 will enable goods, capital, and labor to moveasfreely among
the nations in the European Community as they do currently
throughout the United States. This unity may constrain the autonomy
cf member countriesin conducting monetary policy, perhapsleading
eventually to a common currency and monetary authority. Leigh-
Pemberton asserted it is**more important than ever” to understand
that the "*first and overriding goa"* of monetary policy should be
price stability.

L eigh-Pemberton discussed the pace at which monetary integra-
tion should occur. It is often argued, he noted, that sincean integrated
Europe will resemblethe United States, Europe should adopt acom-
mon currency and singlemonetary authority modeed after the Federal
Reserve System. In hisview, thisargument ignoresthefact that Euro-
pean goods and labor markets will likely remainlessintegrated than
U.S. marketsfor sometime. Lacking the adjustment mechanism that
integrated markets provide, each European nation may still need an
independent monetary authority to accommodate disruptionsto its
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own economy. For this reason, Leigh-Pemberton warned against
alowing monetary integrationto race ahead of goodsand labor market
integration.

Leonhard Gleske addressed two issuesin his remarks: the role of
monetary targeting in the 1990s and the implications of a tri-polar
currency system for monetary policy.

Gleske reaffirmed the mgjority view that the primary responsibility
of acentral bank is price stability. Monetary targeting has been useful
to the Bundesbank in fulfilling that responsibility, said Gleske,
especialy when the Bundesbank was attempting to reduce inflation
in theearly 1980s. More recently, however, German monetary policy
has not been guided exclusively by the monetary aggregates; some
overshooting of the monetary targets has been tolerated to prevent
the deutsche mark from appreciating. In Gleske's opinion, thiscom-
promise was justified by the need to protect West Germany's large
foreign sector from misdigned exchangerates. Furthermore, because
the external sector will likely grow with the integration of Europe,
he expects the monetary aggregatesto serve aslong-run policy guides
in the 1990s rather than formal targets.

Gleske specul ated that strict monetary targeting might be feasible
under atri-polar currency system. Because each bloc's foreign sec-
tor would constitute a smaller share of the bloc's aggregate output,
each bloc could better withstand shocksto itsexchangerate. Gleske
felt, however, that a common monetary authority in Europeis still
remote, and a common authority in the Pacific rim may never occur.

John Crow observed in his remarksthat central banksareofficially
charged with many responsiblities. For example, the Bank of Canada
Act calls upon the bank to protect **the international value.of the
currency, and to mitigate by itsinfluencefluctuationsin the general
level of production, trade, pricesand employment.” Crow argued
that monetary policy is best suited to achieving price stability;
therefore, price stability should be the foremost goa of monetary
policy.

Crow urged central bankersto resist having too many dutiesfoisted
upon them, lest they fail in their primary duty of stabilizing prices.
He acknowledged that monetary policy has a comparativeadvantage
over fiscal palicy in controlling the exchange rate. Crow reasoned,
however, that exchange rate is best stabilized by preserving the
domestic value of the currency —that is, by eliminating inflation.
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Alan Greenspan predicted central bankersin the 1990s will face
moreingtability intheinternational financial systemdueto the accel-
erating volumeof international financial transactions. He explained
that most international transactions are not concurrent: a period of
"*float™ separatesthe commitment and final settlement of a transac-
tion. During such a period, the transaction is essentialy a loan. If
the borrower defaults, thelender may in turn default on transactions
thelender agreed to when still expecting payment from the borrower.
Such achain reaction of defaults could destabilize the international
financial system. Greenspan judged that we cannot hope to eliminate
such systemic risk. He concluded, however, that because the stability
of financial markets ultimately depends on the performancedf the
world economy, systemic risk is best controlled through the ** pur-
suit of sound economic policies both domestically and, to the extent
relevant, on a coordinated international basis.”’

Concluson

Participants at The Federal Reserve Bank of Kansas City's 1989
symposium discussed awide range of issuesfor monetary policy in
the 1990s. One issue, however, forced itself center stage: price
stability. Virtually al participants agreed that price stability should
be the foremost goal of monetary policy in the 1990s.

With this goal in mind, participants acknowledged a number of
obstacles to achieving price stability. Deregulation and innovation
infinancia marketshave changed the transmissionof monetary policy
in uncertain ways. Just asimportant, theevolution in financid markets
has destabilized the short-run rel ationship between money and prices,
depriving policymakers of a useful tool for short-run policy opera-
tion. At the sametime, the integration of world markets has forced
policymakersto look beyond their bordersin deciding policy. Inter-
nationa issues, such as volatile exchange rates and trade imbal ances,
now compete with price stability for policymakers attention. To
achieve price stability in thecoming decade, monetary policymakers
must overcome these operational and international challenges.
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Monetary Policy in the 1990s.
Lessons and Challenges

Charles Freedman®

I ntroduction

In recent years there has been considerable discussion of various
nationa and international financial developments ,which,it isargued,
have had or will have important implicationsfor the way monetary
policy isconducted. The most prominent of these devel opmentscan
be captured under the rubrics of liberalization and globalization. They
include such matters as the abolition of exchange and capital con-
trols, arangeof financial innovations brought about by regulatory
or market changes that have made monetary aggregates |ess stable,
and the moveof somecountriestoward a fixed exchangerate regime.

In thispaper | take both a backward and forward ook at the formu-
lation of monetary policy. The next section provides a broad over-
view of the principal lessonsfor the conduct of monetary policy that
can be drawn from the experiences of the past two decades. The
following section tracesout someof thelikely challengesto monetary
policy in the coming decade, in particular the implications of
liberdizationand globaization. Thereis, of course, some considerable
overlap between past changes and future developments.

Oneset of broad conclusionsis worth highlightingin this introduc-

*The viewsexpressed in this paper are thoseof the author and do not necessarily reflect those
of theBank of Canada. The author is indebted to anunber of his colleagues at the Bank for
commentsand criticismsof earlier drafts, of this paper. Any remaining errors are, of course,
his own responsibility.
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tion. For those countriesin which monetary policy hasin the past
operated principally through market mechanisms (that is, changes
ininterest rates and/or the exchange rate), the 1990s will not differ
in any truly fundamenta sensefrom the past two decades as far as
the conduct of monetary policy is concerned. Of course, there will
be changes. For example, the role of intermediate targets may be
different, and the relativeimportance of interest rates and exchange
rates as transmission channels may change. But, basically, the cen-
tral banks in such countries will likely conduct monetary policy in
the1990sin arelatively smilar way to the way they have been con-
ducting policy in the 1980s. In contrast, for those countries which
relied upon quantitative controls and credit rationing in the pagt,
changes have been and will be much more fundamental. With the
removal of restrictionson markets and on market participantsand
with the abolition of exchangecontrols, quantitative credit controls
will nolonger befeasible. Hence, policy will haveto operate through
changes in interest rates and exchange rates, as in the first group
of countries. Afird st of countrieswill havethe most radica changes
of al. These are the countrieswhich opt for a fixed exchange rate
vis-a-vis alarger partner or as part of a currency bloc. In a world
without exchangecontrols and in which asset substitutabilityishigh,
such countriesare relinquishing their monetary policy roleto their
larger partner or to thecentral bank of the currency area. In return,
they receivethelong-runinflation rate and credibility of the latter.
Thus the relevance of the judgmentsand conclusions in this paper
to a specificcountry will depend on theingtitutionsthat have prevailed
in that country aswell asthe choiceit makeswith respect to exchange
rate regime.

Theapproach that istaken in this paper to theseissuesis primarily
practical, rather than theoretical, and the focus is upon the major
problems that central banks have faced and will be facing. It is not
intended to be an exhaustive treatment, but rather a broad-brush
survey. The model underlying most of the analysisis what | would
cal the mainstream central bank mode of recent years—best
characterized as a structural model with an aggregate demand for
goods equation, a money demand equation, and an augmented Phillips
curve equation with no tradeoff in thelong run but in which wages
or pricesare responsive to conditionsin thelabor or goods markets
in the short run. Of particular importance is the fact that expecta-
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tionsin the mainstream modd are typicaly a mix of the backward-
looking (that is, adaptive) and forward-looking varieties.* In short,

the mode is basically one in which markets do not continuoudly clear
(that is, thereis wage and/or price stickinessin the short run although
not in the long run) and in which expectationsare, at most, partly
rational.2 | will also follow what | interpret as the mainstream cen-
tral bank approach to the transmissionmechanism, in which monetary
policy (in the absence of credit and exchange controls) operates
through changesin interest rates and other ratesof return, and through
changes in the exchange rate when the latter is permitted to move.

A final point by way of introduction. Since much of my own exper-

tise has been in the area of Canadian monetary policy, | will draw
heavily on the experiencesover thelast two decadesof the Canadian
economy —a quintessential relatively small open economy with very

high international asset substitutability, no capital controls, flexible
exchange rate, no interest rate ceilings, and no credit rationing.
Because of the openness of the Canadian economy and the absence
of controlsover along period of time, the Canadian economy may
well serve as a useful laboratory for what islikely to happen in those
countries whose markets are becoming more liberalized and more
global. | also make frequent referenceto developmentsin the U.S.

economy over thelast two decades, notably in termsof the responses
totheabolitionof interest rateceilings, and in relation to theinterac-
tion between fisca and monetary policy.

Lessons from the 1970s and 1980s

In beginning a retrospectiveof thelessonsthat can be drawn from
the experiencesof the past two decadesit is perhaps worth recalling
very briefly the nature of the policy views that dominated the

1 Models, such as those of Taylor (1980), which incorporate staggered wage contracts and
rational expectationscan give similar results to models with some backward-looking expecta-
tions. Nonetheless, | would characterize the mainstream central bank approach as including
an element of backward-looking expectations.

2 |n addition to the full rational expectations market-clearing model, | also leave aside the
rea business cycle theories and new Keynesian approachesto cyclical fluctuations. The real
businesscycletheoriesare surveyed in Plosser (1989) and Mankiw (1989), and the new Keynes-
ian approaches are set out in Ball, Mankiw, and Romer (1988), and Greenwald and Stiglitz
(1988).
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economics profession and central banksin the 1960s. A listing of
thegoasof policy at this period would make prominent mention of
both the level of output and employment and the rate of inflation.
It was felt that one could achieve a reasonable outcome for these
variables as well as stabilize real incomes by targeting on a rea
variable such as real output growth or the rate of unemployment.
That is, when real output growth fell and the rate of unemployment
rose, fiscal and monetary policies would be moved in the direction
of expansion, and when the rate of unemployment fell and the rate
of inflation rose policieswould shift in thedirectionof contraction.?
With hindsight it is clear that the attempt to “‘fine tune’* the rea
economy and to achieve what turned out to be unredlistically low
rates of unemploymentwas overly ambitiousand beyond the capacity
of central banks and governments.* In the event, the combination
in the early 1970s of the pressuresof worldwide excess aggregate
demand and of supply shocks led to a long-lasting inflation situa-
tion, unprecedented in the peacetime history of industrialized coun-
tries, which is ill influencing behavior.

Thefollowing list setsout what | consider to bethe principal lessons

for monetary policy that can be drawn from the experience of the
1970s and 1980s.

(1) Monetary policy should takealonger-term perspectiveand
focuson one or more nomina quantity variablesor the nominal
exchange rate, and not on real variablesor interest rates.

(2) Inflation expectations becomeentrenched over timeand very
difficult to eliminate. Hence, in theface of demand pressures,
it isimportant to take timely action to prevent inflation from
accelerating or at least to limit the upward movement.

(3) Somewhat less emphasis should be placed on monetary
and/or credit aggregates than in the past. They can continue

3 Indeed, in the most ambitious versionsof this approach the authorities were expected to
adjust policy in response to projected movementsof unemployment and inflation.

4 Furthermore, those who believed in a long-run tradeoff between the unemployment rate
and therateof inflationfound their beliefsdisproved by theeventsof thelate 1960sand 1970s.
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to make a useful contribution to policy but in a world of
innovation may not be able to serve as formal intermediate
targets.

(4) Inaneconomy that is subject to periodic, significant shocks
initstermsof trade, movementsin the nomina exchangerate
can facilitate adjustments in the economy.

(5 When fiscal policy and monetary policy are working in
oppositedirections, very large movementsin financia variables,
such as the nomind and real exchange rate and nomina and
rea interest rates, may result.

(6) Thereisnosimpleway of dealing with unfavorable supply
shocks.
Each of these points will now be considered in detail.

(I') Monetary policy should take a longer-term per spective and focus
on one'or more nominal quantity variablesor the nominal exchange
rate, and not on real variables or interest rates.

This is, perhaps, the principal lesson to be drawn from the
experienceof the1970s. Theimplicationsof focusingon rea variables
can be seen in theevents of the period and in the mainstream model.
Targeting on, say, the unemployment rate can be very risky since
one can never be sureof the magnitudeof the nonacceleratinginfla-
tion rate of unemployment (NAIRU), and trying to achieveand main-
tain alevel of unemployment which is below the NAIRU-will lead
to an accelerating rate of inflation. The risks are particularly great
when the NAIRU is changing as a result of such factorsas changes
in minimum wage laws, modificationsin the regulations governing
unemployment insurance, or demographic shifts.’

By focusing onanomind quantity variable, theauthoritiescan avoid
cumulative one-way errors which result in outcomes such as ever-
increasing inflation. Excessively rapid growth in demand (whether
caused by an internal or external demand shock) causes the nominal
variable on which the central bank is focusing to expand at a rate

5 Rose (1988), Carlson (1988), and Weiner (1986).
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greater than desired. In the caseof an economy operating under flexi-
ble exchange rates, the result will be arisein interest rates and an
appreciation of the domestic currency, both of which will operate
to moderate the expansion of nomina spending. Conversely, in a
Situation with excessively dow growth in spending, there will bea
tendency for interest ratesto decline and the domestic currency to
depreciate, both of which will tend to provide support to spending.
In both cases, thetransmission mechanism operates from central bank
adjustmentsin its balance sheet through interest rates, exchange rates
and their associated effects, to output and prices.

Considerableresearch over the years has gone into the question
of whether the authorities should place most weight on a monetary
aggregateor acredit aggregateor nomina spending or the nominal
exchangerate. Much of theearlier literatureemphasi zed the monetary
aggregates and the debate centered on issues such as the choice
between narrow and broad aggregates, the degree of stability of
demand for money equations, and reduced-form linkages between
money and nomina spending. Recently, somewhat more attention
has been paid to the potentid roleof credit in the conduct of monetary
policy” and, especially, to the possibility of nomina spending play-
ing the role of intermediate target or focus of policy.?

In termsof formal modelsa strong case can be made for placing
most emphasis on nomina spending or, what is more or less
equivalent, on a monetary aggregatewith low interest rateelasticity
and afairly stablerelationshipwith nomina spending. Indeed, some
have urged that the authoritiesformally target on nomina spending.
In addition to ensuring a favorable long-run outcome, nominal spend-
ing rulesappesr to.avoid excessivecyclica movementsof theeconomy
following demand shocks. However, a number of good, practical
reasons have been offered for not going so far asto target on nomina
spending.® These include concernsabout the quality and timeliness
of nomind spending data, the relative roles of central banks and
governmentsin taking responsibility for nomina spending, and the

6 SeeLongworth and Poloz (1986) and thearticlescited therein, aswell as Alogoskoufis(1989).
7 B. Friedman (1982), Bernanke and Blinder (1988).

8 Tobin (1980), Gordon (1985a), McCallum (1985).

9 Ando and others (1985). pp. 6-9.
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inability of the authoritiesto achieve such targetswith any precision
in theshort to medium run. In any case, evenif the authoritieschoose
not to target on nomina spending for the above or other reasons,
it isclear that nomina spending isa variableto which considerable
attention should be paid. After al, it isonly by getting the growth
of nominal spending in the economy down to noninflationary rates
that inflation can be eliminated from the  economy.

At the other end of the spectrum istargeting on a nomina exchange
rateor a basket of nominal exchangerates. Thisisaviableapproach
for a small country that is prepared to accept the rate of inflation
that isachieved by thelarge country, or the averagerate of inflation
of thegroup of countries, to whichitislinkingitscurrency. However,
consideration of the type of shock to which a country is likely to
be subject isvery important in deciding whether to fix theexchange
rate or to opt for afloating currency. For example, the periodic shocks
in theworld pricesof raw materialsvis-B-visthose of manufactured
goods would provide a strong argument for a small raw materias
producer not to tieits currency to that of alarge manufacturing coun-
try. Indeed, one of the adjustment mechanisms for the small raw
materials producer is via the movementsin the real exchange rate
and, therefore, fixing or constraining the nomina exchangerate may
hamper adjustment in such circumstances. | will return to theseissues
in later sections of this paper.

(2) The stubbornnessof inflationary expectationsand theimportance
of a timely response to aggregate demand shocks,

Oneof the moreimportant featuresof theexperiencesof the 1970s
wasthedifficulty in bringing down the rate of inflation oncethe public
cameto expect that theinflationary process would continue unabated.
The lesson to be drawn is the importance of taking timely action to
prevent inflation from accel erating, becauseof the high costs of get-
ting it down after inflationary expectations become entrenched.

The stubbornness of inflationary expectations in the 1970s and
1980s can be interpreted in two quitedistinct ways. Thosewho believe
the rational expectations, flexible-price model reach the conclusion
that central banks never tried serioudly to get the rate of inflation
down in the 1970s and that the public was right to expect inflation
to persist, given the ratesof growth of the monetary aggregates. And
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when central banksdid finally act in theearly 1980s, they tightened
up too abruptly so that the unanticipated sharp reduction in money
growth led to the most severe recession of the postwar period.

An dternative interpretation of the events of the period follows
the mainstream modd and places much more emphasis on the
backward-looking nature of inflationary expectations. In thisview,
the public responds much more to actua rates of inflation than to
rates of growth of the money supply in establishing its inflation
expectations. Someslowing of output growth will typically precede
any deceleration of inflation, and the public comes to believein a
lower rate of inflation in the future only when the actual inflation
rate is seen to decline.' Thus, the lower rate of growth of money
is associated with higher interest rates and an appreciated domestic
currency, both of whichlead to adowing of spending and to adecline
in both the actual and expected rate of inflation."

An intermediateview places a considerable amount of emphasis
on the credibility of the central bank.'? The simplest version of the
credibility argument can be posed in two ways. First, we can think
of the short-run Phillip'scurve as devel oping a steeper slope a rates
of unemployment above the NAIRU and a flatter dope at rates of
unemployment below the NAIRU. That is, the public becomes so
convinced that the authorities are going to act to forcedown therate
of inflation that they respond more than otherwiseto signs of dow-
ing in the economy and less than otherwiseto signs of strengthen-
ing. An aternativeand more common way of thinking about the ol der
verson of thecredibility effectisto haveinflation expectationsbeing
driven off variables such as the growth of monetary aggregatesor
pronouncements of the authoritiesand not just the actual behavior
of inflation. Thus, in the Fellner-type view, the authorities may
initially haveto dow demand growth considerably to set off the pro-
cessof inflationdecel eration. However, once they convincethepublic

10 |n this connectionit is worth noting the argument that the rate of disinflation of the early
1980s in the United States was consistent with the augmented Phillips curves estimated in
the second half of the 1970s. See Gordon (1985b) and B. Friedman (1988b).

11 A similar conclusion would be reached in the context of the over lapping multiperiod con-
tract model.

12 Fellner (1979).
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that they are seriousabout their objectives, less dack than otherwise
would have been the case is needed to achieve a further decelera-
tion, and thedifficulty of achievingadisinflationisconsiderably less
than suggested by the smplest mainstream modd (although <till more
than in the simple rational expectations model).

Theearlier literaturedid not devote much attention to how central
bankscan achieve credibility. A morerecent literaturetries, typicaly
in the context of the flexible-price rationa expectations model, to
explain why inflation has persisted, to examine whether there are
waysof precommitting the central bank to noninflationary outcomes,
and to analyze the way in which reputation is devel oped and main-
tained.!?

The maininsight to bedrawn from both the ol der and newer strands
of theliteratureistheimportance of central bank credibility in help-
ing to bring about a declinein the rate of inflation or preventing an
increase. For example, the greater thedegree of credibility, themore
willing is the public to treat expansionary demand shocks as tem-
porary and hence, the easier isthetask of the central bank in prevent-
ing arisein therateof inflation. Similarly, one or aseriesof upward
movementsin the price level that are caused by special factorsare
more likely to be treated as temporary blips in inflation (or more
accurately, as changesin the price level rather than in the rate of
inflation) and not as harbingersof an upward ratchet in the rate of
inflation. They are, therefore, less likely to become entrenched in
a wage-price spiral.

Thereare no smpleor magic ways of achieving credibility. Ongo-
ing vigilanceand action by thecentra bank in responseto inflationary
pressuresare necessary to develop and retain such a reputation. Over
time, acentral bank that is credible will be ableto prevent inflation
from re-igniting with much less difficulty than one that has not
developed the reputation of credibility and hence, central bank
credibility serves as a public good for the economy.

(@ The changing role of monetary and credit aggregates.

Although at no time did central banks place sole reliance on the

13 Barro and Gordon (1983), Blackburn and Christensen (1989).
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monetary aggregates as the guide to policy, the 1970s saw greater
use of them asformal targetsthan either the previous or subsequent
period. In part, this was the result of the extremely difficult infla-
tion problem that dominated the period; in part, it related to the
perceived stability of the demand for monetary aggregates, and of
reduced-form equations which rel ated thegrowth of nominal spend-
ing to thegrowth of a monetary aggregateas well asto other variables.
On thebasi sof an enormous amount of empirical work on monetary
aggregates, central banksin much of the industrialized world chose
during this period to target formally on such measures.

Even during this ‘‘golden period'* there were signs of problems
with the aggregates in a number of countries. In the United States,
there was considerable discussion of the case of the *"missing
money.’’ 14 In Canada, asimilar episodein 1976-77 resulted in policy
for atime being somewhat easier than had been intended.!> And in
the United Kingdom, the demand for the £ M3 equation began to
break down in the early 1970s although the leading indicator prop-
erty of £M3 vis-d-vis inflation made it the favored variable until
further problems developed in the late 1970s and the 1980s.1¢

In addition to the broad question of the stability of the money
demand or reduced-formequation, which was considered a necessary
condition for monetary targeting, other problems also began to be
apparent by the end of the 1970s. For those countries which were
targeting on a very interest-elastic monetary aggregate, there was
aconcern that in theface of an expansionary shock arisein nomina
interest rates might be sufficient to hold a narrow monetary aggregate
on target and yet might not be sufficient to dow nomina spending.”*
And, a related point, during a period of disinflation focus on an
interest-elastic monetary aggregate would result in the so-caled
re-entry problem. Thisisasituation in whichafalling rate of infla-
tionand falling nomina interest rates|ead to asharp transitory increase
inthe rate of growth of the nominal aggregate in order to accom-

14 Goldfeld (1976).
15 Thiessen (1983).
16 Goodhart (1986).
17 Thiessen (1983) and Crow (1988).
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modate the increased demand for real money balances.!® The tem-
porary rapid growth in the monetary aggregate over this period would
result in credibility problemsfor the central bank to the extent that
it was misunderstood or that there was a concern that the authorities
would alow therapid growth to go on too long. '* Countriestargeting
on broader aggregates, which are less interest elastic, would tend
to be less affected by these issues than those targeting on narrow
aggregates.

The more serious problems of instability in monetary aggregates
beganin thelate 1970sand early 1980s. In the United States, deregula-
tion of interest rates and the introduction of new accounts resulted
in an extended period of unstabledemand for the narrow aggregates.
In Canada, the source of the instability during this period was not
related to changesin regulationssince interest rates had been largely
unregulated since 1967. Rather, the interaction of technology and
various market forces, including unprecedentedly high interest rates,
led to theintroduction and spread of new types of accountsand new
techniquesof investingidle balancesin order to achieve higher rates
of return.?? Asa result of such developments, M1 was dropped as
atargetin Canadain 1982, and in the United States, emphasisshifted
to the broader monetary aggregates and, for a time, credit,?! with
M1 playing a much less important role.

The experience in the United States provided a good example of
theimportance of financial deregulationin destabilizing a particular
aggregate, one which had previously-been the mogt stable. The Cana-
dian experienceshowed that even an economy which had long since
deregulateditsinterest rates would not necessarily beimmuneto finan-
cia innovation, with the potential for deteriorationin the stability
of some of the aggregatesin aworld of rapid change. It isthelatter
lesson that is the more important since it indicates the possibility of
continuing instability even after economies have absorbed dl the
effectsof deregulationof interest rates. | return to the implications
of thislesson for monetary policy in the 1990sin a subsequent sec-
tion of this paper.

18 Freedman (1981), Simpson (1984).
19 M. Friedman (1985).
20 Freedman (1983).

21 The relationship of credit to nominal spending also became unstablelater in the 1980s.
See B. Friedman (1988b).
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(4) In an economy that is subject to periodic significant shocks in
its terms of trade, movements in the nominal exchange rate can
facilitate adjustments in the economy.

Small countriesthat are subject to periodic movementsin therelative
pricesof their exports haveto cope with adjustment problems follow-
ing such pricechanges. For example, therecan be significant distribu-
tional effects, both industrial and regiona. Furthermore, in the case
of atermsof tradegain that flows from an export price increasethe
outcomein the long run must be a real appreciation of the domestic
currency. Indeed, the rea appreciation is part of the mechanism
whereby the gains to producersof the commodity whose price has
risen become generdized throughout the economy. However, whether
the real appreciation occurs viaa nomina appreciation or viaarise
in domestic wages and prices, with the nominal exchange rate
unchanged, islargely afunction of domestic policy. Attemptsto hold
the nomina exchange rate unchanged in theface of afavorableterms
of trade shock that benefits a country could lead to an inflationary
outcome.

It can be argued that; faced with a positive terms of trade shock
in the early 1970s, monetary policy in Canada should not have
attempted to dow or prevent the rise in the value of the Canadian
currency. By permitting the rise in real incomes to take place via
arisein nominal incomes rather than through the currency apprecia-
tion, the policy responseto the termsof trade shock exacerbated the
inflationary effectsthat had been set in train by the earlier worldwide
excessive aggregate demand.

Conversaly, inthecase of adeteriorationof thetermsof tradearis-
ing from a fall in export prices, the country must absorb a real
depreciation. Here the choiceis between a nominad depreciation and
afall in domestic nomina wages and prices relativeto the path they
would havetaken otherwise. It should be noted, however, that if there
isanomind depreciation of thedomestic currency, which isintended
to facilitate the required real depreciation of the currency, the
authorities must ensure that policy is such that the once-and-for-all
price change arising from the nominal depreciation does not turn into
a wage-price spiral.

(5) When fiscal policy and monetarypolicy are working in opposite
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directions, very large movementsin financial variables, such asthe
nominal and real exchange rate and nominal and real interest rates,
may result.

In the earlier literature on the conduct of monetary policy there
was little discussion of fiscal policy. However, the behavior of the
world economy in theearly 1980sin theface of tight monetary policy
and loosefiscal policy in the United States(aswell asin some other
countries) gave riseto aclearer understandingof the effects of fiscal
policy and the problemsthat can arise when fisca and monetary policy
work in opposite directions.

There are severa issues regarding fiscal policy to which attention
can be drawn. First, the interaction of loose fiscal policy and tight
monetary policy canlead to a period of high real interest rates—the
classic crowding-out mechanism. Second, loosefisca policy and tight
monetary policy in a mgjor and increasingly open country such as
the United States can lead both to high world real interest rates and,
at least for atime, to an appreciation of its currency.22 The higher
value of the U.S. dollar in such circumstances is part of a second
crowding-out mechanism since it isthe U.S. net real trade balance
that is thus indirectly reduced by theloose U.S. fiscal policy.2? For
other countries the upward pressure on the U.S. dollar in the first
haf of the 1980s in the context of a situation in which they were
still concerned about their inflation rate resulted in monetary policies
being set tighter than they othetwise would have been as these coun-
tries tried to offset the downward pressure on their currencies.

A more generd point regarding fiscal policy involvestheoverlap-
ping effectsof fiscal and monetary policy on aggregatedemand. That
is, the expansionary effect on aggregatedemand of a budget deficit
puts more pressure on monetary policy in the achievement of agiven
level of overall spending. Moreover, during periods when other
elementsof demand are pressing against aggregatesupply,,a tighter
fiscal policy can be very helpful in lessening short-run inflationary

22 See Feldstein (1986). The concomitant tightening of fiscal and monetary policiesin other
countries also played an important role in these outcomes.

23 Thereisamassiveliteratureon this subject. See, for example, Helkieand Hooper (1987),
and Hooper and Mann (1987).
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pressures. Thus, monetary conditions need not be as tight as other-
wiseif fiscal policy can contributeto easing pressures. Conversely,
if easy fiscal policy accentuatespressureson demand from other fac-
tors, al the weight of restraining aggregate demand will fall on
monetary policy and hence, interest rates and the vaue of thedomestic
currency will have to be higher than would otherwise be the case.
It may aso make it more difficult for the monetary authorities to
achieve or retain credibility.

(6) There are no simple ways of dealing with unfavorable supply
shocks.

Another of the key issues of the 1970s was the supply shock and
its stepchild, stagflation. Although supply shockscan act in both direc-
tions, as the il price declinesin the second haf of the 1980s have
shown us, the difficult challenge to policymakers derives from an
unfavorable supply shock. Theliteraturethat has developed around
this theme has focused on the flexibility of nominal and real wages
(including the issue of indexation), the persistence of the shock, the
nature of the expectations mechanismat work, and whether the policy
response by the authoritiesis accommodativeor nonaccommodative. 24

It became clear after thefirst oil shock that there was no way to
avoid the real long-run effectsof supply shocks. Effectively, in an
oil-importing country an oil priceincrease led to areduction in real
income and, perhaps, the level of potential output. The principal
challengefacing policymakersin such countrieswas how best to dedl
with the transitional effects aong the path to equilibrium so as to
minimize any further negative economic consequences of the shock.
In thecase of an economy with flexiblenomina and real wages, this
would have been fairly straightforwardsince red factor returnscould
adjust rapidly and completely to the oil price shock. That is, if it
iswidely recognized that real factor incomesin an oil-importing coun-
try havetofall asaresult of an oil priceincreaseand if thisisaccepted
without any attempt to push up nominal factor incomesin response,
there need be no secondary effects in response to the supply shock.
However, if, as more commonly was the case, the factors of pro-

24gee, for example, Gordon (1984) and Bruno and Sachs (1985).
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duction attempt to offset the initial decline in their real incomes by
demanding higher nomina incomes, the supply side shock can lead
to a wage-price spiral, which, in the mainstream model, can only
be offset by a temporary period of slack. Thus we have the classic
stagflation outcome in which inflation and unemployment are both
rising as a consequence of the combination of the oil price shock
and the policy response needed to avoid ongoing inflation.

In the context of such a scenariothe natureof the policy response
isworth considering in moredetail. If the authorities tried to main-
tain an unchanged rate of unemployment in the face of the supply
shock in a model whereinflationary expectations are based on past
ratesof inflation, the outcome would be a permanent rise in the rate
of inflation. On the other hand, responding to the oil price shock
by trying to maintain an unchanged average price level (that is, by
forcing down non-oil prices) might require a very: considerable and
protracted degree of dack in theeconomy. An intermediateposition
would'involve holding nomina spending constant, thereby permit-
ting an outcome with lower potential and actual real output in the
longer run, atemporarily higher rateof unemployment, aonce-and-
for-all rise in the price level, but no rise in the underlying rate of
inflation.

The supply shock also drew attention to the fact that indexation
can createdifficultiesfor theadjustment of theeconomy to real shocks.
In the early literature on indexation the focus had mainly been on
the role of indexationin responseto nomina demand shocks.2% The
basi c concern was whether indexation resulted in afaster and stronger
response of inflation to positive aggregatedemand shocks and, con-
versely, whether it would aid in the disinflation process by increas-
ing the response of inflation to negative aggregatedemand pressures.
The newer literature focused much more on whether indexation
presented obstacles to the long-run real adjustment of the economy
in the face of other types of shocks and what the nature of the dif-
ficulties might be.26

25 Examplesare M. Friedman (1974) and Giersch (1974).
26 Gray (1976), Fischer (1977).
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Challenges of the 1990s

In this section of the paper | examine what seem to be the prin-
cipa challenges in the 1990s in the design of monetary policy
approaches. In the light of the lessons of the 1970s and 1980s, it
islikely that the main challengeto large countriesand to small coun-
tries operating under a flexible exchange rate regime will be the
formulation of monetary policy in circumstancesin which monetary
and credit aggregates are not stable or predictable enough to play
acentral role as intermediate targetsof policy. Thisis aready the
case in those countries which have dropped their -targets. Even in
those countries,which have continued to announceformal tatgets for
one or more aggregates, the role of these aggregates has been
downgraded vis-a-vis their positionin earlier years. To jump ahead
briefly to my conclusionson thisissue, | will arguethat it is likely
that some monetary and credit aggregateswill play arole, dong with
a number of other financial and nonfinancial variables, as informa-
tion variables, but that they will probably not be ableto bear the weight
of being aformal intermediatetarget. Although some might argue
that in the absence of formal intermediate targets central banks will
return to the policy world of the 1960s with the emphasis on real
variables, | will contend that the lessons that we have learned from
the past two decades, such astheimportance of focusingon nominal
quantity variables and the need to take timely action to prevent
inflation from accelerating, will be helpful in avoiding a repetition
o the errors of earlier years.

Beforeturning to the question of how central banksin large coun-
triesand in small countriesunder flexibleexchange rates might con-
duct monetary policy inthe 1990s, | would like to examinein some
detail theimportance, both actud and potential, of such developments
asglobaization, liberalization of markets, and financia innovation.
The analysis will be set in the context of a broad-brush overview
of approachesto monetary policy and will touch on theimplications
of these developmentsfor the way in which central banks conduct
monetary policy. Therearethreeprincipal policy conclusions. First,
even after deregulationis complete, market processes will likely lead
to ongoing financial innovation. Second, with abolition of exchange
controls, and with more open domestic and international capital
markets, countries that had previously relied upon credit rationing
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and quantitative controls can no longer use such techniques as part
of the policy process. Third, in the context of a.world with open
.borders and high asset substitutability those countriesthat opt for
fixed exchangerates vis-a-vis alarger country or joinacurrency bloc
will retain little or no policy autonomy. Instead, they will receive
therate of inflation and credibility of thelarger country or the cur-
rency bloc.

Liberalization and innovation?

As suggested earlier, it is useful to distinguish between those
developmentsthat derivefrom theremoval of controlsor regulations
and those elements that relate to market-oriented changesthat are
not a result of regulatory developments. The reason for emphasiz-
ing this distinction is that the former types of changes are clearly
specific to thoseeconomiesin the stage of removing regulations and
will disappear as an issue once deregulation is complete. The latter
types of changes, however, arelikely to persist for along timeand
will probably continue to impinge on monetary policymaking over
the coming decade. | would also add that, although for anaytic pur-
poses | have separated liberalization and globalization, in practice,
many of the pressuresfor innovationand liberalization derive from
the globa economy, in particular from the pressures on domestic
marketsand financia ingtitutionsarising from the existence of com-
peting international markets and institutions.

Oneforecast that can be made with considerableconfidenceisthat
the process of removing interest rate ceilingsand quantitative restric-
tions on credit flows will be pursued in those countrieswhereit is
not yet complete. The likely final outcome of the processisonein
which the authorities do not impose any restrictions or ceilings on
depositor interest rates and in which no attempt is made to impose
credit rationing or quantitative restrictionson lenders.

The pressurestoward such an outcome are both domestic and
foreign, with theformer probably the moreimportantin larger coun-
triesand thelatter in smaller countries. Among theforeign influences,
access to external markets by both lenders and borrowers, most

27 For a broad general survey of these issues from an international per spective, see Akhtar
(1983).
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notably the Eurocurrency deposit and loan markets and the Euro-
bond markets, must certainly head thelist. By offering large finan-
cia and nonfinancial institutions access to alternative sources and
uses of funds (at least where exchange controls do not constrain
behavior) they considerably reduce the impact of ceilings and con-
trols. One can also anticipate that smaller participants will increas-
ingly get accessto such markets. On thedomestic side, such matters
asincreasing competition in financial markets and new devel opments
in communications and automation are very significant.

In terms of the conduct of monetary policy, the countries most
affected by the movement toward liberalization and opening of
markets are those that had previously relied upon credit rationing
and quantitative controls as a major part of the,monetary policy
mechanism. As it seems less and less feasible to impose credit
rationing on lenders and/or borrowers because of their increasing
ability to access unregulated domestic and externa channelsof credit,
these countries will haveto rely on market-based methods of influenc-
ing spending, that is, movementsof interest rates and exchange rates.
Whether or not they make use of monetary and credit aggregatesas
intermediatetargets, they will face more volatileinterest rates and/or
exchangeratesthanin the past. Alternatively, if such countriesbecome
part of alarge currency bloc, domestic monetary policy will cease
to be an issue for them as they accept the policy of the country to
whaose currency they have tied themselves. | will expand on this point
in the next section of the paper.

I now turn to the effectsof deregulation and financia innovation
on monetary aggregates and on the transmission mechanism, as
exemplified by developmentsin the North American economies. In
the United States, it wastheability of financial ingtitutionsto develop
instruments and mechanisms whereby interest rateceilings could be
avoided that madesuch constraintsincreasingly irrelevant. In thecon-
text of the high nomina interest ratesin thelate 1970s, money market
mutual funds emerged, enabling depositors to earn rates of interest
well above Regulation Q. And thedirect impact on residential hous-
ing of the disintermediation in near-bankscaused by Regulation Q,
one of the key channels through which monetary policy worked in
the 1960sand 1970s,2® becamelessand lesssignificant as near-banks

28 ge Leeuw and Gramlich (1969).
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gained increasing access to nonregulated sources of funds and as
securitization became more important in housing markets. In the
event, the United States eliminated Regulation Q, after recognizing
that the interest rate restrictionswere having diminishing influence
on macroeconomic behavior and weredistorting the channels by which
lendersand borrowerswere brought together, resulting in an ineffi-
cient and inequitable outcome.??

One of the important results of the removal of interest rate ceil-
ings and the consequent introduction of new typesof accounts, most
notably interest-bearing transactionsaccounts, was ashift in demand
for money, particularly the narrow measures. Thus, the new NOW
accounts attracted funds from both checking and savings deposits.
Similar shiftsfollowed theintroductionof super-NOW accounts. To
some extent, the redefinition of aggregates to include these new
accountswas ableto internalizethe transfers.® But to the extent that
funds flowed into the new types of accounts from outside the
aggregateof which they were part, theinternalization was not com-
plete. For example, when funds shifted into NOW accounts from
both traditional checking accounts and from savings accounts, the
former movement did not affect the newly defined M1 but the latter
movement resulted in an upward shift in the aggregate. More
important, the natureof the narrow aggregate changed with the intro-
duction and spread of NOW and super-NOW accounts. Whereas
previously, the demand for M1 could have been written as a func-
tion of income and market interest rates, it was now likely to be a
function also of wealth and theown rate of interest on thoseinterest-
bearing depositsincluded in M1. Furthermore, it is not necessarily
thecase that such own-rateswill berelated in a stable way to market
interest rates. Asaresult, the narrow monetary aggregateislesslikey
to behave in stable and predictablefashion in the futurein response

29 | would notein passing that oneresult of theelimination of the effectsof disinter mediation
on spending isa steeper 1S curve a real ratesof interest above those that correspond to the
nominal ceiling rates imposed by Regulation Q, and hence more volatilereal interest rates
in response to shocks in nominal spending.

30 The Federal Reserve redefined M1 in 1980.
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to changes in income and interest rates. 3!

Under these circumstances it is not surprising that the Federa
Reservehas turned avay from M1 and focused on broader aggregates,
especialy M2. However, intermsaf stability of demand, these, too,
are not ideal. There are potentially the same problems of own-rate
adjustmentsto market rates as have affected the narrow aggregates.
And there are other actual and potential problems, such as shiftsin
securitization, that will continueto affect M3, and, possibly to alesser
extent, M2.

The relationship between own-rates and market rates can signifi-
cantly affect the behavior of both M1 and M2. There are two polar
casesand an intermediatecaseto be considered. If own-ratesalways
move one-for-one with market rates,3? and if all or alarge propor-
tion of the aggregatebearsinterest, then the aggregate would become
highly inelastic with respect to the general level of interest ratesin
both the short run and thelong run. On the other hand, if own-rates
tend to be sticky, then the response of the aggregate to changesin
mearket rates would be high since there would be considerablesubstitu-
tion between the accountsincluded in the aggregateand instruments
outsidetheaggregate as market interest rates change and as the spread
widens or narrows.

The intermediate case in fact reflects what has happened in the
United States in recent years. It would appear that own-rates are
somewhat sticky in the short run but more flexible in the medium
run and behave asymmetrically with respect to increasesand decreases
in interest rates.3? In a way, this is the least satisfactory outcome

31 Some researchersdisagree with the conclusion that the introduction of new accounts has
madethe narrow aggregates|ess stable. See Rasche (1987), Poole(1988), and Darby, Mascaro
and Marlow (1987). The argument is either that M1A (M1 excluding the new accounts) has
remained stable or that a simple changein one of the parameters of the M1 equation ensures
stability of M1. Others, for exampleB. Friedman (1988a,b), argue equally strongly that M1
and other aggregates have become highly unstable. In the face of al the chang% that have
occurred and are likely to occur, continued stability of demand for the aggregatesis far from
acertain outcome. Th's does not, however, preclude use of the monetary aggregates, along
with other variables, as information variables, as will be suggested below.

32 As long as deposits bear reserve requirements, there will always be a wedge between
movementsin own-rates and movementsin market rates, but thiswedgeissmall for low reserve
requirement ratios.

33 Moore, Porter and Small (1988) present adetailed analysisof the determination of deposit
rates.
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sinceit leads to rather peculiar behavior of M2 when interest rates
change. For example, a risein market rates would lead initidly to
adeclinein demand for the aggregate as market rates rise relative
to deposit rates, eventually to be followed by a period of increasing
demand as deposit rates move up relative to market rates. Most
important, there is likely to be considerable uncertainty about the
response of the aggregateto interest rate movementssincethe rela
tionship between the deposit rates and market rates is.not likely to
be especially predictable.34 A final point worth noting is that, asin
all cases of structural change, afairly long run of datais necessary
to test the stability of relationships and to pin down the behavior of
financial aggregates following an innovation.

More important in the future than deregulationis the likelihood
that innovation will continue even in the absence of removal of con-
trols. The Canadian case provides a good example of the types of
developmentsthat are possible. In the context of high and variable
nominal interest rates in the late 1970s and early 1980s (resulting
in large part from high and variableinflation), the reduction of com-
munications costs, the spread of automation, and aggressive com-
petition in thefinancia sector, there wasawave of financial innova-
tion. New instruments were introduced which combined the
characteristicsof transactions accounts and savings accounts. And
there was a spread of cash management techniques to middle-sized
businessesof the sort that had previously been offered only to large
businesses, permitting them to economize on low or zero yielding
deposits.35 M1 wasdropped as atarget in Canadain 1982 asa result
of instability in its behavior which derived from market-led innova-
tion, not deregulation-induced changes.

It isdifficult to predict how important these types of changes will
be in the future. On the one hand, with the ongoing development

34 It is of interest to note that in the 1970s Canadian M1 was considerably more interest-
elastic than U.S. M1, since competing rates for the non-interest bearing deposits included
in M1 moved much more in line with market rates in Canada than in the United States. In
the 1980s the greater responsivenessof Canadian deposit rates to market rates has meant that
Canadian M2 islesselagticthan U.S. M2. Thecauseof thedifferencesin interest rate movements
in the two countriesin the 1970s was the absenceof interest rate ceilingssuch as Regulation
Q in Canada, while the differencesin the 1980s must be attributed to (as yet unexplained)
differencesin financial institution behavior in the two countries.

35 Freedman (1983).
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of technology and the increased competitionin thefinancia services
industry, one would expect a continuing flow of new instruments
and new techniques. On the other hand, if inflation remains under
control, there will not be a recurrence of the high nominal rates of
interest of the sort that drove the processin the late 1970sand early
1980s. On balance, | would expect the flow of new innovationsto
persst and to result in periodic shiftsin thedemand for narrow money.
Furthermore, thedual natureof the new types of accounts(with both
checking and savings characteristics) and the lack of long runs of
data with which to estimate the effects of a given innovation on the
demand for narrow money will remain problems.

Although | have tended to emphasize the narrow aggregate M1
in thediscussionthusfar, the broader aggregates have been and will
be affected as well by financia innovation. In the United States, the
spread of mortgage backed securities has reduced the size of finan-
cid ingtitution assetsand liabilitiescompared to what otherwise would
have been the case, with savings and loan associationsin particular
sdlling off mortgages. And to the extent that households hold such
securitized instrumentsin their portfoliosinlieu of deposits, M2 will
have declined as well. However, one should not overestimatethis
aspect of innovation since developments may well take placein a
rather gradual fashion, making it somewhat easier to monitor. Thus
far, securitization has not been as important a factor in other coun-
tries as in the United States.?

The interpenetration of various kinds of financial ingtitutionsinto
each other's traditional territory has not had any profound effect on
monetary policy but may requirea redefinition of various monetary
and credit aggregates. Thus, for example, as near-banksoffer trans-
actionsservicesto househol ds (as has become common in the United
States, Canada and the United Kingdom) narrower definitions of
money may have to be enlarged to incorporateappropriate near-bank
liabilities3? Similarly, in the case of thebroader monetary aggregates
and credit aggregates, trying to limit definitions to one type of insti-
tution becomes less and less sensible as ingtitutions become more
aike. Indeed, shifts between different types of ingtitutions (in

36 For a comparison between Canada and the United States, see Freedman (1987).
37 This has already been done in the United States.
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response, for example, to small changesin institutional interest rates
or to marketing expenditures) will show up as shifts in bank-only
aggregates but will beinternaized in the aggregatesthat incorporate
moretypesaf institutions. Typically offsetting the useful nessof such
“"wider"* aggregatesis the problem of getting as timely information
from near-banksas from banks. In Canada, thusfar, the use of bank-
only monetary aggregates has caused relatively little difficulty.
Nonetheless, it is probablethat the focusover timewill haveto shift
to the "*wider"" aggregates, which empirically, tend to have better
properties.

Much has been madein recent yearsof other kinds of innovations
such as currency and interest rate swaps, options, forward rate
agreements, note issuance facilities and Euro-commercia paper.38
Indeed, a one time there was considerabl ediscussion, exaggerated
inmy view, of the possibility that direct financing through markets
would drive out intermediated financing through institutions. Of
course, shifts of borrowing between syndicated bank lending and
direct market lending would affect the size of M3. And this would
cause difficulties if central banks were targeting on M3 or an
equivalent aggregate.

However, for countriesthat focuson aggregates narrower than M3,
it appears to be the case that these new techniques are unlikely to
have any profound significancefor the operation of monetary policy
(with one possible exception to be discussed below). Thus, for
example, theability of financial institutionsto use optionsand futures
markets gives them greatly increased scope for matching assets and
liabilities but, except in a country that has relied on ingtitutiona
mismatches to restrain lending, there is, by and large, no great
significance from a policy standpoint to such developments.

One possible exception to this generalization relatesto the ability
of borrowers to use the new instrumentsto shift from fixed-rate bor-
rowing to floating-rate borrowing. More generaly, the shortening
of desired maturitiesby lendersand thedrying up of long-term fixed-
rate bond markets in the late 1970s and early 1980s, the introduc-
tion of various types of floating-rate instruments, and the creation

38 Bank for International Settlements (1986).
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and spread of the swap market have considerably increased the use
of floating-rate debt in place of fixed-rate debt.

The shift to floating-rate debt may have influenced the respon-
sivenessof spendersto interest rate movementsin avariety of ways.
First of all, the substitution effect on spending from an interest rate
change would be less in a world with greater use of floating-rate
instruments than otherwisewould have been the case. Put another
way, spenders and borrowers would be less sensitive to what are
viewed as temporary movementsof interest ratesin such an environ-
ment than in one where they were more dependent on long-term fixed-
rate debt.??

Second, there is a much more complicated set of income effects
in afloating-rateenvironment. When interest ratesrise, dl borrowers
with floating-ratedebt are worse off and all lendersholding floating-
rate assets are better off. The responsesof such borrowersand lenders
to their changed circumstances will depend to a considerabl e extent
on their balance sheet situation.*® For example, at times of con-
siderablebalance sheet pressure (such asthe early 1980s, when many
borrowers had become overextended), a risein interest rates could
lead to sharp cutbacksin expenditures as interest paymentsincrease
sharply.4! At other times, when borrower balance sheet positionsare
more comfortable, an equivaentrisein interest rates might have much
less effect. The effect of an interest rate change on lender behavior
would also be influenced by the balance sheet situation. If much of
thefloating-ratedebt is held by pension fundsor by wedlthy individ-
ualswith alow marginal propensity to consumethen an interest'rate
change would havelittle direct effect on lender behavior. However,
to the extent that such instruments are held by households, or by

39 I the expectationstheory of the term structureof interest rates held perfectly this would
not be the case. However, if long-term rates tend to overshoot, as argued by Shiller (1979),
then the ability to borrow on a floating-rate basis enables spenders to carry out their plans
even when rates are high, without locking themselves into very expensive long-term
commitments.

40 |n much theorizing about distribution effects, it is assumed as a first approximation that
such effects are neutral. See, for example, Patinkin (1965). However, there may be cir-
cumstancesin which such effects are important, as argued in the text. A particularly impor-
tant non-neutrality may arise because of the growth in government debt.

41 The strong responsecf both businessand mortgage borrowersin Canadato high interest
rates in the early 1980s provides an example of an important balance sheet effect.
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banks whose deposit rates move pari passu with market rates, and
if there are many liquidity-constrained householdsdirectly or indi-
rectly holding such floating-rateassets, there might be aconsiderable
effect on spending of an interest rate change viaincome movements.

Given these various effects, it is an empirical question whether the
dope of thelScurveislikely to be moreor less steep in a floating-
rate environment than in a fixed-rate environment.42 |t is clear,

however, that the responsiveness of expendituresto interest rate
changeswill be more sengitiveto the balancesheet situation of lenders
and borrowers in the floating-rate environment.

In sum, | would expect innovation to continue to play an impor-
tant rolein financia markets, with the ongoing development of new
instruments and new techniquesand changesin existing instruments
and techniques. Periodic unpredictable shiftsin monetary and credit
aggregates are, therefore, likely to occur in the future. Similarly,
as exemplified by the effect on the IS curve of the shift to floating-
rate instruments, there may well be effects on the transmission
mechanismof the new instrumentsand techniques. Nonetheless, both
kinds of changes are likely to be evolutionary rather than revolu-
tionary.43

Globalization and the role d the exchange rate*

The terms internationalization and globalization have been used
inavariety of waysand can encompassavariety of phenomena One
traditional use of these words involves an increase, to high levels,
of asset substitutability. That is, investorsand borrowersare willing
to shiftamong marketsfor very small expected returns. A necessary
but not sufficient condition for high asset substitutability is capital
mobility, which is defined as the absence of policy restrictionson
movementsof funds between countries.4> A more recent use of the

42 Akhtar (1983), in contrast, arguesthat thelScurvewill beflatter following market liberaliza-
tion as interest rate changes have a broader influence on the behavior of spenders.

43 |t is worth noting that some observers have argued that the spread of debit cardsand the
move toward a cashless society will have a more profound effect on the financial landscape
than | have suggested.

44 Bryant (1987) provides a broad treatment of issues related to globalization.

45 Boothe,-Clinton, Coté and L ongworth (1985) and Caramazza, Clinton, Cot6and Longwerth
(1986).
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term internationalization focuses on the establishment by financial
ingtitutionsof officesin alarge number of foreign countries. Although
financia intermediariescan carry out international transactionsaround
the world from their home base, they tend to be moreinternationally
oriented when they set up offices outside their home territory. Yet
athird and most recent meaning of the term globalization seemsto
derivefrom the notion that financial innovationsin one country spread
quickly to other countriesand affect the behavior of their financia
markets.*S Thus marketsare linked to an extent and in waysthat are
without precedent.

Thethree definitionsjust set out are not independent of each other.
Nor are they unrelated to the ideas of liberalization discussed in the
previous section. Many of thefactorsthat wereimportantin explaining
innovative behavior, such as the decline in the cost of communica-
tions and the spread of automation, are also important in explaining
aspectsof globalization. And, as mentioned earlier, globalizationin
itself has been a key element in some kinds of innovation.

| would like to begin this section by focusing on that aspect of
globalization which is most important for monetary policy, the
increasein theelasticity of substitutionof assetsacross borders. This
isnot anew development. Theclassicarticlesby Munddl on monetary
and fiscal policy in a world with perfect substitutability under fixed
and flexible exchange rates were written more than 25 years ago.4’
Even then, it could be argued that Canada was a small open economy
facing infinitely elastic capital flows. Developments.of the last 25
years have moved other economiestoward a similar stage of open-
ness. These have included, most importantly, the weakening or
abolition of capital controls and exchange restrictions, and the
broadening of horizons of both lenders and borrowers beyond
domestic financia instruments. In part, the latter development can
be attributed to the penetration of international banksinto what was
thedomain of domestic banks; in part, it has resulted from the reduc-
tion of transactions and communications costs that have made such
alternativesless costly. 48

46 This behavior may, itself, be linked to the spread of international banks.
47 Mundel (1963), Fleming (1962), and Frenkel and Razin (1987).
48 Bank for International Settlements (1986).
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As suggested earlier, one of the key implications for monetary
policy of the opening of bordersin some countries was the inability
of the authorities to use credit rationing and other forms of quan-
titativecontrolson credit. Once major borrowerscan evadethe con-
trols by borrowing outside the country, attempts to control the
macroeconomy by imposing limits on the growth of loans by finan-
cia institutions prove ineffective. That is, exchange controls or a
very dirigiste set of controlson borrowers are virtually essential to
using -credit controls as a central part of the monetary policy
mechanism. The growth of Euromarkets was most notable in
facilitating the access to credit outside the home country but it was
certainly not a prerequisitefor such a development to take place.
Canadian borrowers had long been accessing the U.S. domestic
market and, had the United States not imposed controlsin the late
1960s, some of the businessdone by international banksin London
would probably have been donein New Y ork (perhapsviainterna-
tional banking facility types of operations).

Thus, asset subgtitutability hasincreased in magnitudeover theyears
becauseof theintroductionof new instruments, theremova of restric-
tions, the reduction of transactions and communications costs, and
the spread of international banks. The linking together of markets
through theincreasein asset substitutability hashad important impli-
cationsfor the workingsof monetary policy over and beyond restrict-
ing theability of countriesto usecredit controls, and will be an impor-
tant factor in the way monetary policy is conducted in future years.

In asmall open economy with flexible exchange rates, monetary
policy istransmitted via both interest rates and exchange rates. And
as economies become more open to foreign financia influences, the
greater will be the importance of the exchange rate channel. In the
typical closed economy model, the tightening of monetary policy
operatesto increase interest rates, which, in turn, reduces interest-
sensitive expenditures. Typically, thefocusison investment expen-
ditures, residential construction, and consumer durables. In addition,
spending on other forms of consumer goodsis reduced via the wedth
effect, at least in a world where long-term fixed-rate assets
predominate.*®

49 And in a world with Regulation Q types of ceilings there would be disinter mediationand
credit rationing by financial ingtitutions.
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,Inthe correspondingopen economy mode with flexibleexchange
rates, the tightening of monetary policy tendsto increasethe value
of thedomestic currency as well asto raiseinterest rates.>® The result
isto.reduce expenditures by foreignerson home goods and to shift
» expendituresby domestic residentsfrom domestically produced goods
to imports.5! In addition, thereisadirect effect on pricesof thecur-
rency appreciation, particularly in the case of the smal open economy
wherethe prices of both exportables and importables respond fairly
directly to exchange rate ‘changes.3?

| would thus conclude that, athough the mechanism through which
monetary policy operatesin an open economy under flexibleexchange
rates differs from that in the traditiona textbook closed economy
model, that difference, in itself, is not a matter of overwhelming
significance.3* What does seem to have been a source of concern
for some observersis the fact that exchange rates have moved for
many reasonsother than monetary policy developments, and that the
trade balance in mgjor countries has swung around strongly at times
over the 1980s. These developments have led to pressuresfor pro-
tectionist legidation to be enacted and to arguments for a return to
a world with increased fixity of exchange rates.

Over and above monetary policy, major factors in determining
exchange rate movementsin recent years haveincluded fisca policy,
termsof trade changes, and random or speculative movements. In
the case of fiscal policy (and the United States in the 1980s is the
clearest example), theexterna side hasacted asa sort of safety valve
to lessen the effect on the demand for U.S. goods and services of
U.S. fiscal easing. Thus, the appreciation of the U.S. dollar acted.
to spread the effects of the U.S. demand. expansion to the rest of

50 Dornbusch (1976) and Frankel (1979).

51 |n some model stheemphasisison supply responses. Tradables and nontradables then become
the important classificatory distinction.

52 |n a situation in which all countries are tightening policy simultaneously, exchange rates
will tend to remain more or less unchangedand monetary policy will operate primarily through
interest rates and the cost of capital.

53 Nonetheless, there are complaints from the traded goods industries when the domestic cur-
rency appreciates, just as industries that produce interest-sensitive products complain when
interest rates rise. The new literature, which emphasizes economies of scale, startup costs,
and so forth in the provision of internationally traded goods, has also expressed concern about
the impact of large exchange rate movements (Krugman (1989) and Hams (1989)).
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the world.>* Unfortunately, a side effect of this episode was the
increased demand for protectionismin the United Statesas the affected
traded goodsindustriesattributed their Situationto unfair foreign com-
petition and not to the U.S. budget deficit.

Significant changesin termsof trade tend to bring about a cushion-
ing movement in the exchangerate. Thus, for example, arisein the
theworld pricesdof raw materialswill tend to lead to an appreciation
of the currency of a raw materias producer. This has the effect of
spreading thereal income gainsfrom therisein raw materials prices
throughout the economy. It a so tendsto relieve someof the aggregate
demand pressuresthat would otherwisehave percolated through the
economy. At the same time, the exchange rate change will affect
the competitivenessof the producersof those exportable goods whose
prices have not risen and a so the competitivenessof import-competing
goods, most notably manufactured goods. Producersof such goods
will point to thefloating exchange rate as the cause of their problems
as opposed to the more basic factor, which is the real effectsof the
overal rise in raw materias prices.

It isworth noting that in many models of the small open economy
under flexible exchange rates thelong-run response of the economy
to shocks works entirely through the real exchange rate since real
interest rates are assumed to converge internationally over time.
However, in the short to medium run, both interest rate and exchange
rate mechanismsoperate, since rea interest rates can differ across
countries as long as real exchange rates are expected to change.

Thusfar | havediscussed the exchange rate response to monetary
policy actions, fiscal policy changes™ and terms of trade changes
(as exemplified by a change in the ratio of raw materials pricesto
the prices of manufactured goods). In al these cases, the resulting
exchange rate change acts either to transmit the policy change, as
in the case of monetary policy, or to smooth the effect of the shock
on the domestic economy. A different kind of shock is that which

54 Although, in one sense,.the spillover of U.S. demand was welcomein the context of the
early 1980sasthe world was recovering from recession, theassociated pressureson the prices
of countrieswhose currencieswer edepr eciating wer ea sour ce of concer n to thesecountries.

35 Theeffects of any domestic demand shock can be treated in much the same way asa fiscal
policy change.
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causes an exogenous movement in the exchange rate. This can be
atributed to randomness, or bubbles, or speculative behavior, or over-
shoots, or shifts in portfolio preference. Such shocks will have an
effect on aggregate demand and prices, as well as on traded goods
industries. And in such cases, there will also be demands by these
industries that monetary policy be used to avoid the kinds of effects
that are causing difficulty.

Theissuecan be put into awider context. In theface of movements
in exchange rates caused by identifiable or nonidentifiable factors,
what should be the response of monetary policy? At one extreme
isthe view that monetary policy should act to hold the exchangerate
unchanged in theface of all shocks. However, as suggested earlier,
theexchange rate movement playsa useful cushioning or smoothing
rolein many circumstances. Attemptsto prevent the exchange rate
from moving in such situations closes off the safety valve needed
to lessen the domestic pressureon demand and on pricesarising from
theshock. Consider, for example, what would have happenedin the
United Statesin thefirst half of the 1980s had monetary policy been
directed to holding the exchange rate unchanged in the face of avery
expansionary fiscal policy. Interest rates would have had to be pushed
to much lower levels, the monetary aggregates would have grown
much morequickly, and there would have been considerableupward
pressures on prices in the United States.

In the case of exogenousshocksto theexchangerate arising from
portfolio substitution or truly random behavior, one can argue that
the impact on aggregate demand of the exchange rate change, par-
ticularly if it appearsto belong-lasting, should be taken into account
in the setting of monetary policy. Thus, for example, if thecurrency
has depreciated exogenoudly, action should be taken to encourage
an upward movement in interest rates. One can think of this policy
prescription asaway of achieving agiven monetary aggregatetarget.
That is, the depreciation would tend to cause a rise in aggregate
expenditures and in prices, thereby putting upward pressure on the
monetary aggregate, while the rise in interest rates would put
downward pressureon the aggregate, both directly to the extent that
money demand isinversaly related to the interest rate, and indirectly
viadowing theincreasein aggregatedemand and prices.>¢ For those

56 Duguay (1980), Freedman (1982)
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more concerned with nomina spending asaguideto policy, theargu-
ment would be that theinterest rateincreasewould offset the pressure
on aggregate demand arising from the depreciation, leaving nomina
spending more or less unchanged.

In the discussion thus far | have been arguing from the perspec-
tive of the advantages to a single economy from having flexible
exchange rates, particularly where the shocksto the economy come
primarily from termsof trade shiftsor aggregatedemand shocks rather
than from exogenous shocks to the exchange rate itself. There are
two other approachesto theseissuesthat requirediscussion. Thefirst
argues for the benefits to the individual small country of tying its
currency to alarger partner. The second takes the perspective of the
world economy and arguesfor cooperation/coordination to minimize
adverse spillover effects from country shocks.

| begin with the arguments for and against fixed exchange rates
from the point of view of a single small country with an open
economy. There are two key aspects that | want to focus on. First,
asmall country that fixesits exchangerateto thecurrency of asingle
large country or to a basket of currenciesof a number of countries
tiesitsinflation rate to that of its partner or a weighted average of
its partners. Second, in theface of real shocksto thetermsof trade,
adjustment of the rea exchange rate must take place through dif-
ferential price movements rather than through nomina exchange rate
changes. | now examine these issues in more detail.

Inaworld with perfect asset substitutability, no exchangecontrols
and fixed exchangerates, thereis virtually no autonomy in monetary
policy for the smal country.3” Thus, thecountry tradesoff itsability
toinfluence domestic nomina variablesin return for the rate of infla-
tion of itslarger partner. Thisdecision is more sensible, the greater
the confidence a country has in the central bank of the country to
which it is tying its currency and the greater the similarity of the
shocks faced by the two countries. In the case of the EMS, other
countrieshave been ableto import the credibility of the Bundesbank
by tying their currenciesto the German mark. And, indeed, there
has been a convergencedf inflationratesover timeamong those Euro-
pean countriesthat have associated their currencies with the mark.

57 Mundell (1963).
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Although in the long run a country's inflation rate is tied to that
of its partner, in the short run this need not be so in two cases. The
first isthe case wherethecountry fixesthe valuedf itscurrency above
or below the equilibrium value. If the currency isinitialy fixed at
aratethat is above the equilibrium, the country will have a current
account deficit and wesk aggregatedemand, util its pricelevel moves
down to its appropriate relationship with the partner's prices. If it
isinitidly set below theequilibriumlevel, the country will havetrade
surpluses, strong aggregatedemand, and upward pressureon prices,
until its pricelevel moves up to an appropriate relationship with the
partner's prices. The second case is that in which a small country
faces a domestic aggregate demand shock not faced by its partner.
Consider, for example, an expansonary shock. If therewere perfect
substitutability of goods and services, the shock would manifest itself
entirely in a trade deficit. More redlistically, if there is imperfect
subdtitutability between domestic and foreign goods, the small country
will face a period with high aggregate demand and rising prices
relative to its trading partner, with a resulting trade deficit. Even-
tually, however, the small country must undergo a period of wesk
demand and lower price inflation than its partner in order to bring
its price level back into line with that of its partner. This might be
adifficult process, particularly if the partner's economy isat or close
to price stability. Of course, a discrete nomina depreciation would
be simpler in such a situation but then the country would be back
in the world of adjustable pegs, periodic runson the currency, and
much less benefit from the credibility of its partner.

Even moreimportant isthe Stuation where there are sizable externa
shocks which are specific to the small country and do not affect its
potential partner. A common shock of this type is the shift in raw
material s prices relative to manufactured goods prices. |n such acase,
as argued earlier, the movement in the exchange rate can act to
moderate aggregate demand pressures, to spread the costs and benefits
of thechangein product prices throughout the economy, and to move
the real exchange rate toward its equilibrium. Of course, even with
flexibleexchange rates the adjustment is not al that easy. Thereis
awaystherisk that a currency depreciationin responseto a negative
termsof trade shock will feed into a wage-pricespiral. And flexible
exchange rates will sometimes move away from equilibrium, not
toward them. Nonetheless, in thecasedf acountry subject to periodic
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sizable external shocks which are specific to it and do not affect its
potentia partner, it is hard to argue that fixed exchange rates will
dominate flexible exchange rates.s8

Theargumentsfor and against cooperation/coordination have been
St out elsewhere and need not be repested in detail here.* The points
of particular significanceaf that debatefor monetary policy arefour-
fold. First, the cooperative sharing of information to ensure avareness
in various countriesof both economic developmentsand policy ini-
tiativesin other countriesisclearly useful. It will increasethelikeli-
hood that countriestake spilloversinto account in planning their own
policies and that any potential inconsistencies in policy goals (for
example, if countrieswere aiming at inconsi stent exchange rates or
current accounts) among the countriesinvolved can beavoided. Fur-
thermore, if discussion of the implicationsof policy changesfor the
home country and for foreign countriesresultsin improved domestic
policies, that, too, isclearly useful. Second, given uncertainty about
both projections of economic developments and the true economic
model, it is unlikely that a coordinated attempt to fine tune policy
in theinternational arenawill be any more successful than fine tun-
ing was on the domestic scene.®® Third, some proponents of coor-
dination have emphasized the stability of exchange rates as acentral
part of the exercise.! Using monetary policy to stabilize exchange
rates as suggested by these authors raises the question of an anchor
for theoverall system. If there were no such anchor there would be
ared risk of a higher world rate of inflation.%? Fourth, as argued
above, exchange rate changes may be beneficial in moving coun-
tries toward their new equilibrium in the case of large and long-

58 |n this connection, it is worth noting the literature on optimal currency areas where the
focus is on such matters as the mobility of labor, the openness of the economy, the nature
of shocks, and theflexibility of real wages. See Mundell (1961), McKinnon (1963), Ishiyama
(1975), and Tower and Willett (1976).

59 Frenkel, Goldstein and Masson (1988), Feldstein (1988).
60 Frankel and Rockett (1988).
61 williamson and Miller (1987).

62 Rogoff (1985). See Williamson and Miller (1987) and Frankel (1989) for a discussion of
the usefulnessof nominal GNP targeting as the nomina anchor in the context of a coordina-
tion exercise.
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lasting terms of trade shocks. In such circumstances, attempts to
stabilize exchange rates could be counterproductive. In contrast, a
stuationof temporary speculativepressures on theexchange rate pro-
videsthe best casefor using policy (both intervention and monetary
policy) to stabilize exchange rates. | would conclude that although
there can be benefitsin exchanging information and taking account
of developmentsin other countriesin the setting of policy, thereare
also risksrequiring careful considerationin moving further to aworld
of extensive policy coordination.

The conduct of monetary policy in the 1990s

In the previous subsections | have argued that central banks will
likely be faced with periodic or continuing uncertainty regarding the
stability of the financial aggregates, first as deregulation continues
in some countries, and second as technol ogical innovationsand reduc-
tionsin communicationscosts permit institutionsto offer new prod-
ucts and to devise new techniques for doing business. | have aso
argued that there has been arisein international asset substitutability
in many countriesand that thisis likely to continue as markets are
increasingly linked, in part through the actions of large banks and
securitiesdealersand in part through the broadening of the horizons
of both lenders and borrowers. The removal of the remaining
exchange and capital controls will increase the likelihood of such
an outcome. % Finally, those central banks opting for fixed exchange
ratesin aworld with no exchange controlsand a high degree of asset
substitutability will havelittle policy autonomy and their policy will,
in effect, be that of the large country to which they have tied their
currency.s4

With this as background, one can ask how monetary policy can
be conducted by either the central bank of asmall country under flex-

63 Bryant (1987) arguesthat although the world is moving in the direction of increased asset
subgtitutability, the paradigm of perfect subgtitutabilityis not yet applicableto the interna-
tional economy.

64 Small countriesmight try to influence the policy of the largecountry in these cir cumstances.
They might also have somerole in the management of a single central bank for a unified cur-
rency bloc.
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ible exchange rates or the central bank of alarge country acting as
the center of a group of countries which have tied their currencies
toit. In responseto such aquestion | would put forward thefollow-
ing propositions, based in part on thelessons of the 1970sand 1980s.

(1) Itisimportant that the authorities commit themselvesto a
clear long-termor ultimategoal for anominal quantity variable
or anchor. Price stability is the most appropriate goal. Since
priceexpectationstend to be sticky, it will not beeasy to reach
the god of price stability from an inflationary starting point.
In this context, establishing credibility will be significant.

(2) Therewill likely be acontinued role in most countriesfor
financial aggregates as a policy guide or information variable,
but therole will beless central than their use asan intermediate
target in earlier years, given the effects of deregulation and
innovation.

(3) Monetary policy isill-suited for dealing with such issues
as current account imbalances and the accumulation of inter-
nal and external debt.

Importance of commitment to long-term goal of price stability. In
the absence of a monetary aggregatethat is likely to perform well
asatarget, central banks Wl haveto establishand maintain credibility
by setting and moving toward goals that they are believed capable
of achieving. One potentially helpful way of gaining credibility is
for the central bank to announce and move toward a long-run goal
of price stability. The achievement of such agoal would be the con-
tribution of monetary policy to improving the performance of the
economy.%5 This approach has the added benefit of establishing a
long-run target on which the central bank must maintain its focus
even when setting policy in the short to medium run. As such, it
gives the central bank a**place to stand’’%¢ in debates about policy

65 Crow (1988).
66 Bouey (1982).
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and ensures that the central bank will bring a long-run perspective
to the policy formulation process. As the central bank achieves a
gradual disinflation, its credibility will be enhanced and further pro-
gress will be facilitated.

In spite of its appropriatenessas a long-run goal of policy, it is
likely that there will be criticismof the focuson price stability. There
will be those who argue that the central bank should aim at main-
taining a constant, fully anticipated rate of inflation at whatever the
current rate of inflation happensto be. Others will argue that price
stability isan inappropriategoa becauseit istoo difficult to reduce
the rate of inflation given the stickiness of price expectations, or
because such a policy will havetoo much of an impact on lessfavored
regionsof thecountry.$” The proponentsof apolicy of pricestability
can point to the fact that, given its tools, it is natural for a central
bank to try to achieve a nomina quantity goal, that price stability
isasensiblelong-run target in an economy that relies on money and
on the price system since the economy will perform best under such
circumstances, and that it would not be possible to achieve a con-
stant fully-anticipated non-zero rate of inflation.

A rolefor financial aggregatesin a world of financial innovation.
Even if it wereagreed that price stability isan appropriatelong-run
policy goal, thecentral bank would still prefer to havean intermediate
target to help it conduct policy over the medium term. Here, unfor-
tunately, adegreeof eclecticismor judgment islikely to berequired
over the next few years. | am skeptical that the monetary aggregates
will be able to bear the weight of being aformal intermediate target
for policy under the situation of continuing financial innovation that
islikely to persist over the next few years. Thisdoes not mean that
every country will drop the use of financial aggregatesas announced
targets. It does mean, however, that even if they do have such an
intermediatetargetit will not be as central to policymakingasin the
past and that it will be only one of a number of (mainly nominal)
variableson which central banks will focusattention over the medium
term.

67 |ucas (1989).
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In my view, itismost useful to think of financial aggregates, both
money and credit, as playing the role of policy guides rather than
formal targetsover the next few years. Thedistinctionbetween these
two concepts—policy guide and formal target—is one of degreerather
than of kind.%® For a central bank to use an aggregate as a target
variable, it should be ableand willing to achieve the announced target
growth ratefor the chosen aggregateon most occasions. If it did not
do so, there would be a loss of confidencein the chosen aggregate
and, perhaps, aloss of credibility by the central bank.

What would be the conditions under which an aggregate could be
used asaformal target in aworld wherethegoal of monetary policy
is, first, to reducethe rate of inflation over timeand, second, to main-
tain price stability once it is achieved? First, there would have to
be a stable rel ationship between the chosen monetary aggregateand
a god variable, either nominal spending or prices. Second, if the
chosen aggregatediverged from the target growth path, the central
bank would have to be able and willing to act in such a way as to
returnit to that path over atime periodthat isnot overly long. Third,
along the disinflationary path, it would be helpful if, over time, the
target path for the chosen aggregate had a monotonicaly declining
growth rate. | examine each of these elements in turn.

The question of the stability of a relationship is one of judgment.
I sthe relationship perceived to be sufficiently stable so that one could
be reasonably confident that the target range would not have to be
readjusted frequently because of shocksto the monetary aggregate,
whether caused by the normal disturbancesto the relationship or by
financial innovations?Clearly, if one had to readjust thetarget range
too frequently, the target would soon lose value in assisting the
authorities to conduct policy or in assisting the public to evaluate
policy and to formulate expectations of future developments.

Typically, theview that an aggregate hasa sufficiently stablerela-
tionship to spending to serve asformal target would be based on the
good performanceof either demand for money equationsor reduced-
formequations. As| argued earlier, in many countriesthe judgment
has been that such equations have not performed well enough in recent

68 The next few paragraphs draw heavily on Freedman (1989). For a broad and comprehen-
sive discussion of issues of intermediate targets and information variables see B. Friedman
(1988c).
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yearsor will likely not performwell enough in coming yearsto satisfy
the strong requirements of being a target.

The second characteristic of a target as opposed to policy guide
isthecapacity and willingnessof theauthoritiesto engineer ardatively
quick return to the target path following a divergence caused, say,
by excessively rapid growth in spending. Analysisof the properties
of the broader aggregatesthat arethelikely candidatesfor intermediate
targets suggests that if one targeted on them and wished to return
them to atarget path followinga surgein their growth ratesit could
well make sense for the return to be rather gradual.

There aretwo (related) reasonsfor thisconclusion. First, it might
not be feasible for the central bank to achieve control over these
aggregatesover avery short period of time without excessiveswings
ininterest rates. Second, and related to this point, the effect of interest
rate changes on the broader aggregates occurs over a one- to two-
year horizon more through indirect effects, that is, viainduced effects
on aggregatedemand, and less through thedirect effectsof theinterest
rate movementson desired holdingsof deposits. Thisisin contrast
with the experience with narrow aggregates where, over the one-
to two-year horizon, thedirect effectsof theinterest rate changetend
to be greater than the indirect effects via output and price changes.
The appropriate way to respond to a spending-induced acceleration
of the aggregates is to tighten the stance of monetary policy suffi-
ciently so that the combination of the direct effects of the interest
rate rise and the indirect effects of the nomina spending decline
(caused by whatever combinationof higher interest rates and ,stronger
exchange rate emerges from the tightening of policy) brings the
monetary aggregate back to its desired path. Given the lag between
the interest rate change and the response of nominal spending, this
impliesa somewhat longer period in which broader aggregatescould
divergefrom their target ranges than would be the case with a nar-
row aggregate.

The third helpful characteristicfor aformal target that was men-
tioned earlier was a monotonically declining path over the period
of disinflation. This, too, would not necessarily be the outcome of
using a monetary aggregateas a target. The principal reason is that
such an aggregate may be somewhat interest-elastic. Thisagain raises
the re-entry issue, that is, the temporary increasein the growth rate
of interest-elastic monetary aggregates as nominal interest rates
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declineduring thedisinflationary process, albeit in weaker form for
the broader aggregates than is the case for narrow aggregates.

Indeed, model simulationsof variousdisinflationary pathsindicate
that preferred scenarioswhich incorporate reasonably smooth paths
of thegoa variablesdo not typically imply monotonically declining
growth paths for monetary aggregates. Conversely, smoothly declin-
ing growth pathsfor monetary aggregatesusually imply very cyclica
behavior for spending, output and inflation.

For a financia aggregateto serve as one of a number of policy
guides is less demanding than to function as a forma intermediate
target. Rather than a stable and tight-fitting demand function, one
requires of an aggregateonly that it be able to contribute informa
tion asto thegrowth of nominal spendingor output or prices.%® That
is, onefocuses on theinformation content of variousaggregates, both
money and credit, in termsof their ability to predict future movements
of nomina spending as well as future movements of output and
prices.” In this astructural approach to the data, one searchesfor
empirical regularities on both a contemporaneous and leading basis
between the aggregates and **goa** variables. The objective is to
see whether the aggregatescan be helpful in warning of excessively
rapid increasesin nomina spending or pricesor sudden declinesin
nominal spending.

More broadly, one can consider policy as operatingin thefollow-
ing way. The underlying goal of monetary policy is price stability.
On the path to that goa; one looks at everything, for example, the
growth of nomina spending and of the financial aggregates, the
behavior of wages and prices, and the demand pressures on the
economy relativeto its production capacity. Theroleof themonetary
aggregates in this context is twofold. First, they provide important
information (in addition to that availablefrom other data) on spend-
ing and inflation in the economy. Second, the monetary aggregates
act asakind of checkoff item in termsof thethrust of monetary policy
actions, that is, something that has to be considered frequently and

69 The aggregatecan be a leading indicator either because it actually moves in advance of
thegoal variableor because it moves contemporaneoudy with the goal variablebut is known
in advance.

70 For the Canadian experience, see Hostland, Poloz, and Storer (1988), Milton (1988) and
Muller (1989). For apessimisticview regarding the U.S. situation see B. Friedman (1988a).
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carefully in thecourseof decidingon the stanceof policy. Of course,
at times a response to excessively rapid or slow monetary growth
may not be necessary since the reason for the changed growth of
the aggregatecould be an identified special factor. But, at times, the
aggregates may be signalling that the growth of aggregate demand
is faster or dower than had been anticipated and that some policy
response is needed.

The events of 1987 and 1988 in Canada provide a useful illustra-
tion of thecontributionthat monetary aggregatescan maketo policy.
In both years it became apparent that spending growth was much
faster than had earlier been anticipated. Asaresult of thevery strong
spending growth, the stance of policy was progressively tightened
through much of the period.”! Oneof the key piecesof information
buttressing thedecision to tighten policy was, initidly, theaccelera-
tion in the growth of M2 and the wider measure M 2+ and, then,
the persistence of the rapid growth of these aggregates. Thus,
developmentsin M 2 and M 2+ provided an important ** early warn-
ing sSignal"* of changesin nominal spending. | hasten to add that such
signalsare cross-checked against a variety of other sourcesaof infor-
mation, both in the financial and nonfinancial sphere. And the
developmentsof theaggregatesthemselvesrequirecareful interpreta-
tion to take account of known specia factors influencing growth.

It hasbeen argued that **looking at everything'* isarecipefor poor
policymaking, that it does not give the central bank sufficiently firm
intermediate guidelines to withstand the pressures of the short run
and that it is likely to bring us back to the unsatisfactory situation
of thelater 1960sand 1970swith therisk of recurrenceof unaccept-
able rates of inflation. | would argue that there are (or should be)
significant differences between the 1960s and the 1990s, of which
the most important istheability tolearn from thelessonsof the 1970s
and 1980s. First, the variables on which central banks now focus
are largely nomina quantity variables, perhaps not as a target, but
nonethel ess, as important inputsto policy. The risks of targeting solely.
on area variablesuch as unemployment, or output relativeto poten-
tial, or output growth are now wel known. And by continuing

71 Following the stock market crash of October 1987 there was a relatively short period in
which monetary conditions eased.



Monetary Policy in the 1990s. Lessons and Challenges 41

to pay considerabl eattention to financial aggregates which havesome
leadingindicator properties, aswell asto nomina spendingand wages
and prices,”? one can hope to avoid cumulative upward pressure on
priceinflation of the sort that can break out if one targetson a real
variable.

Another lesson one hopes has been learned is the importance of
timeliness. One must act quickly to scotch upward pressureson the
rateof inflation, not wait for the data to show an acceleration, because
of the risk that the inflation will become entrenched. Here, too, the
emphasison leading indicatorsand even nomina spendingis helpful.
Thus an acceleration or continued high growth in those financia
aggregates that provideleading information regarding spending and
price developments should be taken serioudy in the absence of
knowledge about unusua behavior of such aggregates. Indeed, one
should keep an eye on al variablesthat are known to contain infor-
mation about inflationary devel opments. If all, or dmogt all, of them
are pointing in-the same direction, it isaclear signal that monetary
conditions need to remain tight or to be tightened. On theother hand,
wheninformation ismixed, it isharder to decide and one hasto move
with more caution. The behavior of central banks in the 1987-88
period suggests that the lesson of timely response has also been
absorbed.

Monetary policy is ill-suited for dealing with current account
imbalancesand the accumulation of internal and external debt. One
issuethat gets rai sed periodicaly isthe extent to which central banks
should take account of such matters as domestic and international
debt burdens and trade imbalances in setting policy. In the context
of theapproach taken in this paper, | would arguethat the accumula
tion of the stock of liabilitiesthat is the basisfor the expressed con-
cerns can potentially affect policy in two ways. First, if the buildup
of liabilitieswereto bring about acrisisin aparticular financia market
that was likely to spill over and affect other markets, central banks
would act as the ultimate suppliersof liquidity in order to prevent
market contagions. Thisisthetypeof actionthat wastaken in October
1987 in the wake of the stock market plunge. Second, as argued

72 Even though wages are known to be lagging indicators.
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earlier, theeffect on spending of agivenchangein interest ratesand
exchangeratescan, at times, be sgnificantly influenced by the balance
sheet position of householdsand corporations. Hence, the achieve-
ment of agiven spending path or agiven path for amonetary aggregate
may be associated with quite different movementsof interest rates
and exchangerates, depending on the balance sheet positions of spend-
ing units.”?

Asfor the possibility of usng monetary policy to achieve better
outcomesin the current account of the balanceof payments, | would
argue that such a policy would be inappropriate. First of al, it is
crucial that policy be directed to its primary goal, the achievement
over time of price stability. Second, during the period in which
monetary policy isacting to bring down the rate of price inflation,
the domestic currency may well appreciate temporarily and hence
the current account balance may well ** deteriorate’ for a period of
time. Third, thecurrent account isinfluenced to an important extent
by fiscal policy and by shocks to savings and investment behavior
in both the domestic and foreign economies. Monetary policy can-
not and should not be asked to try to counteract the implicationsfor
the current account of changes in fiscal policies.

In conclusion, | would summarize the framework for monetary
policy sketched out in this part of the paper as one which has price
dability asthe ultimatetarget, avariety of variables(including, promi-
nently, the monetary aggregates) as guidesto policy but perhaps not
asformal intermediatetargets, and policy operating through interest
rates and exchange rates as channels. | expect that some variant of
this type of framework will be used in the 1990s by countries that
do not opt for a fixed exchange rate regime.

73 In termsof the simple| SLMmodel, what we are saying is that a change in the siope
of thelScurve will lead to a different path of interest rates in the face of shocks, for given
money or nominal spending guidelines.
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Commentary on
'Monetary Policy in the 1990s:
Lessons and Challenges

Lyle E. Gramley

CharlesFreedman's paper, **Monetary Policy in the 1990s. Lessons
and Challenges,"" isat oncelucid, interesting and informative. That
is no small accomplishment. | find mysalf in broad agreement with
most of what Mr. Freedman says about the challengesfor monetary
policy in the decade ahead. The best use of my time can perhaps
be made, therefore, by focusing largely on one subject: how well
will the monetary authorities in acountry like the United States suc-
ceed in accomplishing their objectivesin the'environmentdescribed
by Mr. Freedman?l am not terribly optimistic, becausethe road aheed
may turn out to be a virtual mine field.

Let me begin by considering what it is the monetary authorities
should seek to accomplish. Freedman argues that monetary policy
ought to take a longer perspective, seek to control the growth of a
quantity like nomind GNP, avoid focusing on real variablesor interest
rates, and aim principaly at achieving price stability. **Finetuning'*
isto be avoided. That soundslike very sensible guidance, given the
lessonsof the 1970s. But doesthat mean essentidly ignoring theearlier
role that monetary policy tried to play as a short-run economic
stabilizer?Central bankers might liketo do that, but | doubt that the
political process will permit it.

Consder theflak shot off at the Federal Reserveby the Bush admin-
istration in recent weeks. The Fed managed to nip in the bud a flower-
ing inflationin 1988 andt ur n thecomer to an easier monetary policy
early enough in 1989 to avoid a recesson—or so it seems to me.
That is a remarkably good performance. But it's not good enough
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for theadministration. Moreover, thecriticismof the Fed for focus-
ing too strongly on bringing down inflation, and not enough on sus-
taining adegquate growth, comesfrom the politica party that gppointed
al of the sitting members of the Board. Meanwhile, two members
of Congress from the other political party have introduced a hill
designed to bring the Fed under tighter control by making the
Secretary of the Treasury a member of the FOMC, reducing, to a
degree, the Fed's historic budgetary independence, and requiringthe
Fed to publishimmediately its policy directive. Developmentssuch
astheseare not new, of course, but they suggest that the politicians
may not have learned the same lessons of the 1970s that central
bankers did.

In short, the next decadeis not likely to featureacourseof monetary
policy in the United States that aims serenely at long-run price stabil-
ity, while ignoring the economy's short-term proclivitiesto grow at
an inappropriate speed. If that judgment iscorrect, what do we make
of Freedman's suggestion that the monetary authorities should avoid
focusing on real variablesand instead, focus on oneor more nomina
variables?

First, selectionof the appropriatelong-run growth rate of nominal
GNP, which would probably be the best choice of a nominal quantity
variable for the United States, cannot be accomplished without
knowledge of the economy's rea long-run growth potential. That
is not too demanding a requirement. Fairly robust estimates of poten-
tid GNP growth can be made without too much difficulty, snce aorupt
changesin long-run growth rates of thelabor forceand productivity
are relatively infrequent.

Second, and moreimportant, the choice of an appropriategrowth
rate of nomina GNP for the next year or two requiresat |least crude
estimates of the full employment unemployment rate, where the
economy is in relation to it, how fast the gap will be closed with
any actud growth rate of real GNP, and the probable breakdown
of nomina GNP growth betweenitsreal and price components. The
monetary authorities can't avoid focusing a lot of attention on real
variables, nor should they seek to do so. What they need to remember,
asthey focuson real variables, isthat the effects of monetary policy
on red variables are largely transitory, while the effects on prices
are lasting.

Whilethe political pressureson the monetary authoritiesto achieve
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economic nirvanaare asformidableasever, theeconomic and finan-
cia environment that Mr. Freedman describesseemslikely to make
it increasingly more difficult to achieve the ultimate objectives of
monetary policy for several reasons.

First, the automatic stabilizing propertiesof the financial system
leave much to be desired. As Mr. Freedman indicatesin hisdiscus-
sion of the monetary aggregates as intermediate targets, the short-
run elasticity of money demand with respect to market interest rates
isquitehigh. A recent Federal Reservestudy, for example, estimates
the short-run elasticity of demand for M2 with respect to the Federa
funds rate to be —0.14, roughly twice as high as the long-run elas-
ticity." The short-run elasticity of demand for M1 with respect to
market rates is much higher still.2 Prior to deregulationof interest
rateson deposits, it was often assumed that market-determined deposit
rates would reduce the elasticity of money demand with regard to
market interest rates, and thus help to stabilizemoney velocity. That
has not happened, at |east not in the short run. Indeed, for M1, the
short-runéelagticity of demand appearsto be much higher since NOW
accounts have become part of M1. As a consequence, short-run
growth rates of the monetary aggregates have to be managed
aggressively if shocks coming from shifts in aggregate demand are
to be cushioned. Perhaps there never was agood time to put monetary
policy on automatic pilot by adopting a constant money growth rate
rule. But now is clearly not the time to go in that direction.

Second, | suspect that aggregatedemand shocksarelikely to become
larger and moredifficult to manage, if not morefrequent. Theinter-
national sector is a prime candidate for more seriousshocks. Trade
plays a far more important role in the U.S. economy than it once
did, so that shocksoriginatingfrom abroad have more potent effects
through the trade route. Shocks coming through the exchange rate
route -are perhapseven moreworrisome, and as Freedman indicates,

1 David H. Small and Richard D. Porter, " Under sanding the Behavior of M2 and V2,”* Federal
Resewe Bulletin, April 1989.

2 GeorgeR. Moore, Richard D. Porter, and David H. Small, **Modeling the Disaggr egated
Demandsfor M2 and M1 in the 1980s: The U.S. Experience” , in Financial Sectorsin Open
Economies: Empirical Analysis and Policy 1ssues. Washington: Board of Governors of the
Federal Reserve System (forthcoming). Paper originally presentedat a Conferenceon Monetary
Aggregatesand Financial Sector Behavior in Interdependent Economies, sponsored by the
Board of Governorsin May 1988.
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the processof globalization hasnot yet run itscourse. Another poten-
tia candidate for generating damaging shocks is the financia sec-
tor, as Henry Kaufman keepstelling us. Pricevolatility hasincreased,
equity cushions of many nonfinancial businessesare razor thin (as
arethoseof a number of depository institutions), and developing coun-
tries in Latin America and elsewhere still confront crushing debt
burdens. Shocks may originate in financial markets; alternatively,
as Ben Friedman argues, shocks to aggregate demand may be
magnified there by cascading defaults in the private sector when
interest rates rise or when the economy heads into recession.

But why worry about aggregate demand shockswhen we havejust
been through adecade in which there were some blockbuster shocks
to aggregate demand in the United Statesthat didn't cause particularly
untoward short-run consequences? The reason is that the shocks of
the 1980s were, fortuitously, rather well-timed. A gargantuanfiscal
stimulus package was introduced in the United States early in the
1980s, when growth of the U.S. and other industrial economieswas
floundering. In mid-1984, as the danger of renewed inflation in the
United Stateswas increasing, the effectsof thedollar's riseover the
previousthreeand one-half yearsdramatically dowed growth of the
U.S. economy. And when the impact of the dollar's decline from
early 1985 onward began to increase demands for U.S. exportsin
late 1986, the stimulusto aggregatedemand cameat a welcomestage
o thebusinesscycle. During the next decade, we may not be so lucky.

Third, | would speculate that, over time, aggregate demand may
becomeincreasingly lessresponsiveto fluctuationsin interest rates.
Indeed, | suspect that processis aready under way. Mr. Freedman
recognizes this possibility. He notes that floating rate debt—a
byproduct of the violent fluctuationsof interest ratesin thelate 1970s
and early 1980s—has probably reduced the substitution effects of
interest rate changes on spending. That seems to be the casein the
housing marketsduring the past several years, as changesin the mix
of adjustableand fixed-ratemortgagel oans soften theimpact of chang-
ing market interest rates on sales and starts. Income effects, Freed-
man argues, may go the other way, however, and how it all comes
out is an empirical issue. Clearly, he is right; we don't know the
final outcome yet.

Thepoint | would makeisthat Darwinismmay work in economics
aswell asin ecologica environments. Violent fluctuationsin interest
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rates, such as those experienced in the late 1970s and early 1980s,
may engender innovational changes—such as floating rate debt and
interest rate sSwgps—thet permit economic unitsto survive. Theburden
of interest rate risk gradually is shifted to those economic units best
able to manage it, units whose day-to-day business activity is least
disrupted by interest rate variability.

| would not suggest carrying thisline of thought to itslogicd limit,
arguing that monetary policy might be unableto affect the temporal
courseof aggregatedemand. Rather, | would arguethat if monetary
policy worksto alarger degree through bal ance sheet effects, or cash
flow effects, or exchangerate effects, and | essthrough the more tradi-
tiond routeof impactson credit-financed spending, then we will know
less about the magnitude and timing of the economy's response to
monetary policy than we usad to know, or thought wedid. Thiswould
not be a problem if the sole objective of monetary policy were to
achievelong-run pricestability; it isa problem if the objectivesare
more ambitious, and extend to short-run economic stabilization.

Mr. Freedman warns us, moreover, that we cannot redistically
hope that the narrower monetary aggregates will bail usout of dif-
ficulty by reemerging as usable formal targets of monetary policy
to guide the monetary authoritiesthrough the minefields. Continua-
tion of unstable demand for money is one reason. Innovations are
likely to persist, he argues, and patterns of deposit rate adjustment
will bedifficult to predict. | agree. But Freedman also contends that
forma monetary targeting would probably be impossibleunder cur-
rent circumstances even if money demand were stable, because of
the high short-run elasticity of demand for money with respect to
market interest rates. This is an extremely interesting point and, |
believe, a vaid one.

To seewhy thisisthe case, imagine Alan Greenspan going to the
House Banking Committee next February to deliver the Humphrey-
Hawkins testimony, with thefollowingstory. The economy's growth,
he says, has dowed somewhat, so that redl interest rates need to come
down a bit to sustain a reasonablerate of economic expansion. Since
inflationis abating, nominal interest rateswill haveto fall somewhat
more than real rates. To achieve these modest objectives, he says,
the Fed's target range for M2 has been raised from 3 to 7 percent
in 1989 to 9 to 13 percent in 1990. Thissmall and prudent step, he
tells the committee, is fully consistent with the Federal Reserve's
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long-run objective of restoring price stability. And he impliesthat,
in the following year or two, the M2 range will belowered enough
to maintainthelong-run growth rateof money consistent with stable
prices.

Clearly, the FOMC would be unlikely to adopt such widely dif-
fering growth rates of money even if that constituted a correct and
sensible course of monetary policy. Moreimportant, the monetary
authorities probably won't act that way either. That is to say, the
FOMC won't set out ex ante to change the growth rate of money
markedly, even though the course of policy it adopts may lead to
that result ex post. A cautiouscentral banker will probably be reluc-
tant to manage money growth aggressively if even he believes his
own forecasts and his staffs estimates of the interest elasticity of
money demand. One reason is that if the course of policy chosen
turnsout to beinappropriate, everyoneknows about it. Another reason
is that sharp increases in money growth may upset participants in
financial markets, who then worry that the monetary policy has
becomean engineof inflation, while sharp declinesin money growth
upset the Congress and the administration, who always worry about
impending recession.

A high degree of shod-term variability of monetary velocity,
together with considerableuncertainty about the magnitudeand tim-
ing of theeconomy's responseto interest rate changes, are severely
damaging to the ability of monetary policy to work effectively as
a short-run economic stabilizer. These are conditions that invite
gradualism. Counteracting aggregatedemand shockswill tend to be
donein small steps—say, 25 basis points per month in the federal
funds rate, to take a random example. Such acourseof action worked
in 1988 and early 1989; it may not work so well under lessfavorable
circumstances. And what the monetary authoritieswill be using as
anintermediatepolicy target asthey probecautiously toward higher
or lower money growth rates very likely will be short-terminterest
rates. Interest rates arelikely to comein the back door, despiteMr.
Freedman's warnings about the dangers of paying too much atten-
tion to them. We have not yet heard theend of policy mistakesthat
stem from too much focus on interest rates by the monetary
authorities.

Thisis not a particularly happy state of affairs, but thereisno pre-
sent way out of the box. Moving to the use of broader monetary and
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credit aggregates as policy targets realy won't do, as Mr. Freed-
man notes, because they seem to respond to monetary policy about
as sluggishly as nominal GNP. Perhaps use of commodity prices,
exchange rates, or the slope of the yield curve as forma monetary
targetswill fill the gap vacated by the monetary aggregates. | doubt
it, however, and | suspect Mr. Freedman doestoo, since he doesn't
mention the issue.

On the way to achieving their ultimate goals, Freedman argues,
the monetary authorities have to look at everything. He recognizes
that this may be a recipe for poor policymaking, but he hopes that
the monetary authorities will learn from their past mistakes. | hope
so, too. And | hope the political process will permit the exercise of
good judgment in the conduct of monetary policy. If not, the monetary
authoritiesand our respective economies may be in for some rocky
times.






2
Changing Effects of Monetary Policy
on Real Economic Activity

Benjamin M. Friedman™

A series of developmentsin the U.S. economic environment in
the 1980s has resulted in major changesin prevalent thinking about
how monetary policy affects economic activity. Oneimportant part
of this change smply reflects the heightened awareness, following
theexperiencedf disinflationearly in thedecade, that monetary policy
isnot neutral —that is, that actions taken by the central bank can and
do influencereal economicoutcomes. Indeed, inthewakeof theearly
1980s disinflation, the more traditional view that monetary policy
affects inflation by and only by influencing real economic activity
seems much closer to the mark than the polar opposite view, which
becameincreasingly popular in the 1970s, that monetary policy deter-
mines prices without affecting real economic activity at all.

Another aspect of the change in thinking about monetary policy
that has taken place in recent years reflectsthe loss of confidence
in the conventional monetary aggregates as a satisfactory measure
of the effect of monetary policy on either real economic activity or
prices. Standard relationships between the M’s and either real or
nomina income have largely broken down, and the correlation
between money growth and price inflation, calculated in the way
advocated by Milton Friedman (that is, usng two-year moving

*The author is grateful to Thierry Wizman for research assistance and helpful discussions;
to Ralph Bryant, Edward Hjerpe, Robert McCauley and John Williamson for helpful com-
mentson an earlier draji; and to the National Science Foundation, the General Electric Foun-
dation, and the Harvard Program for Financial Research for research supporf.
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averagesto smooth out erratic movements, and atwo-year lag between
the money growth and the supposedly resultinginflation), isactually
negative for sample periods including the 1980s.!

Because both of these changes mitigate in favor of a renewed
emphasis on earlier, more ""structura’ ways of thinking about
monetary policy, having a solid quantitative understanding of how
monetary policy actions affect economic activity has assumed
heightened importance. Here, too, however, the current state of
empirical knowledgeislessthan satisfactory. Onereason, of course,
is the well-known tendency of empirical models based on different
theoretical specificationsto deliver differing quantitative estimates.
Perhaps more importantly, severa specific changesin the relevant
economic environment have, at least potentialy, rendered earlier
quantitativerepresentationsof the monetary policy processserioudy
inadequate. Given the background of existing knowledgeabout how
monetary policy affectseconomicactivity, three such changesare—
again, at least potentialy—of particular importance.

First, thedimination of Regulation Q interest ceilings has weskened
the Federal Reserve System's ability to arrest deposit growth at sav-
ings institutions merely by raising short-term market interest rates.
In the meantime, the development of the secondary mortgage market
has weakened the link between the growth of thrift deposits and the
supply of mortgage lending. Both changes have presumably limited
the Federal Reserve's ahility to influence the pace of home building
solely by changes in short-term nominal interest rates that do not
necessarily correspondto movementsin interest ratesand asset prices
more generally.

Second, theincreased openness of the U.S. economy, with exports
and especidly importsrising asashareof aggregateoutput and spend-
ing, hasincreased thedirect importance of dollar exchange rates for
real economic activity. At the same time, exchange rates themsalves
have become much more volatile. Similarly, the greater integration
of U.S. and world financid markets—indluding tighter linkagesreflec-
ting reduced costs of international investment and arbitrage, as well
as the growing presence of foreign investorsin U.S. asset markets
as a cumulative result of the chronic U.S. trade imbalance in the

1 For quartarly data spanning 1970:1-1988:4, for example, the simple correlation between
M1 growth and the change in the GNP deflator is —.33.
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1980s—hes raised the possibility that movementsof short-term interest
rates, or other instruments subject to close Federal Reserve control,
may not be sufficient to influence long-term asset pricesand yields
in the way required to achieve any given set of monetary policy
objectives.

Third, theincreasing indebtednessof borrowersthroughout the U S
economy, especialy including corporate businesses, probably means
that the economy's financia structure has become more fragile in
theface of adverseshocks. At current levels of indebtedness, agenera
declinein business profitswould |eave many companies without ade-
quate cash flow to servicetheir obligations, and would thereby create
the prospect of a widespread default that could further compound
the dowdown in real economic activity that initially caused it. As
aresult, the real economy may have become not insufficiently sen-
sitiveto financial influencesfor purposes of carrying out monetary
policy but, at least on the down side, excessively sensitive.

The object of this paper is to assess some of the mgor changes
that have taken placein recent yearsin theability of monetary policy
to influence real economic activity, in part or as a whole: To what
extent ishousing now insulated from movements of short-terminterest
rates? How correct is the conventional wisdom that fundamental
economic forceslikereal interest rate effectson investment and wedth
effects on consumption, rather than credit rationing and other forms
of sand in the economy's gears (to use James Tobin’s phrase), now
congtitute the heart of the monetary policy process?? Apart from the
relative growth of imports and exports per se, have exchange rates
really become more important in how monetary policy works?

Clearly no one paper can-providesatisfactory answersto questions
like these, but the several forms of empirical evidence summarized
here are suggestivein potentially interesting ways. Thefirst section
indicatesthe broad dimensionsof thethree major economicdevel op-
mentsof recent years mentioned above, including changesin thefi nen
cing of residential construction, changes in U.S. internationa
economic relations, and changesin patternsof bus nessindebtedness.
The second section showsthat these (and presumably other) changes
in the economy's structure have resulted in mgjor changesin thekind

2 see for example Tobin (1984).
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of smpleaggregate-level reduced-form relationshipsthat, in the past,
have often provided the basisfor quantitativediscussionof monetary
policy. Thethird section reports the resultsof a moresharply focused
examination of some of the potentialy important changes that have
taken place, based on more carefully constructed equations describ-
ing the behavior of home building, business investment, consumer
spending, and foreign trade. The final section briefly summarizes
the paper's major conclusions.

Some recent developmentsin the U.S. economy

Table 1 summarizes, for each of the major business recessionsthat
have occurred in the United States since World War 11, the extent
to which different kinds of spending have systematically accounted
for different shares of the declinein overall economic activity. For
each recession, the table's upper panel reports the peak-to-trough
declinein total output, measured in billionsof 1982 dollars. It also
reports the corresponding increase or decline in each of severa
familiar categoriesof spending, measured from peak to trough of
each respective spending component in case of a decline, and from
theoverall cycle peak to cycletrough in caseof an increase—so that
the component declines indicated for each episode usualy add up
to substantialy more than the corresponding declinefor total output.

Asiswdl known, cutbacksin inventory accumulation havetypicdly
been the greatest single element accounting for U.S. recessionsin
this sense. Among the magjor componentsof final demand, residen-
tial construction has played theleading role ever since the beginning
of the 1960s, followed by businessfixed investment and consumer
spending on durables, in that order. Consumption of nondurables
and services has continuedto rise in real termsthroughout eech reces-
sion, while net exports hasexhibited little regular relationship to reces-
sionary episodes in the domestic economy. Reductionsin govern-
ment purchases were especially important in the recessions that
accompanied the end of the wars in Korea and Vietnam, but not
otherwise.

This smple-minded breakdown provides a useful overview, but
even assuch, itisserioudly deficient in avariety of ways. The most
obvious of these is that any given component of economic activity
may be a magjor part of the typical recession story, even if it never



Table 1

Composition of U.S. Business Recessions, 1953-1982

Bus.

GNP GNP Inven. Final Res. Fixed Dur. Nondur. Net Govt.
Peak  Through GNP Accum. Demand Constr. Inv. Cons Cons. Exports Purch.
Decline Measured in Constant 1982 Dollars
1953:2 1954:2 —43.7 -18.4 —29.2 -3.5 -46 —2.8 -2.6 55 553
1957:3 1958:1 —55.4 -232 =329 -7.6 -244 -93 —-43 -21.6 -0.9
1960:1 1960:4 —17.5 —40.6 -1.9 -130 -6.1 -8.7 -3.0 12.0 —4.1
1969:3 1970:2 —26.7 —23.4 -75 -173 -95 -53 30.1 -74 313
1973:4 1975:1 -120.1 —-8.6 —63.8 —702 -479 -322 -—-152 39.8 -8.1
1980:1 1980:2 —76.4 —-534 -746 -50.5 --273 -390 -12.6 15.1 7.3
1981:3 1982:3 -110.1 —59.7 -699 -42.1 -504 -183 -2.9 —-62.4 -6.2
Change in Annual Percentage Growth Rate
1953:2 1954:2 -11.1 — -9.1 1.2 -112 =27 -2.7 — —28.8
1957:3 1958:1 -10.4 — -7.2 —-5.6 -21.7 -—-14.5 -4.2 — 2.1
1960:1 1960:4 —6.7 — -2.1 -293 -66 —6.7 -2.5 — 2.8
1969:3 1970:2 -6.0 — -47 -191 -11.1 -8.1 -1.0 — -9.0
1973:4 1975:1 -7.5 —  —-48 =369 -16.1 -—-152 -24 — 2.2
1980:1 1980:2 -13.2 — -12.8 -70.1 -29.6 —434 -6.2 — 4.3
1981:3 1982:3 —6.1 — -39 -17.0 -174 . -95 -0.2 — 1.3
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declinesin absolute terms, merely by undergoing asharp sowdown
in its rate of expansion. The lower panel of Table 1 addressesthis
possibility by reporting, for each category of spending considered
above (except inventory accumulationand net exports), the difference
between the average real growth rate during the recession and the
averagerea growth rate during the previousexpansion. Viewing the
data in this way changes the picturein some ways—for example, a
dowdown in nondurableconsumption, which typically accountsfor
some three-fifths of aggregate demand, is part of each recession—
but the more prominent role of investment-typespending, including
especialy home building, is readily apparent from this perspective
as well.

Changes in the financing of residential construction

A quarter century ago—specifically, in 1964, to pick a typical
nonrecession year midway between presidential eections—the average
home buyer in the United States put 28 percent of the purchase price
down and borrowed the remaining 72 percent.? Of the $17 billion
lent that year in the form of one-to-four family home mortgages (net
of repayments), savings and loan associations accounted for $8.1
billion, mutual savings banks for $3 billion, and commercial banks
for $2.3 hillion. Hencethesethree kinds of consumer deposit-oriented
intermediariesaccounted for nearly 80 percent of the fina absorp-
tion of all home mortgagelending. Furthermore, in 1964, the share
of theseingtitutions' liabilitiesthat consisted of ordinary depositsand
deposit-typeinstrumentswas 93 percent at savingsand |oan associa-
tions, 98 percent at mutual savings banks, and 95 percent at com-
mercial banks.* Federal legislation had precluded interest payments
on demand deposits atogether since the 1930s, and had alsoimposed
interest ceilingson commercia banks timeand saving depositsunder
the Federal Reserve System's Regulation Q. Thelnterest Rate Con-
trol Act of 1966 imposed analogous ceilings (administered by the
Federal Home Loan Bank Board, in consultation with the Federal
Reserve Board) on similar instruments issued by thrift institutions.

3 Data on down-payment ratios are from the Federal Home Loan Bank Board.

4 Dataon both lending and liabilitiesare from the Board of Governor sof the Federal Reserve
System, Flow of Funds Accounts.
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Asaresult, whilethe market for home mortgagesdepended heavily
on financia intermediaries whose ability to lend depended in turn
on their ability to attract deposits, by 1966 the Federal Reserve had
availablea ready device with which to affect these ingtitutions deposit
flows—the relationship between short-term market interest rates and
Regulation Q ceilings. For example, in 1969 the prevailing ceilings
at thriftinstitutionswere 5 percent a year on passhook saving accounts
and 5% percent on saving certificates. When Treasury bill ratesrose
to an average 6.68 percent a year for 1969 (from 4.32 percent on
averagein 1967, and 5.34 percent on average in 1968), thrift insti-
tutions' total deposit inflow fell to lessthan haf the 1967 level, and
the paceof homebuilding slowed-as well. Similarly, in 1974 market
interest rates averaged 7.89 percent ayear for Treasury billsand 10.81
percent for commercial paper, compared to ceiling ratesof 5% per-
cent for passbook accounts and 6% percent for certificates. Thrift
ingtitutions 1974 deposit inflows wereless than hdf of the 1972 level,
and again home building slowed sharply.

In 1986—to pick another nonrecession year midway between
presidential elections—the average home buyer in the United States
put down 26 percent of the purchase price and financed the remain-
ing 74 percent, a dightly greater loan-to-value ratio than in 1964.
But of $219 billion in net lending that year for one-to-four family
mortgages, commercia banksaccounted for $20 billion, credit unions
for $7 billion, mutual savings banksfor $6 billion and savings and
loansfor just $500 million—in sum, just 15 percent of thetotal. Secon-
dary mortgage pools sponsored by the Federal National Mortgage
Association (FNMA), the Government National Mortgage Associa-
tion (GNMA), the Federal Home Loan Mortgage Corporation
(FHLMC), and the Farmer's Home Administration(FHA) absorbed
(net of repayments) $168 billion of home mortgagesin 1986, or nearly
77 percentof theentire market volume. Thrift ingtitutionsand com-
mercial banks continued to originate new mortgage loans, but in
aggregate they sold almost as many loans to these pools as they
retained in their own portfolios. While 1986 was a somewhat extreme
year in this regard, mortgage pools accounted for fully 52 percent
of all net lending for home mortgages during 1980-88, compared
to 12 percent for banks and 21 percent for the three kinds of thrift
institutions combined.

Just within thistwo-decade period, therefore, the development and
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rapid growth of the secdndary mortgage market shifted the majority
of net mortgagelending in the United States away from deposit-based
intermediariesto specialized pools that package mortgages and sell .
bond-type obligations against them into the open market. FNMA had
begun its lending operstions in 1955, but, as the comparison to a
quarter century ago illustrates, the enormous growth of the secon-
dary mortgage market is more recent.5 Congress separated GNMA
from FNMA in 1968 and founded FHLMC in 1971, and private
issuersof collateralized mortgage obligations(CMOs) did not begin
activity until 1982. By the late 1980s this secondary market had
effectively severed thetraditional link between thevolumeof net mort-
gage lending done and the net addition of mortgages to the balance
sheets of deposit-based intermediaries.

Moreover, by the late 1980s the Regulation Q ceilings that hed
earlier enabled the Federal Reserveto interrupt theseintermediaries
deposit flows and henceto curtail the net volumeof new assetsthey
could book, hed disappeared anyway. Although the Federal Reserve
began the elimination of these ceilings on its own in June 1970, by
suspending the celling on interest paid on most large bank certificates
of deposit, Congress mandated the widespread elimination of interest
ceilings in the Depository Institutions Deregulation and Monetary
Control Act of 1980. Thislegidation phased theceilingsout by suc-
cessivesteps beginning in 1981 and ending in 1985. The old Regula
tion Q is therefore gone, and (apart from the continuing legidative
prohibition of explicit interest on corporatedemand deposits) nothing
has taken its place.

The development of the secondary mortgage market and the
elimination of Regulation Q certainly do not render residential con-
struction activity immuneto the effects of ‘monetary policy. But they
do mean that the kind of directly visible impact that used to ensue
when short-term market interest rates rose abovethe prevailing deposit
ceilings, asin 1969 or 1974, will not recur. In the aftermath of these

5 A large part of the motivation for the development of these new lenders, of course, was
tosheter thehousing industry from just theeffectsthat Regulation Q brought at timesof high
market interest rates. Befor e the mortgage pools became such a mgjor factor in thisregard,
the government relied on a different solution to thisproblem, using the Federal Home Loan
Bank System to issue securitiesin the open market and channel the proceeds to savingsand
loan ingtitutionsvia direct advances. Largely between FHLBS and FNMA, federal support
accounted for 45 percent of total net extensionsof one-to-four family mortgagesin 1969 and
52 percent in 1974.
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changes, the effect of monetary policy on home building no doubt
depends, to a much greater extent than in the past, on fluctuations
in both real and nomina mortgage interest rates.

Fluctuationsin the relevant real interest rate presumably influence
home buying and home building decisions in the familiar way that
is standard in most theories of investment-type spending. Fluctua
tionsin nomina mortgageratesper se can aso haveimportant effects,
sincefor any given sizeof loan it isthe nomina rate that determines
thesizeof the monthly payment, which in turn affectsthewillingness
of liquidity-constrainedhome buyers (that is, almost al home buyers)
to take on the commitment, as well as their ability to quaify in the
eyes of potential lenders. In addition, with alarge part of mortgage
lending now doneon an adjustable rate basis—between one-third and
two-thirdsof thetotal in atypical year —the influenceof movements
in both real and nominal interest rates may be either greater or smaller
than when all mortgagesbore fixed interest rates. In short, monetary
policy presumably can till affect home building, but in different ways
than in the past.

Changes in the openness of the economy

The Federal Reserve System has traditionally given a prominent
place to international economic and financial considerations in its
public accounts of the motivation underlying the conduct of U.S.
monetary policy. Pressureson thedollar value of foreign currencies
under the Bretton Woodssystem, fluctuationsin currency valuesdur-
ing the subsequent period of floating exchangerates, and the balance
of international trade have al been standard items of concernin this
context. Even so, there has adways been suspicion that these
expressions of concern were merely that—in other words, a belief
that whilethe Federa Reservepaid amplelip serviceto international
congderations, in fact it took littleaccount of them in actual monetary
policy decisions.

A quarter century ago—again, 1964 to be precise—exports of goods
and services constituted 6.5 percent of total real output in the United
States, while imports equaled 6.2 percent. By 1988, exports and
imports had risen to 12.6 percent and 15.1 percent of total real out-
put, respectively. With the foreign sector approximately twiceas large
as before, relative to the size of the economy, the opportunity for
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monetary policy to affect aggregateeconomic activity by discourag-
ing exports and encouraging imports, or vice versa, had clearly
increased. (By comparison, resdential constructionand businessfixed
investment, the two spending componentstraditionally emphasized
in this context, respectively accounted for 5.8 percent and 8.9 per-
cent of total real output in 1964, and 4.8 percent and 12.2 percent
in 1988).

In addition to the fact that exportsand imports have grown secularly
relativeto overall economic activity —and perhaps moreimportant,
from a monetary policy perspective—the gap between the two has
become both larger and more volatile in recent years. From 1950
through 1970, the U.S. merchandise trade balance fluctuated in a
fairly narrow range, with maximum $6.8 billion (1 percent of total
nominal income) in 1960 and minimum $600 million (less than 0.1
percent of nomina income) in 1969. Trade deficits first began to
appear in theearly 1970s, especidly after the OPEC cartel quadrupled
crude petroleum prices in 1973, although even as late as 1976 the
largest recorded deficit was still only $9.5 billion, or 0.5 percent
of nomina income. During 1977-82 the trade deficit stabilized at
$25-35 billionayear, or roughly 1 percent of nomina income, despite
another doubling of oil pricesin 1979. But under the combination
of extraordinarily expansionary fiscal policy and anti-inflationary
monetary policy that prevailed thereafter, the trade deficit rose
dramatically to $169 hillion, or 3.5 percent of nominal income, in
1987. Whally apart from the implications for aggregate economic
activity of aswing of this magnitudein the economy's foreign sec-
tor, the collapse of U.S. competitivenessthat thisimplosion of the
trade balance reflected rapidly became a nationa problem serious
enough to figure importantly in macroeconomic policymaking.

Part of the reason why the U.S. trade balance became so unstable,
of course—and, correspondingly, part of the reason for supposing
that monetary policy either could or should do something about it—
was the change from fixed to flexible exchange rates. In 1964 the
Bretton Woods system was till firmly in place. The United States
fixed the price of gold, at $35 an ounce, but otherwise played no
explicit rolein setting currency values. Other countries mostly fixed
the price of their own currenciesin termsof thedollar, with relatively
infrequent changes. This system weekened in 1968, with theincrease
in the official gold price to $42.50 an ounce and effective restric-
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tionson U.S. willingnessto sell gold even at that price, but it remained
in place until the United States unilaterally terminated it in 1971.
Sincethen, exchangerates havefluctuated with more or lessfreedom,
according to a shifting balance of market forcesand official interven-
tion that is sometimes coordinated and sometimes not.

The dollar has, in fact, fluctuated substantially since 1971. The
dollar's maximum trade-weighted average value against 10 major
foreign currencies (in February 1985) wasamost twiceits minimum
vaueduringthisperiod (in July 1980). At times, mgor changes have
occurred quiterapidly. For example, after the February 1985 peak,
thedollar fell by 44 percent by December 1987. Moreover, theories
of purchasing power parity notwithstanding, these have mostly been
real changes, not merely the reflection of different countries differ-
ing ratesaf priceinflation. Giventhefamiliar dependenceof imports
and exports on real exchange rates, together with the dollar's evi-
dent relationship to interest rates—or at least to thedifferential between
interest rates on dollar assets and on assets denominated in other
currencies—thecombination of a larger foreign sector in the U.S.
economy and flexibleexchange rates has clearly opened new avenues
for monetary policy to affect economic activity. At the same time,
given thefar greater volatility of exchangerates, participantsin inter-
national trade may be lesslikely than in the past to view exchange
rate changes as permanent, rather than as mere transitory blips, and
therefore may be less likely to change their business relationships
in response to whatever exchange rate fluctuations do occur.$

The increasing openness of the U.S. economy has created com-
plicationsas well as opportunitiesfor monetary policy in areasother
than just the sengitivity of trade flows to exchange rates. One direct
result of the United States chronic inability to meet foreign com-
petition in goods markets both at home and abroad in the 1980s is
agreatly enhanced roleof foreigncapital andforeignlendersin U.S
financial markets. The enormous U.S. trade deficit since 1982 has
necessarily brought huge U.S. capita imports. Asaresult, the United
States net international investment position peaked at $141 billion
in 1981, and it has declined at an accelerating rate since then. By
1985 the United States had entirely dissipated the positive net inter-

6 For an argument along these lines, see Baldwin and Krugman (1989).
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national investment position built up since 1914, when the country
first became a net creditor. By yearend 1988, the U.S net interna-
tional investment position was ninus $533 hillion.'

Because U.S. investorshave continued to acquire modest amounts
of foreign assetsthroughout this period, thegrowth in foreignowner-
ship of financial assets issued and traded in U.S. markets is even
greater than the erosion of the net international investment position
suggests. For example, asof yearend 1980, privateforeign investors
held $19 hillionin U.S. Government securities, or only 1.9 percent
of the total amount outstanding. By yearend 1988, private foreign
holdings had risen to $121 billion, or 3.7 percent of the amount
outstanding. Including central banks and other official ingtitutions,
foreignholdingsof U.S. Government securitiesrose from $139 billion
in 1980 to $384 billion in 1988. Nor is the government securities
market the only one to be so affected. Foreign holdingsof corporate
bondsissued in the United States, for example. rosefrom $22 billion,
or 4.4 percent of thetotal amount outstanding, in 1980 to $180billion,
or 13.5 percent of the market, in 1988. And becauseforeign holdings
in these markets are dominated by large ingtitutiona investorsto an
even greater extent than isthe caseamong U.S. holdings, the percen-
tagesof trading volumes accounted for by foreign ordersare typicaly
even greater.

These large increases in foreign participation in U.S. financia
marketscomplicatemonetary policymaking in several ways. Merely
changing the composition of asset holdings, away from one group
of investors toward another, changes the market average portfolio
behavior when the two groups of investors exhibit different asset
preferences—as foreigninvestorsand U.Sinvestorson averageclearly
do.® More worrisome, in conjunction with flexible exchange rates,
theincreasein foreign participation raisesthe possibility that familiar
cause and effect relationships may no longer obtain. For example,
throughout the post World War II period, a typica (though not
invariable) market reactionto an increasein short-term interest rates
has been an increasein long-term interest rates. But if higher U.S.

7 See Scholl (1989).

8 See Friedman (1986a) for a discussion of how foreigninvestors' portfolio preferencesdif-
fer from those of U.S. investorson average, and the implicationsthat follow from these dif-
ferences.
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short-terminterest rates make dollar assets as a whole more attrac-
tive relative to assets denominated in other currencies, and if par-
ticipantsin theforeign exchange market aso account for alarge share
of the trading in the dollar bond market, the effect of the stronger
dollar may overwhelm the effect of higher short-term rates, so that
bond yiel dsdecline rather than rise. Analogousexamples, involving
markets for other assets, are plentiful.

These new complicationsfor monetary policy are hardly the most
worrisome aspect of the remarkable transformation of the United
States from the world's leading creditor to itslargest borrower. From
a broader perspective, theincreasi ng dependence on countries whose
central banks prop up thedollar and support auctionsof U.S. Treasury
bonds, the wholesaeacquisition of the nation's productive assetsand
real property by foreigninvestors, and theinevitableerosion of U.S.
influence in world financial, commercial and other affairs are the
issues that genuinely matter.® But monetary policy is important as
well, and to the extent that these changes have made the conduct of
a successful monetary policy more difficult, that, too, is a proper
object of concern.

Changes in business indebtedness'®

A quarter century ago—that is, at yearend 1964—U.S. corpora-
tionsin nonfinancial linesof businessowed $201 billion in debt bor-
rowed from the credit markets, an amount equal to 30.4 percent of
total U.S. nomina incomeat thetime. By yearend 1988, nonfinan-
cial business corporationsowed $1.9 trillion in credit market debt,
equivaent to 37.5 percent of nomina income. Substantialy all of
thisincrease has taken place in the 1980s, as a consequence of the
extraordinary waveof mergers, acquisitions, leveraged buyoutsand
stock repurchases that has seized corporate America during this
period. During 1984-88 alone, the amount of their equity that U.S.
nonfinancial businesscorporationspaid down through such transac-
tions exceeded the amount of new equity that they issued by $444
billion.

9 | have discussed these matters at some length in Friedman (1988a).
10 This section draws on Friedman (1986b, 1988b).
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Corporatebusinessesare hardly alonein having borrowed in record
volume recently. Since 1980 all mgjor sectorsof the U.S. economy
except farms have increased their outstandingindebtednessat a pace
significantly faster than the economy's overall growth. The huge
budget deficits that becamethe hallmark of U.S. fiscal policy under
the Reagan administration led to thefirst sustained peacetimeincrease
in thefederal government's debt, compared to gross national prod-
uct, sincethefounding of the Republic. State and local governments
have aso increased their combined indebtedness, relative to gross
national product, athough their borrowing hasclearly slowed since
1985 (presumably because of new tax legislation). Households—
mostly individuas, but also including personal trusts and nonprofit
organizations—have likewise borrowed record amounts.

The resulting across-the-board rise of debt relative to income has
marked a sharp departure from prior patterns of U.S. financia
behavior. From theend of World War II until the 1980s, the outstand-
ing debt of al U.S. obligors other than financial intermediariesfluc-
tuated relativeto total nomiinal income within a narrow range, with
no evident trend either up or down. The overall debt-to-incomerratio
wasespecidly stablefrom theend of the Korean War until the 1980s,
averaging $136 of debt for every $100 of total incomeduring 1953-80.
At yearend 1980, the total debt outstanding amounted to $137 for
every $100of total income. By yearend 1988, however, the corres-
ponding level was $181, greater than any prior U.S. debt level
recorded in this century except for 1932-35 (when many recorded
debts had defaulted de facto anyway).

Private-sector borrowers, including both individuals and businesses,
have accounted for two-thirdsof thisincrease. Not surprisingly, this
phenomenon has generated widespread concern. In particul ar, discus-
sonat avariety of levels has questioned whether a cascade of defaults
by private-sector borrowers, initialy touched off by some external
shock—a collapseof ail prices, for example, or asharp risein interest
rates needed to defend thedollar —might threaten the nation's finan-
cia system, or perhaps even the nonfinancial economy. Such con-
cerns are clearly relevant for monetary policy.

While both households and businesses have borrowed in record
volumeduring the 1980s, househol dshave also built up record asset
levels, including not just equities and other assets exhibiting high
pricevolatility, but aso liquid assets and other stable-pricedebt instru-
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ments. As a result, aggregate-level household net worth has shown
no significant deteriorationcompared to national incomesince 1980
(and that remains true after the October 1987 stock market crash).
By contrast, during the 1980s U.S. nonfinancial businesses have
increasingly borrowed not to invest, in either tangible or financial
assets, but smply to pay down their own or other businesses equity.
Asaresult, theaggregatenet worth of both the corporatesector and
the noncorporatebusiness sector has declined substantially compared
to national income.

Aswould be expected under such circumstances, interest coverage
has deteriorated dong with balance sheets. Since 1980 it has con-
sistently taken more than 50 cents of every dollar of pre-tax earn-
ings, and more than 30 cents of every dollar of pre-tax cash flow,
just to pay corporations interest bills—far morethan in earlier periods.
More troubling still, the corporate sector's problem in this regard
has not gotten better as the economic expansion has advanced. Con-
tinuing large-scaleborrowing has about offset the effect of continu-
ing economic expansion in boosting earnings, as well as the effect
of declininginterest rates, so that corporations interest coverage has
remained poor throughout the decade to date. It is not surprising,
therefore, that the current business expansion has been the only one
since World War II (the only oneever?) to be accompanied by aris-
ing, rather than falling, rate of bus nessbankruptcies and debt defaults.

Thereis no lack of ready explanationsfor businesses eagerness
totakeon debt. The U.S. tax codefavorsrelianceon debt, by alowing
borrowers to deduct interest payments but not dividends from tax-
able income while nonethel esstreating interest and dividends alike
in the taxation of income earned by recipients. Thisdiscrimination
isdl thegreater in that borrowerscan deduct thefu| (nomind) interest
that they pay, including not just that part correspondingto the**real**
interest rate but also the part that compensatesthelender for the ero-
sion of principal valuedueto inflation. Legal and regulatory restric-
tions on ownership of equities by many kinds of financial inter-
mediaries create an additiona incentive to fashioninstruments(like
"'junk™ bonds) that have risk and return propertiessimilar to equities
but nonetheless constitutedebt in the eyes of the relevant authorities.
Larger underwriting spreadsfor equity than for debt offeringsfur-
ther increasetheincentiveto rely on debt when firms raise new capital.
The greater speed at which firms can typically issue new debt than
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new equity isalso afactor in contexts like unsolicited takeovers, in
which timing can be all-important.

What is puzzling, however, is why business reliance on debt has
accelerated so much in the 1980s. Each of thesefeaturesof the U.S.
financia system favoringdebt financing has been present for along
time, and someshould beless potent now thanthey werein the past.
The lowering of tax rates in the 1980s, for example, should have
reduced the incentive to borrow. Given the continuing non-neutrality
of the tax code, so should the dowing of inflation. At least for the
present, therefore, the most honest answer to the question of why
all this has happened in the 1980s is that nobody really knows.

But regardless of just what motives lie behind it, the massive
increasein businessindebtednesshas raised concernsthat it will make
the U.S. economy excessively fragilein thefaceof downward shocks.
The chief danger posed by an overextended debt structurein thiscon-
text is that the failure of some borrowers to meet their obligations
will lead to cash flow inadequacies for their creditors—who may,
in turn, also be borrowers, and so on—and that both borrowers and
creditorsfacing insufficient cash flowswill then beforced to curtail
their spending. Similarly, forced disposal of assets by debtors and
othersfacing insufficient cash flows will lead to declinesin asset prices
that erode the ability of other asset ownersto realize the expected
valueof their holdingsif sale becomesnecessary, and will therefore
threaten the solvency (in a balance sheet sense) of till others. The
most likely implicationsfor the nonfinancial economy would be reduc-
tionsin employment and in avariety of dimensionsof businessspend-
ing, no doubt prominently including investment in new plant and
equipment. Indeed, it is likely that deteriorating interest coverage
has also rendered the average company's capital spending more sen-
sitive than in the past to tight financial markets generally.

At thesametime, theability of debtorsto servicetheir obligations
isclearly not independent of what is happening in theeconomy. For
most borrowers, both the size of cash flows and the value of the
marketabl e assets that they could liquidatein theevent of an insuffi-
ciency depend to a great extent on general business conditions.
Businessdownturnstypicaly shrink the earningsof many firms, dow
thegrowth of earningsfor most others, and in many casesalso reduce
the market valuesof assets. Hence problemsof debtors' distressare
most likely to become widespread in the context of just the kind of
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economic difficulty that they tend to aggravate.

The most important implication for monetary policy is probably
that, in the event of a businessdownturn, the U.S. economy would
belikely to exhibit less resilience, and correspondingly more proclivity
to contractionary dynamics, becauseof the greater potentia for finan-
cia instability.!* Hencetherea costsof arecesson—costsin terms
of forgoneoutput, incomes, jobs, capital formation, and so on—are
likely to be greater than would be the case without the higher level
of businessindebtedness. Given theever present risk that the economy
may suffer an adverse shock from someentirely independent source,
the higher level of businessindebtedness therefore makesit all the
more important for the Federal Reserve to arrest promptly any
resulting contractionary tendencies.

But higher business indebtednessa so mattersfor monetary policy
in amore complicated, and moreimportant, way because of the key
role historically played by tight money in resisting price inflation.
If the potential cost of recession is now greater because of higher
business indebtedness, it is greater whether the recession's source
is an external shock or an anti-inflationary monetary policy. To put
the point in smple shorthand, the borrowingthat U.S. corporations
(and other businesses) have donein the 1980s has shifted the short-
and intermedi ate-runtradeoffs confronting monetary policy, bothin
thesenseof changingthe most likely set of outcomesfollowingfrom
any given courseof Federa Reserveaction, and in thesenseof chang-
ing the attendant risks.

Evidence of change from reduced-form reationships

Inlight of the threechangesin the structureof the U.S. economy
described above, not to mention others besides, it would be surpris-
ing if simple summary rel ationships between real economic activity
and various measuresof financial conditions had remained unchanged
throughout the past quarter century. In fact, they have not. Asiswell
known, standard reduced-form equations relating either nominal
income or real output to money, credit, or interest rates havelargely

11 See Bernanke and Campbdl (1988) for an analysisbased on individual company data that
reinfor ces the argument made here on the basis of aggregate data.
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broken down in the 1980s.!? For example, thefamiliar ** St. Louis'™
equation relating the growth of nominal incometo thelagged growth
of the M1 money stock and thelagged growth of high-employment
federal expenditures exhibited Rzof .32 for the 1960:2-1979:3
period. For 1970:3-1986:4, the R was .02.

Table2 givesan overview of theextent to which simplereduced-
form equations say different things about recent years than about
earlier time periods. The table summarizes the respective rea out-
put equations from a series of vector autoregressionsof the form

4 4 4
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= 1= =
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where X isreal gross nationa product, Pisthecorresponding implicit
pricedeflator, G isreal high-employmentfederal expenditures—all
measured in logarithms—and Z is, in turn, one of alist of financial
variables that could plausibly represent the influence of monetary
policy. The table shows results for 16 different choices for Z,
including the growth rates of the monetary base, the M1 and M2
money stocks, and total domestic nonfinancial debt outstanding;
nominal interest rateson commercial paper and corporatebonds; the
difference between the commercial paper rate and the rate of change
of the consumer price index; the difference between the corporate
bond rate and a one-year average of consumer price inflation; the
change in each of these nominal and *"real™ interest rates; the dif-
ference between the corporate bond rate and the commercia paper
rate; the difference between the commercia paper rate and the
Treasury hill rate; and the change in each of these spreads.!'?

12 See Friedman and Kuttner (1989) for details.

13 The timing used in constructing the real interest rates is as follows: For the short-term
rate, the nomind rateis the average of daily observations throughout the quarter, computed
as the average of reported monthly averages. The price change subtracted from the short-
term rate is the annualized percentage change from the prior quarter to the present quarter,
based in each case on averages of monthly observations. For the long-term rate, the nominal
rateistheaverageof daily observations during thelast month of the quarter. The pricechange
subtracted from the long-term rate is the average annualized percentage change for the cur-
rent and the preceding three quarters, based in each case on the last monthly observationin
each quarter.
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Thetable shows separate resultsfor two halves of the sampleperiod
spanning the current availability of data correspondingto the Federal
ReserveSystem's current definitionsof the monetary aggregates. For
each equation, within each separate sample, the table reportsthe F-
stetistic for the test of the null hypothesisthat the e; coefﬂuents in
equation 1 are uniformly zero. It also reports the R value for the
entire equation.

Table 2
Summary Statistics for Financial Variables
in Real Output Equations

Financial Variable 1960:2-1975:4 1976:1-1988:4
F 3 F R

A Monetary Base 1.60 .17 2.25% .16
A Money (M1) 1.52 .17 .87 .04
A Money (M2) 42 .09 .14 —
A Credit 3.04%* 25 1.21 .10
Short Rate 3.64%* .28 3.00%* 21
Long Rate 205 .20 .50 .00
Rea Short Rate 25 .07 1.26 .08
Real Long Rate 3.15%* .26 .25 —
A Short Rate 2.35% 22 2.58* .18
A Long Rate 2.98%* 25 .48 —
A Redl Short Rate 31 .08 1.66 11
A Redl Long Rate 3.38%* 27 .32 —
Long-Short Spread 1.56 17 2.04 .14
Default Premium 5.86%%* 37 1.53 10
A Long-Short Spread 2.18* 21 .67 .02
. A Default Premium 5274 .35 1.20 .07

*significant at .10 level
**ggnificant at .05 level
***ggnificant at .01 level
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Thereislittle useful similarity between the results shown for these
two sample periods. The short-terminterest ratelevel and itschange
stand out as the only financial variables among the 16 examined for
which there is evidence of a relationship to real economic activity
that is statistically significant, even at the .10 level, in both samples.
Vaidbleslikethegrowth of credit, nomina and real long-term interest
rates, the long-short rate spread, and the default premium on com-
mercid paper dl showed asignificant relationshipin theearlier sample
but not the later.** The monetary baseis (weskly) significant in the
later sample, but not theearlier. Money growth and real short-term
interest rates show a significant relationship in neither sample.

Further, even those few relationshipsthat are statistically signifi-
cant in both samplesare hardly identical acrosstimein an economic
sense. For example, thefinancia variable showingthe strongest rela-
tion to movementsof real economic activity in the later sampleis
the level of the nominal short-term interest rate, and this relation-
shipisaso significant in the earlier sample. For theearlier sample,
the estimated values of coefficients e; for this variable in equation
1 are, successively, —.0029, —.Q013, .0004 and —.0007 (sum
—.0045). The corresponding estimated values for the later sample
are .0003, —.0042, .0033 and —.0004 (sum —.0010). Althoughthe
relevant F-test does not warrant rejecting the null hypothesisthat these
two sets of coefficients are identical, the failure to meet the .05
significance level in this case smply reflects the imprecision with
which theindividual coefficientsare measuredin thefirst place. The
change in estimated values between the earlier and later samplesis
easly large enough to make an impogtant difference—for forecasting,
or for planning monetary policy —depending on which ones are
relevant.

Theseresults, and otherslike them reported by numerousresearch-
ers, warrant little confidencein the ability of monetary policy to affect
real economic activity in any dependable way by merely relying on
simple aggregate reduced-form relationships. Thereis ample evidence
of change between a quarter century ago and more recent

14 The F-statisticfor the nominal long-term rate in the earlier sample bardly fails to meet
thecritical value for significance at the .10level. The same is true for the default premium
in the later sample.
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experience—including not just satisticaly significant changesof small
magnitudein relationshipsthat are precisely measured, but changes
on a scale to matter importantly in a macroeconomic context.

Changesin the senstivity of four componentsof spending

Even simple reduced-formrel ationshipsfor aggregateincomeand
output like those summarized in the preceding section, indicate that
the sengitivity of real economic activity to monetary policy has
changed in potentialy important ways. But a morefocused, and more
detailed, approachis necessary to flesh out the nature of thosechanges
in asufficiently substantive way to provide information of potential
use for the conduct of monetary policy. In light of the changesin
the U.S. economy reviewed in the opening section, four distinct
aspects of economic activity represent plausible places to look for
such changes: home building, business capita spending, consumer
spending, and foreign trade.!s

Deriving from first principles adetailed representation of each of
these four components of aggregate spending would be a task well
beyond the scope of any one paper. The approach adopted here is
instead to exploit the extensive research embodied in the Federal
Reserve Board MPS model.*¢ For each component of spending, the
genera question to be addressed is then whether the relevant empirical
relationships have changed in recent yearsin ways that have either
heightened or dulled the sengitivity of real economic activity to aspect s
of financia conditions that are subject at least to influence, if not
outright control, by monetary policy.

The answersyielded by thiskind of single-equation approach are
clearly only partial in nature. They necessarily omit theentire range
of repercussionsthat act in ageneral equilibrium setting to reinforce
the real effects of monetary policy, because one agent's spending
decision determines another's product demand or incomeflow, and

15 A fifth possibility is business inventory accumulation, but the empirical literature has
generated little consensuson the natureof financial influenceson inventory investment. Irvine
(1981) and Akhtar (1983) reported significant effectsof interest rateson inventory behavior,
but many other researchers(see, for example, the many referencescited in those two papers)
failed to do so.

16 The version used here is described in detail in Brayton and Mauskopf (1985).



76 Benjamin M. Friedman

because many agents' asset demands collectively determine asset
pricesand goods prices, and hencealter their own and other agents
wealth. They also necessarily omit the whole range of repercussions
that act to dampen the real effectsof monetary policy, because many
agents spending and portfolio behavior collectively determines
interest rates and inflation rates, and hence the financing costs that
they and other agents face. Even so, thelimited exerciseof establish-
ing what changeshave occurred in thefirst-round effectsof monetary
policy actions is informativetoo. After al, if there were no first-
round effects there would be no repercussions either.

Beyond the question of partial versusgeneral equilibriumanalysis,
the findings from any empirical exercise dong these lines are aso
necessarily limited by the use of the specific modd that underlies
it. Nonrobustness of quantitative estimates with respect to model
specification has long been a familiar phenomenon in empirical
economics, certainly including theinvestigationof relationships bear-
ing on monetary policy. Nevertheless, any such andyssrequiressome
well-specified model asabase, and in light of itslong history of use
in just this context, the FRB-MPS modd is probably as appropriate
a vehicle as any for this purpose. Especialy for policy purposes,
the right response to concernsabout robustness with respect to model
specification is presumably to carry out parallel empirical analyses
based on aternative models, not to eschew empirical investigation
in the first place.!” While such a comparative approach clearly lies
beyond the scopeof this paper, it isappropriateto view thefindings
reported here as one element—given the historical role played by
the FRB-MPS model, a particularly interesting eement—in such a
broader endeavor.

Residential investment

The most immediate question to ask about home building isto what
extent the elimination of deposit interest ceilings and the develop-
ment of the secondary mortgage market have made residential con-
struction less sensitive to monetary policy by precluding restrictions

17 See, for example, McCallum (1988) for an investigation that explicitly addresses the
robustnessissue in this way.
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on mortgagelending likethosethat occurred in tight money episodes
in the1960sand 1970s, when market interest rates rose sharply above
the then permissibledeposit rates. Wasthe resulting credit rationing
all there wasto the effect of tight money on housing? Or is housing
also sengitive to mortgageinterest rates? If so, how far do mortgage
rates haveto riseto depress housing as much as an episode of credit
rationing? And has the sensitivity of home building to changes in
mortgage rates become greater or smaller in recent years?

The FRB-MPS modd's treatment of residential constructionactivity
combines a relatively straightforward model of investment, based
onthereal after-tax cost of capital, with acompletely separatemodel
for episodes of credit rationing. The complete equation is

3

@) IH, = (1-DCR,) { (1-DPO)) [a + I b, RH, _;
‘ i=0
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wherelH isthe natural logarithm of per capitarea expenditureson
housing; DCR is a dummy variable indicating whether a ** credit
rationing"* episode is in progress (value 1 if so, 0 if not); DPO is
aduminy variable indicating the phase-out of acredit rationing episode
(non-zero value if an episode had occurred within the prior four
quarters, 0 if not); RH is the logarithm of the real after-tax cost of
capital for housing investment; CON isthe recent average per capita
consumer spending; UE istheunemployment rate; KH istheexisting
stock of residential capital; SLD isthe per annum real growth rate
of deposits a savings and loan ingtitutions; |H* is the value of IH
in the most recent period prior to the onset of credit rationing; and
lower case letters (a, b, ..., K) indicate coefficients to be
estimated.'®

18 Appendix A gives the exact definition of each variable used hereand in the other equa-
tionspresented in this section. Asthe appendix indicates, somevariablesarein logarithmicform.
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Apart from episodes of credit rationing, the direct influence of
monetary policy on home building lies in the real after-tax cost of
capital, defined here by

3)RH = Iog%‘(l—TP) (RM+TPR) + 2.4 — 6 ﬁn}

where PH and PC are theimplicit price deflatorsfor residential con-
struction and consumption, respectively; TPistheaverageeffective
tax rateon persona income, including federal, stateand |ocal taxes;
RM is the mortgage interest rate; TPR is the average property tax
rate; and PR is the recent averagerate of change of the rental com-
ponent of the consumer price index. For a given relative price of
housing, given tax rates, and given inflation, a change in the mort-
gage interest rate directly affects the cost of capital in equation 3,
which in turn affects home building via the b, coefficients in equa-
tion 2. Thiseffect is strong empirically, with each estimated b; value
but thelast (whichissmall) individualy negativeasisto beexpected,
and the sum negative with t-statistic —4.5, for the equation estimated
over the 1964:3-1988:4 sample.'®

By contrast, during episodes of credit rationing what matters is
not the cost of capital but the growth of depositsat thrift institutions,
which is presumably slower than normal because of the interaction
of market interest ratesand deposit rate ceilings. Indeed, during the
three historical periods identified in the model as credit rationing
episodes (1966:34, 1969:3-1970:3, and 1974:1-1975:1) red deposit
growth averaged —0.26 percent a year versus5.76 percent a year
on averageduring the remaining quartersof the post-Accord period.
Within the credit rationing regime, faster or slower deposit growth
matters for housing activity, although here the empirical evidence
is much weaker. Again for the equation estimated over the
1964:1-1988:4 sample, each estimated g; value but the last (which

19 Appendix B gives the complete estimation resultsfor all equations described in this sec-
tion. The sample period in most cases reflectsthat shown in Brayton and Mauskopf (1985),
extended to incor porate subsequently available data
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issmdl) isindividualy positive, but thet-gatistic for thesumis merely
0.8.20

Chart 1 indicates the relative strength of these two channels of
monetary policy influence by showing the results of using the
estimated equation 2 to simulate the effectsof two separate experi-
ments. The solid line shows the effect on home building of a sus-
tained increase of 1 percent (that is, one percentagepoint) in the mort-
gage interest rate, beginning in quarter 1. The dashed line shows
theeffect of asustained episode of credit rationinginvolvinga6 per-
cent (Six percentage points) decrease in the annua growth of real
savingsdeposits. In both simuldtionsall valuesother than the mort-
gage rate and the deposit growth rate are normalized to the actua
values that prevailed in 1988:4 and held fixed at those values
throughout. In the absence of either the mortgage rate increase or

Chart1

Resdential Investment: Responsesto 100 Basis
Point Risel n Mortgage Rate and I mposition of
Credit Rationing

Change from Base Billionsof 1982 Dollars
202

0
i

194

0.05F

- - 186

Higher Mortgage Rate
010 S

Credit Rationing 1478

Caleadar Quarter

Note: Base = 1988.4, Real Mortgage Rate = 4.9%, Unemployment Rate = 5.4%;
Effective Tax Rate = 23%, -
Quarterly Figures Are Annnalized v}

20 Brayton and Mauskopf reported a t-statistic of 2.2 for the equation estimated over
1960:1-1982:4. Indeed, in the 1964:3-1988:4 salﬂpletherelsllttleelldenceto warrant separate
treatment of credit rationing episodes at all. The K value for the equation as written in equa-
tion2is 931I For the simple form with DCR and DPOaways set equal to zero, the cor-
responding R'is ,9230.
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the credit rationing, therefore, home building would smply remain
constant at the 1988:4 base level.2!

The 1 percent increasein mortgage interest rates depresses hous-
ing fairly rapidly, with substantially all of theeffect occurringwithin
four quarters. The full effect is to depressthe level of spending by
approximately 9 percent (left scale), or roughly $19 billionin con-
stant 1982 dollars, based on the 1988:4 level (right scale).22 The
imposition of credit rationing actsmoredowly but has approximately
the same effect after four quarters. Apart from differencesin tim-
ing, therefore, theseresultsimply that, given the relatively high level
of real interest rates prevailing in 1988:4, it takes an increase of
approximately 1 percent in mortgage interest rates to have an effect
on home building comparableto that of a 1960s-1970scredit ration-
ing episode.??

What about the possibility that home buyers have become more
interest sengitive in recent years, so that monetary policy can still
depress housing without large increases in mortgage rates despite
the inability to create conditions of credit rationing as in the past?
These relationships provide only modest evidence to support such
a claim. For the 1964:3-1988:4 sample, the estimated sum of the
b, coefficients in equation 2 is —1.095 (t-statistic —4.5). For the
1964:3-1976:4 and 1977:1-1988:4 samplestaken separately —that is,
dividing the full sample approximately in half—the corresponding
sums are —.954 (t-statistic —1.1) and —1.320 (t-statistic —3.9),
respectively.2* Moreover, even this modest difference is difficult to

21 The smulation does, however, alow for incremental effects via changesin the stock of
residentia capital. Asisclear from equation 2 as written, the deposit growth rate does not
matter in the absence of credit rationing, The credit rationing simulation uses a base vaue
of 4.45 percent (the 1988 average) for DSL in quarter 0 and before, and —1.55 percent from
quarter 1 on.

22 For purposes of comparison, here and below, aggregate gross national product in 1988:4
was $4,033.4 billion in 1982 dollars.

23 Because one of the variables held fixed in the simulations is the rate of increase in the
(P rental index, the mortgage rate increase under study hereis explicitly an increase in the
real interest rate on mortgageloans. The base red interest rate mattersin this simulation because
the equation is in logarithmic form.

24 Thefindingof nosignificant (economically or statistically)changein theinterest sensitivity
of housing investment correspondsto the conclusion reached by Akhtar and Harris (1987)
on the basis of a much smpler model.
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interpret, because of changes in the coefficient on the lagged stock
of residential capital (e). Theeffect of real interest rates on housing
may be either largeor small, depending on one's point of view, but
thereis no firm basis here for concluding that in recent yearsit has
been larger or smaller than it was earlier.

Business fixed investment

Businesscapital spending typically exhibitslesscyclical volatility
than does housing, at |east on a percentagebasis. But becausecapital
spending bulks much larger in overall economic activity, the dollar
declinein capital spending has exceeded the dollar declinein hous-
ing in four of the seven post-Accord recessions. 2’

A standard approach to modeling business investment behavior,
which the FRB-M PS model also follows, treats spending on struc-
turesand spending on equipment separately. Spending on equi pment
is by far the larger of the.two, usualy amost three-fourthsof the
total. Moreover, a typica finding in,the empirica literature that
distingui shes between these two componentsof businessinvestment
is that spending on equipment exhibits economically important and
statistically significant sensitivity to changesin the relevant cost of
capital —caused by changesin tax rates, changesin financial markets,
and so on—while spending on structures does not. 26

The FRB-MPSmodel's treatment of business equipment spending
followsthe standard neoclassical investment mode according to which
the capital stock adjusts over time to an optimal value determined
by thelevel of output and the optimal capital-output ratio, which in
turn depends on the cost of capital. The specific relationship is

16 16
(4) IEt = E ai [XBl—i V(—i—I] + El bl [XBt—i Vt—i]
i=0 =

1
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+ X ¢ [XB,_;-; Vi-i
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25 See again Table 1.

26 Seg, for example, Bischoff (1971b). Experimentation based on an analog to equation 4
below smilarly failed to reveal any significant sensitivity for investment in structures.
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wherelE isreal expenditureson producers durableequipment; XB
IS gross businessoutput; V is the equilibrium ratio of equipment to
output; and the a;, b;, and c; are coefficientsto'be estimated.?” The
equilibrium equipment-output ratio is given by the cost ratio

Vv = XB
RRE

where PXB is the implicit price deflator corresponding to XB and
RRE is the per-unit after-tax rental rate for producers equipment,
determined as

[1-K~-TC e Z]

() RRE = PE “—— =

(DE + RFE)

where PE istheimplicit price deflator correspondingto | E, K isthe
percentageinvestmenttax credit (if any), TC isthefederal corporate
incometax rate, Z isthe present valueof thedepreciationallowance
for equipment, and DE isthe rdlevant depreciationrate. Finaly, RFE,
the real financia cost of capita for equipment, is determined as

ERN

(7)RFE = DR {(1—TC) RCB - PX } + (1-DR) RT

where DR isthe ratio of debt to total capitalization for nonfinancial
corporations, RCB isthe corporate bond rate, PX isthe recent average
inflation rate for gross domestic product, and ERN/PRI is the
earnings-to-priceratio for the Standard & Poor's 500.28

27 Theequation also includes seasonal dummy variables. See, for example, Bischoff (1971a)
and the references cited there.

28 A Key featureof this model that hasimportantly influenced theliteratureof empirical find-
ingsbased on it isthe assumption, here embedded in the form of equations6 and 7, that changes
in the cost of capital due to tax factors and changesin the cost of capital due to market rates
of return on debt and equity exert isomorphic effects on investment. See Jorgenson (1963)
for adiscussionof the basic theoretical conceptions underlyingthe model. Especially for sample
periods during which there was little actual change in measured debt and equity returns, the
inferred effects of hypothetical changes primarily reflect actual effects of changes in the tax
factors.
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Given equations 4—7, monetary policy directly affects business
fixed investment in two ways. Changes in the corporate bond rate
ater the financial cost of capital and thereby affect the rental rate,
hence the equilibriumequipment-output ratio and, over time, actua
expenditures on new equipment. In addition, to the extent that
monetary policy influences the stock market, the resulting change
in theeffectiveyield on equity (for given earnings) actsin the same
way asachangein thecorporatebond rate. (Inagenera equilibrium
context, of course, there are also secondary effectsdue to changes
in output, goods prices and earnings, but thefocus of attention here
is on the immediate, direct effects of monetary policy.)

Unraveling the separate effect of the a;, b; and c; coefficients that
together determine the time response of equipment investment to
changesin output and in the optimal equipment-output ratio is both
complex and unilluminating. Moreto the point isthat thetotal effect
is unambiguoudly positive and statistically significant. For the
1958:2-1988:4 sample, the combined sum of the a;, b; and c; coeffi-
cientsis positive, with t-statistic 2.5. For given vauesof output, goods
prices, and the relevant tax parameters, therefore, an increasein the
(real) corporate bond rate depressesspending on new equipment, as
does a decline in stock prices.

For purposesof andyzing theimmediateeffectsof monetary policy
on business investment spending, Smply taking asgiven any specific
change in the corporate bond rate is straight forward. By contrast,
some additional apparatusis necessary to represent the part of the
effect on investmentthat takes place through changesin stock prices,
and hence (for given earnings) in the earnings-to-price ratio. The
auxiliary equation used for this purpose here is

6 6 .
(8)PRIL, = d+ et + T f, RCP,_; + £ g (RCP — CPI),_;
i=0 i=0

wherePR L isthelogarithmof the market valueof corporateequity;
tisalinear time trend; RCP is the commercia paper rate; CPI is
therate of increase of the consumer priceindex; and d, e, thef; and
the g; are coefficientsto be estimated. The resultsof estimating equa-
tion 8 for the 1956:1-1988:4 sampl eindicatethat increasesin short-
term interest rates depress stock pricesregardless of whether or not
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they are accompanied by inflation. The estimated sum of the f; coef-
ficientsis —.0675, with t-statistic —3.8, so that a 1 percent (that
is, one percentage point) increasein thecommercia paper ratelowers
stock pricesby nearly 7 percent (that is, to alevel equal to .93 times
the previouslevel). By contrast, the estimated sum of the g; coeffi-
cientsis indistinguishable from zero.2®

In contrast to the resultsfor housing investment, estimating equa-
tion 4 for different sample periodsdoesindicatea substantial change
over timein the behavior of businessequipment investment. In par-
ticular, in recent years firms' investment behavior has apparently
become more sengtiveto variationsin output and in the various deter-
minantsof the optimal equipment-output ratio. Chart 2 illustratesthis
change by plotting the results of two simulationsthat differ only in
the sample used to estimate equation 4.3° In both cases the experi-
ment analyzed isan increasecof 1 percent (as before, one percentage
point) in both the corporatebond rate and thecommercia paper rate
beginningin quarter 1. The higher corporate bond ratedirectly raises
the debt component of the cost of capital in equation 7, while the
higher commercial paper rate raises theequity component by lower-
ing stock prices as in equation 8. Throughout both simulations al
variables other than the two interest ratesand thelevel of stock prices
are normalized to their historical 1988:4 values, and these three
variablesare set equal to their 1988:4 values for all quarters prior
to and including quarter 0. In the dbsence of theinterest rateincreases,
therefore, equipment investment would smply be constant throughout
at its 1988:4 level. In addition, both simulationsrely on asingle set
of coefficient valuesin equation 8, so that the difference shown is
srictly due to differencesin the estimated coefficientsin equation4.31

29 The estimated value is .0012, with t-statistic 0.0.

30 Choice of 1979:3 for the end of the first sub-sample correspondsto a familiar benchmark
used in discussions of how monetary policy has changed, based on the Federal Reserve's
introduction of new monetary policy procedures in October 1979. Choiceof 1976:1 (rather
than 1979:4) as the beginning of the second sub-sample merely reflects the need for addi-
tional observations to facilitate suitable estimation of so many parameters.

31 yYsing identical coefficient estimates for equation 8 in both simulations is consistent with
the emphasisin this paper on changes more directly bearing on nonfinancial economic activity,
rather than changes among financial variables per se. In a more genera context, however,
there is no reason not to allow the coefficients in equation 8 to change along with those in
equation 4.
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For equation4 estimated using the 1958:1-1979:3 sample (the solid
line), the decline in equipment spending that resultsfrom a 1 per-
cent increase in both short- and long-term interest rates is modest
in extent and gradual to take place. Littlechange occursfor thefirst
six quarters, and the ultimateeffect (which, by assumption, is com-
pleteafter 18 quarters) isto depressequipment spending by 4.7 per-
cent of itsbaselevel, or by $17 billionin 1982 dollars based on the
1988:4 value.?? For equation 4 estimated using the 1976:1-1988:4
sample (the dashed line), the corresponding effect is somewhat
greater. The ultimate result is to depress equipment spending by 6
percent, or $22 billion in 1982 dollars based on the 1988:4 value.
Even more so than thisdifferencein magnitudeof the ultimate effect,
however, thetimingisvery different. In thesimulation based on the
later sample, equipment spending falls approximately to the new (par-

Chart 2
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32 Thegradualnessof thechangeistypical of resultsfound using data from beforethe 1980s.
See, for example, Clark (1979).
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tial) equilibriumlevel within ayear, after which theinterimdecline
overshootsthe equilibrium by roughly a.factor of two, before ulti-
mately recovering.33

Thefinding that businessinvestmentin new equipmentisnow more
sensitiveto monetary policy actions, especially in theshort run, than
it wasin prior decades no doubt reflectsa complex interaction among
several different effects which will require substantia further research
to sort out.3* For example, changesin the tax code legidated in the
1980s result in a greater share of the pre-tax interest burden of debt
passing through to the borrowing corporationon an after-tax basis,
and thereby presumably make firms more sengitive to interest rate
changes.35 At the same time, the increasing sensitivity of business
capital spending to financia conditionsis certainly consistent with
the implications of the more heavily leveraged position of the cor-
porate sector in recent years, asreviewed in thefirst section, including
in particular the historically large share of earningsrequiredin the
1980s for interest payments. Given the deterioration of interest
coverage, first in the 1970s and then even more so after 1980, it is
hardly surprising that the typical firm now cuts back its investment
spending more promptly when market interest rates rise. 3¢

Consumer spending

Whether financia factors affect consumer behavior—and, if so,

33 The FRB-MPSmode resultsreported by Brayton and Mauskopf (for the 1961:1-1979:4
sample) constrained the a;, b; and ¢; coefficients to lie aong respective thirddegree
polynomials. The resultsunderlying Chart 2, reported in Appendix B, imposed no such con-
straint, hence permitting the irregular pattern shown in the chart.

34 This result, too, roughly accords with the finding of Akhtar and Harris (1987), despite
their use of a much simpler model. In their results, however, it is aso the long-run effect
that differs.

35 The effective tax rate series used here is analogous to series (1) in Auerbach and Hines
(1988), disaggregated to reflect equipment investment only, and updated through 1988. | am
grateful to them for providing their unpublished series, as well as for helpful discussions.

36 Bosworth (1989) suggested several other reasonsfor expecting instability in relationships
involving equipment investment, including unusually great changes in the relative price of
equipment—at least as calculated by the Commerce Department for purposes of these data
(see Bailey and Gordon [1988])—and the changing composition of equipment spending, in
both cases with computersplaying the central role. Y et another considerationalong these lines
isthe changing (first rising, then declining) importanceof investment for purposesof pollu-
tion control; see, most recently, Rutledge and Stergioulas (1988).
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how—is along debated issue. Early Keynesian consumption func-
tions related spending solely to incomelevels, asdid early versions
of the"* permanent income"* hypothesis.3” By contrast, from the outset,
the closely related 'life cycle'™ hypothesis emphasized the role of
consumers wedth and hence, at least implicitly, the importance of
changesin asset prices. Yet adifferent line of inquiry has sought,
without much success, to document effects on consumer spending
due to interest rates directly.3®

To alargeextent, theexperienceof the 1980s has apparently belied
the importanceaf financial influences on consumer behavior along
either of these two lines. Despite record high real after-tax interest
ratesin the 1980s--due to acombinationof high pre-tax interest rates,
reduced inflation (given the non-neutraity of thetax code), and lower
tax rates—personal saving fell to record lows.as a share of income.
And athough purchasesof consumer durablesdid dow briefly after
the October 1987 stock market crash, the decline was both milder
and shorter-lived than most traditional life cyclemodelswould have
predicted in light of the severity of the crash.

The FRB-MPS model's treatment of consumption combines a
Keynesian approach based on income flowsand alifecycle approach
based on wedlth levels, asis presumably appropriate when a large
part of the consuming population facesliquidity constraints.® It further
disaggregatesboth income and asset totals in ways intended to cap-
ture differencesin behavior among different groupsof income recipi-
ents, as well as differencesin the liquidity properties of different
assets. The specific relationship is

37 Friedman (1957) used a three-year movingaver ageof past incometo proxy per ceived per-
manent income.

38 See, for example, Boskin (1978) and Howrey and Hymans (1978).

39 For evidenceon the importancedf liquidity congtraintsin this context, see Hayashi (1982),
Hall and Mishkin (1982) and Zeldes (1989).
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6 6
9 C,=a+Lb (1-TP)YL_, + Ec (1-TP) YP,_,
i=0 i=0
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whereC isconsumer expenditures, YL islabor income, YP is prop-
erty income, YT isincomefrom transfer payments, EQ is household
holdings of equities, OFW is the remainder of household financia
wealth (financial assets minus liabilities), and TAN is household
holdings of tangible assets—all measured in real per capita
magnitudes; TP is again the average tax rate on persona income;
andthea b;, . . ., g; are coefficients to be estimated. 40

Estimatingequation9 for the 1955:4-1988:4 sampleddivers results
that are both economicaly sensibleand, for the most part, statisticaly
significant. The marginal propensity to consume out of each of the
threedifferent formsof incomeis positive, and it differsamong them
in ways that correspond to conventional expectations. The estimated
values of the respective coefficient sums are .61 for labor income
(t-statistic7.2), .21 for property income (t-statistic0.7). and .75 for
transfer payments (t-statistic 3.9). The margina propensity to con-
sume out of each different form of wealth isalso positive, athough
in this case it is not clear what prior expectations one would have
about thedifferencesamong them. Theestimated valuesof the respec-
tive coefficient sums are ,022 for equity (t-statistic 1.6)—thét is, a
2.2 cent changein spending for every $1 changein thevalueof equity
holdings—. 168 for other financial wedlth (t-statistic 4.0), and .077
for tangible assets (t-atistic 2.8).

40 Asin much of the related literature, the FRB-MPS model distinguishesconsumption of
nondurablegoods and services (including the implicit services provided by durables) from
expendituresto purchasenew durablegoods. Indeed, much of theempirica literatureaddressing
financial effects on consumer spending focuses primarily, or even exclusively, on durable
goods purchases; see, most recently, Akhtar and Hams (1987). By contrast, the equation
estimated here simply treats C as total consumption expendituresin the NIPA accounts. This
choicereflectsthe result of initiad experimentationwith both aggregate and disaggregated equa-
tions.
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Given equation 9, the direct effects of monetary policy on con-
sumer spending follow immediately from the effect of interest rates
on property income (of whichamost one-hdf hasbeen interestincome
since 1970, and morethan one-half in the 1980s) and on asset prices.
In light of the substantial literature associated with the theoretical
possibility of a nonzero interest elagticity of saving, however, it is
also worth asking whether thereis evidenceto support the claim that
interest rates affect consumptiondirectly, in addition to their effects
via property incomeand asset prices. Theanswer isthat thereisnot—
at least not in the context of amixed Keynesian-lifecycle consump-
tion function like equation 9. Re-estimating equation 9 with the
addition of adistributed lag on thecommercia paper rate, or on the
commercial paper rate minus the rate of increase of the consumer
priceindex, resultsin estimated coefficientsfor these variables that
are both small and Satitically insignificant.#! n addition, monetary
policy presumably affects consumer spending in other ways, most
obvioudy by reducing labor income. But thefocus hereis on direct
effects rather than repercussions from other aspects of economic
activity.)

Investigating the effect of monetary policy on consuption viaequa
tion 9 thereforerequires a representationof thelink between interest
rates and asset values, and also between interest rates and property
income. The four auxiliary equations used for this purpose are each
of the form

6 6 .
(10)EQ, = h T kt + £ m; RCP,_; + T n; (RCP —CPD),_;
i=0 i=0

wheretheright-hand side variablesare asin equation 8. Table 3 sum-
marizes the respective estimated effectsof nominal and real interest
ratesin thesefour equations. For equitiesand other financia wesalth,
changes in short-term interest rates again affect real asset values
(negatively) regardless of whether or not they are accompanied by
inflation. Asisto be expected, thereverseistruefor tangibleassets.
There what matters (negatively) is red interest rates. Finally, the
results for property income are aso about as one would expect.

41 For the nominal short-term rate, the estimated coefficient sum is —13.2, with t-statistic
—1.3. For the real short-term rate, the estimated sum is — 2.3, with t-statistic —0.3.
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Changes in short-termreal interest rates affect property income
positively, athough the effect is not statistically significant. Joint
changesin nominal short-term market ratesand inflation affect prop-
erty income negatively — presumably because so much of household
wedth isin instruments, like saving and checking deposits, bearing
interest rates that adjust duggishly if at all.

Table 3
Summary of Egimated Interest Rate Effectson
Asst Prices and Property Income

Equation RCP RCP-CPI

EQ —4305 (-3.6) 26.3 (0.2
OFW -116.3 (-4.5) 305 (1.1)
TAN -49.7 (-1.2) —-129.7 (-3.0)
TP —-19.3 (-2.6) 8.3 (1.1

Note: Vauesshownar e estimated sums of coefficients (t-statisticsin parentheses). Sampleperiod
is 1955:1-1988:4

Chart 3 shows the resultsof using equation 9 and the four equa-
tions like equation 10—one each for EQ, OFW, TAN and YP—to
simulate the effect on consumptionof monetary policy, represented
onceagain by a 1 percent (that is, one percentage point) risein the
commercia paper rate beginningin quarter 1. Apart from theinterest
" rate, the three wealth components, and property income, all other
variablesare normalized throughout to their historic 1988:4 values.
Asusual, thevariablesthat changein thesmulationarefixed at their
1988:4 values for al quarters prior to quarter 1.

Asinthecaseof businesscapital spending, theeffect of monetary
policy apparently differsin recent yearsfrom what it wasin the past.
Thetwo linesin Chart 3 show results for smulationsthat are iden-
tical except for the sample used to estimate equation 9.42 For coeffi-

42 The choiceof the two sub-samplesreflected an approximatehalving of the sample period,
together with a (dight) preferencefor conforming to popular discussionsthet often draw distinc-
tionsby decades. The same coefficient valuesfor the four auxiliary equations 10, estimated
for the full 1955:1-1988:4 sample, are usad in both smulations; see again, footnote 31.
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cient values based on the 1955:4-1969:4 sample (the solid line), a
1 percent increasein short-terminterest rates ultimately lowers con-
sumer spending by 0.8 percent. While this percentage change may
appear small, theeffectisstill highly meaningful in termsof the ability
of monetary policy to affect economic activity because consumption
bulksso large in aggregatespending. Based on the 1988:4 level, the
resulting decline in consumer spending is equivalent to $21 billion
in 1982 dollars—a greater amount than in any of the Smulationsshown
in Charts 1 and 2.

For coefficient values based on the 1970:1-1988:4 sample, the
ultimate effect of tight money on consumption is much smaller. A
1 percent risein short-term interest rates depresses spending by only
0.3 percent, or $7 billionin 1982 dollars. In contrast to thelong time
required for the effect to become complete in the ssmulation based
ontheearlier sample, however, heretheeffect is substantially com-
plete within one year. Indeed, during thefirst year after therisein
interest rates, theeffect on consumer spending isgreater in theresults

Chart3
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based on the more recent sample.4? To the extent that episodes of
tight money typically last not much more than a year, if that long,
these results therefore suggest that the ability of monetary policy to
affect real economic ability by dowing consumer spending isapprox-
imately unchanged.+4

Foreign trade

Findly, thelarger shareof both exportsand importsin theaggregate
U.S. economy in recent years raises the prospect of an enhanced
opportunity for monetary policy to affect real economic activity
through theimpact of interest rate changeson dollar exchangerates.
Despite uncertainty about the magnitudes of the relevant incomeand
price elasticities, thereis substantial agreement that export demand
dependson thelevd of economic activity abroad whileimport demand
dependson incomelevelsin the United States, and that both exports
and imports depend on the relevant terms of trade. The FRB-MPS
mode specifies these relationships as

4 6
- (11)EX, = a + T b, WIP,_; + T ¢; TTEX,_,
i=0 i=0
4 6
i=0 i=0

where EX and IM are real non-agricultural exports and real non-
petroleum imports, respectively; WIP is industrial production out-

43 |n contrast to the results shown in Chart 3, Akhter and Harris (1987) concluded that the
""long-run™ interest sensitivity of consumer spending has increased in recent years. Wholly
apart from their focuson purchasesof durablesonly, versus aggregate consumption expen-
ditures here, the explanation may lie in the different dynamics of their smpler equation. In
particular, the finding here that consumer spending is somewhat more sensitivein the first
year may —given the equations' different dynamic structures—bethe appropriatecounterpart
of Akhtar and Harris' result.

44 As the coefficient values reported in Appendix B suggest, the principal sourceof the dif-
ference isthe changein the sengitivity of consuptionto the threeasset values, includingespecialy
equities. A further reason for not emphasizing the differences between the two setsof results
isthat, whilethe coefficient sum for thethreeassets is plausibleenough in both samples—.15
in the earlier sample, .29 in the later—some of the individual asset sums are not plausible,
and the same is true for property income.
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sidethe United States; X is U.S. gross nationa product; and TTEX
and TTIM arethe U.S. termsof tradewith other countries, weighted
by the volumeshare of each country in U.S. export tradeand U.S.
import trade, respectively—all in logarithms; and a, . . . , f; are
coefficients to be estimated.

Estimating equations 11 and 12 deliversresults broadly in line with
standard notions about how activity levels and real exchange rates
affect international trade. For the 1968:1-1987:4 sample, the sum
of theestimated coefficients on foreign industrial production in equa-
tion 11 isl.81, witht-statistic 15.8. The correspondingsum for U.S.
gross national product in equation 12 is 2.56, with t-statistic 43.7.
Thecoefficient sumsfor thetermsaf trade variablesare —.347, with
t-statistic — 2.9, in equation 11—that is, an improvementin the U.S.
termsof trade, correspondingto a deterioration in other countries
terms of trade with the United States, reduces demand for U.S
exports—and .739, with t-statistic 11.5, in equation 12.45

Since the termsof trade variablesin equation 11 and equation 12
are smply weighted exchange rates, adjusted by relative prices, the
familiar connection between interest rates and exchange rates
immediately implies an effect of monetary policy on the terms of
trade, and hence on both exports and imports. Following equations
8 and 10 above, the auxiliary equations used here to represent this
link are both of the form

6 6 .
(I3)TTEX, =g + ht + £ kK RCP,_; + ¥ m; (RCP — (CP),_;
i=0 i=0

where the right-hand-side variablesare again as before. In sharp con-
trast to the effects of short-term interest rates on asset values, the
evidence strongly indicatesthat exchange rates depend on real rather
than nomina interest rates. For the 1968:1-1987:4 sample, the
estimated coefficient sum for the real interest rate in the export-
weighted terms of tradeequation is .0560, with t-gatistic 20.0, while
the estimated sum for the nomina rate is —.0055, with t-statistic
—1.5. The correspondingsumsfor theimport-weighted termsof trade

45 Empirical estimatesof the elasticitiesof exportsand importswith respect to the termsof
tradehave varied widely in the literature; seethe survey of such resultsin Helliwell and Pad-
more (1985).
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are ,0565 (t-statistic 19.8) for the rea rate and —.0004 (t-statistic
—0.1) for the nominal rate.

Charts4 and 5 show the results of smulating the effectsof monetary
policy on U.S. foreign trade, based on the usud 1 percent increase
in the commercia paper rate. The terms of trade equations under-
lying these simulations are, in each case, estimated for the
1968:1-1987:4 sample.+¢ Each figure shows different results based
on the export and import equationsestimated first for 1968:1-1979:4
and then for 1980:1-1987:4.47

Both exportsand imports exhibit less sensitivity to fluctuationsin
the terms of trade—and therefore less sengitivity to interest rates,
and hence to monetary policy—in the more recent sample. In the
earlier sample, the 1 percent increasein interest rates causesthedollar
to appreciate by enough to depressU .S. exportshy 5.2 percent, and
to boost U.S. imports by 4.8 percent, resulting in a net subtraction
from U.S. economic activity equivaent to $36 billion in 1982 dollars
based on historic 1988:4 vaues. The corresponding percentageeffects
on exportsand importsin thelater sampleare —4.2 percentand 2.1
percent, respectively, resultingin a$21 billion real net subtraction
from total activity at 1988:4 values.

Given theincreased volatility of exchangerates, it is not surpris-
ing that the responsivenessaof both exports and imports to fluctua-
tions in the terms of trade has moved in the direction that offsets
at least part of thelarger roleof foreigntradeintheU.S. economy. 48
What is interesting about the results summarized in Charts4 and 5
is the finding that, especially in the case of imports, the smaller (in
absolute value) responsivenessis more than sufficient to offset the
larger foreign trade share, therefore resulting in a smaller overall
effect on aggregate economic activity. To be sure, having more
exportsand more imports relativeto aggregate U S output and spend-

46 To quard againg the possibility that the use of data from 1968-72 (that is, befor e the floating
exchangerateregime) might haveaffected the estimatesfor thetermsof tradeequations, both
equations of form in equation 13 werealso esimated using the 1973:1-1987:4 sample. The
resultswer e essentially unchanged. Seeagain footnote 31 on thelogicof nat dividing the sample
used to etimateequation 13 in paralle with the sub-samplesused for equation 11 and equa-
tion 12.

47 Breaking the sampleafter 1979:4 reflects the increased volatility of exchangeratesin the
1980s.

48 See again Helliwell and Padmore (1985).
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ing provides alarger base through which exchange rates can affect
real activity. But with exports and imports less sensitive to dollar
values, interest rates and exchange rates now haveto move not less
but more in order to achieve the same red effects.

Concdlusions and caveats

Major changes have taken place in the U S economy within the
past quarter century. Three of these changes haveimplicationsthat,
at least potentially, are especidly important for theability of monetary
policy to affect real economic activity. First, the elimination of
Regulation Q interest ceilings and the development of the secondary
mortgage market have deprived monetary policy of the ability to dow
economic activity, viaadeclinein home building, merdly by increases
in short-terminterest rates not accompanied by increasesin asset yidds
and declinesin asset valuesmore generally. Second, the greater open-
nessof the U.S. economy, including both goods markets and finan-
cia markets, has broadened the potential base of effects on economic
activity due to changes in dollar exchange rates but has also com-
plicated other key linkages in the monetary policy process. Third,
the rapidly increasing indebtednessof private borrowers, including
especidly nonfinancial businesscorporations, has mede the economy's
financia structure more fragile and hence has increased the risks
associated with business recessions.

Asis becoming increasingly widely known, these changes—and
presumably othersas well —have in turn led to major changesin stan-
dard reduced-form relationshipsof the kind that often stand behind
guantitativeanalysisof monetary policy at either formal or informal
levels. Relationships between aggregate economic activity and finan-
cia variablesthat could plausibly represent theinfluence of monetary
policy show little useful stability over the past quarter century. Many
variables that earlier exhibited statistically significant relationships
to real output no longer do so, and in some casesthe oppositeistrue.
Even for variablesthat were significantly related to output earlier
and continue to be so, the quantitative relationships have changed
in ways that are not just statistically significant but economically
important. The principal implication of al this for the conduct of
monetary policy is that, whatever may have been true in the past,
familiar smple relationships of thiskind do not provide asound basis
for policymaking at this time.
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Examination of relationships between monetary policy and
economic activity at a more detailed, disaggregated level indicates
avariety of potentially relevant changes within the past quarter cen-
tury, most of them at least broadly consistent with the changes that
have taken place in the underlying economic environment. The
elimination of maor episodes of credit rationing in the mortgage
market has clearly rendered housing less sengitive to restrictive
monetary policy; Moreover, thereis no solid evidence of changein
the sengitivity of home building to mortgageinterest rates. Business
fixed investment has apparently become more sensitive to financia
market conditions, at least in theshort run, asisto beexpected from
the much higher leverage now carried by the typical nonfinancia
firm. By contrast, consumer spending has apparently become less
sengitive to interest rate increases and stock price declines, at least
in situationsthat persist for lengthy periodsof time. Althoughforeign
trade has clearly grown relative to aggregate U.S. economic acti-
vity, both exports and imports exhibit less sensitivity to exchange
rate changes (perhaps because exchange rates have become more
volatile), and hence presumably less sensitivity to monetary policy
actions, than in earlier years.

Especialy in light of the conditions that have confronted U.S.
monetary policy since simpler relations connecting income growth
or price inflation to money growth broke down, the practical role
of empirical findings like these is to enable policymakers to do
more—presumably to do better—than following mechanica ruleslike
changing the federal funds rate by one-fourth of a percentage point
and then waiting to see what happens next before making another
change. The potential shortcomingsof such interest rate formulae—
due in part to lags in the effect of policy actions on the economy,
in part to the insufficiently clear distinction in practice between real
and nominal interest rates, and in part to the tendency to confuse
interest rates as a means of influencing the economy with interest
rate control as an end in itsalf —are certainly well known from the
experience of the 1950s and 1960s.4® Part of the contribution of
empirical relationshipslikethosedeveloped in this paper istherefore

49 See Friedman (1988c¢). The classic review of these issuesin their historical context is by
Brunner and Mdtzer (1964).
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to help guide policy in an environment in which simple relationships
based on money growth have disappeared and mechanical rulesbased
on interest rates expose policy decisionsto trapslikethosethat have
had such severe consequencesin the not so distant past.

At the sametime, substantial caution is appropriate before going
on to apply in practiceany specificset of resultslike thosedeveloped
here. One reason, dready emphasized above, is the need to take
account of repercusson effectsthat could—in some cases, presumably
would—substantively alter the empirical inferences drawn here on
the basis of single-equation relationships alone. Some analytical
framework more compatiblewith the general equilibriumof ahighly
complex economy, in which different aspects of economic behavior
are fundamentally intertwined, is necessary. A second reason, also
emphasized above, is that even within the limited context of partial
equilibriumanalyses, such inferencesare not necessarily robust with
respect to the specificationof the underlying conceptua relationships.
Hence comparativeempirical investigationof different specifications,
not just the ones drawn here from the FRB-MPS model, would be
especidly helpful.

And third, even if al of the findings reported here were robust
with respect to model specificationas well asto distinctionsbetween
partial and general equilibrium, the changesin the economy studied
here are hardly the last that will occur. Changes in the economic
environment that matter for macroeconomic behavior—not just in
the senseof datistica significance without economicimportance, but
changes with effects that are central to how monetary policy works—
have happened repeatedly in the past, and no doubt will continue
to do so.

Taken together, the specific changes reported in this paper prob-
ably leave the Federal Reserve System neither more nor less able
to influence real economic activity than it used to be. But they also
mean that the influenceof monetary policy worksin different ways,
which present different opportunitiesas well asdifferent risks. Sound
policymaking meanstaking account of thosedifferences, not obscuring
them behind aggregate-level relationships or mechanical rules that
no longer fit the economy's actual experience.
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Appendix A

Glossary of Symbols Used in the Section
"' Changesin the Sengtivity of Four Componentsof Spending™

C

CON
[ ]
CPl
DR
DE

DCR

DPO
ERN/PRI

EQ

EX
IH
IH*
IE

™M

~

Personal consumption expenditures, per capita, 1982
dollars NZPA (equation 9).

Log of eight-quarter, equally-weighted, moving average
of expenditures on consumption of services and non-
durable goods, 1982 dollars NZPA (equation 2).
Annualized rate of change in consumer price index, on
average over current and immediate prior period BLS
(equations 8, 10a-d, 13a-b).

Ratio of debt to total capitalization FRS (equation 7).
Rate of depreciation for durable equipment, .76 BM
(equation 6).

Binary variable indicating credit rationed regime BM
(equation 2).

Credit rationing phase-out parameter BM (equation 2).
Earnings-to-price ratio, Standard and Poor 500 (S&P)
(equation 7).

Per capita value of corporate equities on balance sheet
of household sector FRS, deflated using implicit deflator
on consumption expenditures NZPA (equations 9, 10a).
Log of nonagricultural exports, 1982 dollarsNZPA (equa:
tion 11).

Log of per capitaexpenditureson'residential investment,
1982 dollars NZPA (equation 2).

Value of IH in most recent period prior to the imposi-
tion of credit rationing (equation 2).

Expenditures on purchasesof producers’ durable equip-
ment, 1982 dollars NZPA (equation 4). ,

Log of nonpetroleum imports, 1982 dollarsNIPA (equa-
tion 12).

Rate of investment tax credit, implicit in Auerbach and
Hines (1988), (equation 6).

Per capitaresidential wealth component of all sectors at
current cost FRS, deflated using implicit deflator on
residential investment expenditures NZPA (equation 2).
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OFW

PE
PRIL

RCB
RCP

RFE

RRE

SLD

TAN

TP

TPR

TTEX

TTIM
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Per capitasum of depositsand credit market instruments,
minus total liabilities, on household sector balance sheet
FRS, deflated using implicit deflator on consumption
expenditures NZPA (equations 9, 10b).

Deflator corresponding to IE, NIPA (equation 6).

Log of the market value of corporate equities minus
mutual fund shares FRS (equation 8).
Equally-weighted average of past four quarters rate of
inflation on grossdomestic product, NZPA (equation 7).
Corporate bond yield FRS (equation 7).

Interest rate, sx-monthcommercia paper FRS (equations
8, 10a-d, 13a-b).

Red financial cost of capital (equations, 6, 7).

Rental rate for producers equipment (equations 5, 6).
Log of real after-tax cost of capital for residential invest-
ment (equations 2, 3).

Annual rate of growth of deposits at saving institutions
FRS, deflated using implicit price deflator for residen-
tia investment NZPA (equation 2).

Per capita sum of tangiblewealth componentson house-
hold sector balance sheet FRS, deflated using implicit
price deflator for consumption expendituresNZPA (equa-
tions 9, 10c).

Time index.

Statutory corporate tax rate, implicit in Auerbach and
Hines (1988); (equations 6, 7).

Average persona incometax rate, constructed by dividing
persona tax and nontax payments by personal income
lessinterest paid by consumersto businessand transfers
from government NIPA (equations 3, 9).

Average property tax rate, interpolated to fill in years
not reported ACIR (equation 3).

Log of export-weighted terms of trade for the United
States, constructed by author usng CPls, nomind
bilateral exchange rates, and bilateral trade flows,
between the United States and other G-7 countries plus
Mexico IMF (equations 11, 13a).

Log of import-weighted terms of trade for the United
States, constructed by author usng CPls, nomina
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UE

XB

YL

YT

YP

bilateral exchange rates, and bilateral trade flows,
between the United States and other G-7 countriesplus
Mexico IMF (equations 12, 13b).

Civilian unemployment rate BLS (equation 2).
Reciprocal of the relativerental cost of capital for pro-
ducers equipment (equations 4, 5).

Log of weighted index of world industrial production,
constructed by author using industrial productionindexes
weighted by bilateral U.S. export flowsto G-7 countries
plus Mexico IMF (equation 11). .

Gross nationa product, 1982 dollarsNIPA (equation12).
Gross domestic business product, 1982 dollars NZPA
(equation 4).

Per capitaincome from wage and salary disbursements
plusother wageincome, 1982 dollars NIPA (equation 9).
Per capitaincomefrom transfer payments, 1982 dollars
NZPA (equation 9).

Per capitaproperty income: sum of interestincome, rental
income, and proprietors income, 1982 dollars NZPA
(equations 9, 10d).

Present value of depreciation alowances under current
tax codes, implicitin Auerbach and Hines (1988) assum-
ing 4 percent discount rate (equation 6).

Key to sources:

ACIR
BLS
BM
FRS
IMF

NZPA

S&P

Advisory Commission on Intergovernmental Relations.
Bureau of Labor Statistics.

Brayton and Mauskopf (1985), see references.
Federa Reserve System, Board of Governors.
International Monetary Fund, International Financia
Statistics.

National Income and Product Accounts, Bureau of
Economic Analysis.

Standard & Poor's.
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Appendix B
Equations Used in SmulationsReported in the Section on
"' Changesin the Senstivity of Four Componentsof Spending'”

Residential |nvestment:

4
(2) IH, = (1-DCR)) ‘(l—DPOt)[a + C b, RH,_; +c CON,
i=O

+ d AUE, + eKH,_]] + f DPOtOIHt_i}

“
+ DCR, [T g SLD,_; + h UE, + k IH*]
i=0

Sample: 1964:3 - 1988:4

a=-512 bp = —0.3862 ¢ =2072 d=~0.042 e= ~0.6227 f = —0.9979
-2.1) b, = —-0.4144 3.7 (-1.6) (-1.3) (66.6)
b, = —0.1379
by = —0.1846
b, = —0.0286
b = —1.0946
(—4.5)
2 = 0.000264 h = -0.05104 k = 1.017
g = 0.006959 (-2.8) (36.5)
g = 0.003786
g = 0.008142
g = —0.002634
Lg = 0.016517
©.8)

DCR, = 1 in the following periods
1966:3 - 1966:4

1969:3 - 1970:3
1974:1 - 1975:1

DPO, = max [0.8 DCR_, 0.6 DCR_,, 0.4DCR _,, 0.2 DCR _]

R =0.931 SE = 0.0475 DW = .72 o =0.89
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Investment in Producers Equipment:

16 16

(4) IE, = i)::oai [XB,_;Vi-i-1] +i§| b; [XB,_;V_il
16

+ X ¢ [XB_j Vil

i=1

Sample 1958:2 - 1979:3

a, = 00248
a, = 00808 b, = —0.0574 ) ¢, = —0.0321
a, = —0.0376 b, = 0.0089 c; = —0.0881
a, = —0.2983 b, = 0.3887 c; = —0.3536
a, = —0.4623 by = 0.8205 c, = —0.5204
a = -0.4238 bs = 0.9454 cs = —0.4823
a = -0.2815 be = 0.7570 cs = —0.3339
a, = -0.4287 ‘ b, = 0.7614 ¢; = —0.4808
a, = -0.1623 bs = 0.6396 cg = —0.2061
a, = —0.2465 by, = 0.4613 ¢y = —0.2946
a,, = —0.5560 b = 0.8383 C1o = —0.5925
a; = —0.4389 " by = 10116 ¢ = —0.4524
a;, = —-0.3331 by, = 0.7939 ¢, = —0.3533
a,; = —0.0237 b, = 0.3679 ¢y = —0.0320.
a, = 0.2593 b, = —0.2225 Cie = 0.2500
as = 0.1980 bys = —0.4526 c;s = 0.1954
as = 0.0007 by = —0.2050 cis = 0.0050

ra + Lb + Xc = 0.0212

(20.9)

& = 0.997 SE = 2.78 DW = 1.60 0 =099

Sample: 1976:1 - 1988:4
a, = 00117
a,= 0.0044 b, = 0.0550 ¢, = —0.0651
a, = 10274 b, = —0.8742 c; = 0.8828
a = 19397 by = —2.8328 c; = 1.8193
a = 08432 b, = —2.7318 ce = 0.7974
a, = -0.2653 bs = —0.5080 cs = —0.3432
a = 0.1429 bs = 0.2665 ce = 0.0020
a, = —0.5476 b, = 05227 ¢; = —0.6614
a, = -1.0879 bg = 1.6613 ey = —1.1184
a, = —0.1736 b, = 1.2786 ¢y = ~0.1742
a;o = —0.4547 b = 0.6092 Cjp = —0.4334
a, = —0.4548 b, = 0.83%4 ¢y = —0.3851
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ap, = 02746 by = 0.1142 ca = 0.3356
a4, = 0458 by = —0.7530 i = 0.4848
a, = 10006 bye = —1.4305 Cie = 09722
as = 10433 bys = —2.0788 cs = 1.0712
a, = OOl b = —1.1127 Cie = 0.0426

Ta + Tb + Ic = 0.0215

5.9)
R =0.956 SE = 9.86 DW = 1.89 o =0.89

6 6 .
(8) PRIL, =d t et + £, RCP,_; T T g (RCP - CPI),_;
i=0, i=0

Sample: 1956:2 - 1988:4

d=1435 e = 0.024 f, = —0.0216 go = —0.00014

(50.3) (2.14) f, = —0.0184 g, = —0.00309

f, = —0.0087 g, = —0.00022

f; = —0.0106 gs = 0.00308

f, = —0.0040 g¢ = —0.00065

fs = —0.0083 gs = 0.00246

fo = 0.0040 g6 = —0.00021

Zf = —0.0675 Lg = 0.00123

(3.8) ©.1)

R = 0.903 SE =0.0802 DW = 2.00 o =093

Consumption Expenditures
6 6

(9) C[ =a + E ai (I_Tpl—l)YLl—l + E Ci (1 —TPt—i)YPl—i
i=0 i=0

1

6 6 6
+EZd YT, + T EQ_; + L f OFW,_,
i=0 i=0 i=0 :
6
+ £ g TAN,
i=0

Sample: 1955:4 - 1969:4
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a = 281.8

€o
€
=)
€3
€4
€s
€6

1

1l

It

(0.3)

0.01770
0.00950
0.00573
-0.00030
0.02055
—-0.02232
0.03255

Ye = 0.06340

@.4)

R = 0.999

by = 0.2807
b, = 0.0756
b, = —0.1613
b, = —0.0127
b, = 0.2616
bs = —0.2829
bs = 0.2174
Tb = 0.3783
O 0.6)
f, = —0.0313
£, = 0.0226
f, = 0.1246
f, = —0.1551
f, = 0.1569
f, = 02481
f, = 0.0008
If = 0.3665
(1.9
SE = 20.00

Sample 1970:2 - 1988:4

a = 650.8

€o
€
€

€3,

€4
Cs
=3

(0.6)

0.02607
~0.00455
0.02787
—0.03497
0.02703
—0.01190
-0.02126

Ze = 0.00830

©.3)

R = 0.997

by = 0.4497
b, = 0.3929
b, = 0.0321
b, = 0.2271
b, = —0.2624 '
bs = 0.0823
be = —0.2097
b = 0.7121°
@.1
fo = 0.0206
f, = 0.1188
f, = —0.0002
f; = 0.0732
f, = —0.0335
fy = —0.0998
fo = 0.1364
If = 0.2155
2.2
SE = 51.03

co = —0.2861
¢, = —0.2929
c; = —0.2065
c; = 0.6097
c, = 0.4466
cs = 07057
cs = —0.0283
Lc = 0.9480

(1.4)
g0 = —0.0405
g, = —0.0645
g = —0.0097
g3 = —0.2005
= 0.0520
gs = —0.1106
gs = 0.0926
Ig = —0.2812
(—1.6)
bwW = 1.79
¢ = 0.1351
¢ = 0.4648
¢, = —0.3323
c; = —0.0622
c, = 0.2450
cs = —0.3859
cs = 0.6547
Zc =0.7192
2.6)
g = 0.05409
g = —0.01808
g = 0.03256
g5 = —0.00007
gs = 0.01651
gs = —0.00373
ge = —0.00617
£g = 0.07510
2.0)
DW = 1.86

105
dy = 0.4096
d; = 0.4807
d, = —-0.2236
d; = —0.2327
de = 0.7444
ds = 0.1044
de = 0.2991
Id = 1.5818
(5.5

e =0.09
dy = -0.1770

d, = —0.2487
d, = 0.1863
d; = —0.3993
dy = 0.2694
ds = 0.0568
d¢ = 0.1418
Id = —-0.1707
(~0.2)

e =0.38
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6 6 .
(10a) EQ, =h t kt + £ m; RCP,_; * T n; (RCP - CPD),_;
=0 i=0

Sample: 1955:4 - 1988:4

h = 9570 k = 21.87 me = —129.50 n= 667
G.n 0.3) m, = -9830 n = —11.64
m, = =74.24 n, = -3.89
m, = —79.42 ny = 28.00
m, = —26.61 ne= —2.09
mg = —46.22 ng = 16.75
me = 23.81 ne = —7.54
Im = —430.46 In= 2634
(=3.6) ©.2)
R = 0.909 SE = 537.4 DW = 1.98 0 =093

6 6 .
(10b) OFW = h + kt ¥ £ m; RCP_; * L n; (RCP - CPD)_,

i=0 i=0
Sample: 1955:4 - 1988:4
h = —13033 k = 632.2 m, = —37.97 o= —0.87
(=0.2) ©.7) m, = =27.07 n= 3.8
m, = —18.75 n= 013
my = —17.57 n; = 12.67
m, = -3.35 n, = 6.00
ms = —16.04 ns= 71.73
mg = 4.44 ng = 1.00
Im = -116.32 Ln= 30.50
(—4.5) 1.2
R =0.998 SE = 109.2 DW = 2.17 0 =099

6 6 .
(10c) TAN, = h + kt + £ m; RCP,_) + £ n, (RCP - CPD,_;
i=0 i=0

Sample: 1955:4 - 1988:4
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h = 3786

3.5

-2
= 0.996

6
(10d) YP, =h+kt+ £ m (RCP,_) T

k = 327.1
a.7

SE = 177.3

i=0

Sample: 1955:4 - 1988:4

h= 1312
2.0)

-2

R = 0.991

k = 44.45
(8.8)

SE = 33.38

Non-Agricultural Equarts

4
(11) EX, = at T b, WIP,_

i=0

Sample: 1968:1 - 1979:3

a= 4.075
Q2.5

=
]

6
i+.ECi
i=O

0.2469
0.2061
0.0134
0.4076
0.1814

-23.93
76.99
—46.77
16.39
—30.46
-64.20
22.25

—49.72
(-1.2)

DW = 1.91

0.051
9.646
—8.355
0.901
-9.568
—4.972
-6.994

—19.291
(—2.6)

DW = 1.82

TTEX,_;

n, =
n, =
n, =
ny

I

=
s
|

iy

&
I

Zn

Iy
n,
n;
n;
n,

ng =

Dg

Zn =

C =
(%
Ca2
C3
Cs
Cs
Cs =

nnn

107

-0.52
-38.07
-21.80
-21.30

= —15.60

-21.27

= —11.19

-129.75
(-3.0)

o = 0.96

6 .
T n; (RCP — CPD,_;
i=0

1.674
3.534
—0.304
1.098
2.656
-1.030
0.701

8.330
(1.1)

o = 0.93

—0.0903

0.1197
—0.3435
—-0.1353
—0.1394
—0.4188

0.1500
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£b = 1.055 Ec = —0.8576
5.9) (-4.3)
R = 0958 SE = 0.0465 DW = 2.06 0 =020
Sample: 1980:1 - 1987:4
a= 3586 bo = 0.8996 ¢y = —0.1582
©.0) b, = 0.5490 ¢, = —0.1184 °
b, = ~0.4791 ¢, = —0.0078
by = —0.0171 c; = —0.2388
b, = —0.0281 ce = —0.0114
cs = —0.0419
ce = —0.1169
Ib= 09242 Lc = —0.6935
@.3) (—4.3)
R = 0978 SE = 0.0167 DW = 1.18 o =100

Non-Petroleum Imports

4 6
12)IM,=d+ e X_. T Tf TTIM,_,
t St 1—i

1= =

Sample: 1968:1 - 1979:3

d= ~19.75 e = 1.006 f,= 02322
(-6.0) e, = 2.468 f, = 0.3820
e, = —0.106 f, = —0.2432
e, = —1.534 f, = 0.0063
o= 0.783 f, = —0.0030
fy = ~0.1290
fo= 0.6215
Le = 2617 £f = 0.8668
8.7 “.0)
R = 0.901 SE = 0.0529 DW = 2.04 =024
Sample: 1980:1 - 1987:4
d= -23.07 e = 1.844 f, = 0.0430
(~6.1) e, = 0.780 f,= 00162
& = 0.060 f, = 0.1128

e 1.214 fy = —0.1414
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f,= 0.1926
fy = 0.1235
fo = 0.0189
of =  0.3655
a.m
o = 0.84

es = —0.590
Te = 3.307
38.6)
R =0995 SE = 0.0200 DW = 2.01
Terms of Trade
6 . 6 .
(13a) TTEX, =gt ht + Tk, RCP,_, T T m; (RCP — CPJ),_;
i=0 i=0
Sample 1968:1 - 1987:4
g = 4568 = - .007509 ko = 0002795
(80.4) (=22) k, = —0.007959
k, = 0006422
ks = —0.006524
k, = —0.000187
k, = 0008503
ks = —0.005017
Tk = 0.001593
(=0.2)
R = 0.935 SE =0.0373 DW = 1.78

m, = 0.002562
m, = 0.006754
m, = 0.008004
m, = 0.010384
m, = 0.010391
ms = 0.008378
mg = 0.006920
Zm = 0.053393
8.3)
e =0.75

6 6 .
(13b) TTIM, =g + ht + T kK, RCP,_; T T m; (RCP — CPI),_;
i i=0

i=0
Sample: 1968:1 - 1987:4

g = 4.583 h = — 0.01390 ko = 0.002284
(88.9) (—4.4) k, = —0.007864
ke = 0.006816
ks = —0.006042
ke = 0.001411
ks = 0.009943
ke = —0.004159
Tk = 0.002388
0.4)
R =0.932 SE = 0.0388 DW = 1.74

me = 0.002764
m, = 0.006846
m, = 0.008313
m, = 0.011233
m, = 0.011060
ms = 0.008993
mg = 0.007101
Tm = 0.056310
9.3)

e =0.71
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Commentary on
'‘Changing Effectsof Monetary,Policy on
Real Economic Activity'

Ralph C. Bryant

Many controversial issues traditionally rear their heads when the
focus of attention is the conduct of monetary policy. At past con-
ferences with titles and subjects similar to ours today, participants
have vigorously debated the old chestnuts. the prosand cons of dif-
ferent operating regimes(the issues of **instrument choice'"); the pros
and cons of different types of ""intermediate-target strategies,”’
including, of course, the appropriate role, if any, for monetary-
aggregate targets in the conduct of policy; the appropriate amount
of ""activism™ in varying the instruments of policy (all the various
dimensions of the rules versus discretion debate about the conduct
of policy); issuesabout theinformation that central banksshould (or
should not) publicly announce about their policies which, in turn,
leadsto consideration of the public's expectationsabout the conduct
of policy; interactions between monetary policy decisionsand fiscal
policy decisions; and, not least important, the constraints and
opportunitiesfacing an individud nation's monetary authority because
of world economicinterdependence, and how theindividual nation's
authority should cope with them.

Theimportant topic about the conduct of monetary policy that has
typically been ignored is the state of empirically useful knowledge
about how the macroeconomy actually functions, and, in particular,
how monetary policy actions are transmitted to the real economy.
Too seldom have conference participants focused on the accuracy
and reliability of theempirical "*models’ of the economy available
to policymakers. Nor hasit been popular to examine whether such
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models have been adequately adapted to institutional and structural
innovations in the economy.

Happily, this paper by Ben Friedman directly tackles the impor-
tant empirical topic that usualy gets short shrift. It is a pleasure to
join Friedman in directing attention to these issues.

The paper is thoughtful and itsjudgmentsare balanced, as |styp1ca1
of Ben Friedman's writing. | do have some questions, and reserva-
tions, about particular details. And | tend to be a bit more agnostic
about the status of our empirical knowledge than Friedman appears
to bein this paper. Nonetheless, Ben proposes generalizationsthat,
on the whole, seem to me plausible. | have had to work fairly hard
to do the traditiona job of a discussant, namely, to find things to
criticize and dispute.

Initial parts of the analyss

Thefirst section of the paper identifiesthree economic devel opments
of recent yearsthat have presumptively altered the structure of the
U S economy (or, in any event, the way economists tend to model
that structure). Theoverview presentedisinformative, and thereare
only afew nuanceswherel am even tempted to disagree. |, therefore,
passimmediately to the section of the paper that discusses®* Evidence
from Reduced-Form Relationships.”’

Friedman believesthat recent institutional and regul atory changes
in the economy's structure have called into doubt, even more than
before, the usefulness for monetary policy of aggregate-level rela-
tionships based merely on reduced-form equations or smple
intermediate-target relationships. | sharethis view about the dimin-
ished reliability of such relationships as guides for estimating the
impactsof monetary policy. And such relationshipswere never robust
in any case.

On many earlier occasionsof thistype, both Friedman and | have
stressed that monetary policy cannot be safely based on simple
reduced-form relationships, or on smple intermediate-target rela-
tionships.' Perhapsthereare only afew individualsat this conference

1 Friedman'smany contributionsto the debateinclude Friedman (1975,1977, 1983, and 1988).
For my views, see Bryant (1980, 1983).
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who will want to take exception to Friedman's conclusions on this
point.

I can imagine that someone who is persuaded otherwise will not
find the sparse additiona evidence in Friedman's paper fully per-
suasive. But | scarcely want to take up the cudgelsin disagreement
with Friedman here. Inthelast year or so, | haveeven fondly come
to hope that views on many of these old controversial issues have
been converging to an unexciting but sensible middlie ground.

Because | believe the conclusions stressed in the second section
are sound, and by now may even be noncontroversid, | will not linger
on theold battlefields. Instead, | go directly to themore interesting
and mesaty part of Friedman's paper.

Changesin the sengtivity to monetary policy
of spending components

As a preface to my comments on the third section of the paper,
| first need to summarizetheanalytical proceduresthat are followed.
Friedman focuses on the effectsof financia variableson four main
componentsof real spending. Hethinksof theseeffectsasthe ““first-
round'" consequencesof monetary policy (but acknowledgesthisfocus
as just partial rather than a full genera-equilibrium treatment). He
chooses econometric equations from the 1985-vintage. MPS model
(of the Federal Reserve Board staff) asa representativecharacteriza-
tion of the real spending relationships, and then re-estimates those
spending equations, sometimes with minor alterations from the
original. When re-estimating, he splitshisfull ssmple of data, which
begins either in the 1950s or 1960s, into two subsamples; and he
then observeshow the resulting coefficient estimates differ between
the two subsarnples. Friedman al so estimates what might be termed
"auxiliary™ equationsin order to be able to smulate the effects of
monetary policy actions per se on the right-hand-side financia
variablesin his spending equations. He does not split the full Sam-
ple into two subsamples when estimating these auxiliary equations.

Implicit in Friedman's procedures is a traditiona **two-step™
approach to thinking about the effects of monetary policy. In step
1, the monetary policy action influences financial sector variables.
In step 2, thefinancial variablesthen influence real -sector spending
decisions.
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Finally, Friedman uses his different coefficient estimatesfrom the
two subsample equationsfor real spending relationships, combined
with the simulations of right-hand-side variables obtained from his
auxiliary equations, to suggest how the effects of monetary policy
may differ between the "*before’ and ‘“after’” subsamples. Hence
the charts on which attention is focused in his section III.

Several questions can be raised about these econometric and
analytical procedures. Thesetechnica problems need to beidentified
here, because they bear directly on thetrustworthinessof the section-
I conclusions.

In general, Friedman’s procedureswould be appropriateif thesplit
of hisfull samplecorresponded to thetiming of the primary changes
in the institutional and regulatory structure of the economy, and if
the change in coefficients between the subsamples were a reliable
indication of how the actual behavioral relationships have changed.
But are these conditions met? | worry that they are not, at least not
sufficiently.

One possible difficulty arises right away with the choice of sub-
sample periods. In the paper distributed for the conference, Ben does
not indicate why he choseto split the full sample of data as he did.
In fact, he selected different splits for the four components of red
spending.?

Thesediffering choicesfor whereto break thefull sampleare puz-
zling to me. | do not find the choices salf-evidently compelling as
likely dates for changesin behavior for theindividual spending com-
ponents; nor do | understand why the varying choices mesh with the
overall anaytica purpose of the paper. Taketheexampleof business
fixed investment. The years 1976, 1977, 1978, and most of 1979
are included in both subsamples. Why is that overlap included for
businessfixed investment but not the other componentsof spending?
Or consider aggregateconsumer spending, for which the split between
subsamplesisput at theend of 1969. By the MPS modédl's identifica-
tion of credit-rationing periods, which Friedman accepts for his

2 For residential investment, the two subsamplesare 1964-Q1 to 1976-Q4 and-1977-Q1 to
1988-Q4. For businessfixed investment, the subsamplesare 1958-Q2 to 1979-Q3 and 1976-Q1
to 1988-Q4. For aggregate consumer spending the subsamplesare 1955-Q4 to 1969-Q4 and
1970-Q2 to 1988-Q4, while the subsamplesfor nonagricultural exportsand non-oil imports
ae 1968-Q1 to 1979-Q3 and 1980-Q1 to 1987-Q4.
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analysisof home building, thelater subsamplefor consumer spend-
ing includes one and one-haf out of the three episodes of credit
rationing actualy observed during the whole sample. It is unclear
to me why the subsamples for expenditureson housing and expen-
ditures on consumption should be defined so differently.

It would seem a cleaner procedure to split the whole sample of
data a the same point for al the components of spending. If the
resulting estimatesfor theindividual spending equationsfail to look
stableor.convincing when that common split ischosen, then that out-
comecould well be an indication that the equations, themselves, are
not satisfactory on other grounds (for any subsamples) and that the
procedure of splitting the sample to look at changes in the coeffi-
cientsis not a robust procedure. At a minimum, it would be helpful
for Ben to make explicitthe underlying rationalefor hischoicesand
for their consistency with his overall anaytical objective.

Another possiblesourceof difficulty sstemsfrom Friedman's deci-
sion not to split thefull sampleinto subsamplesfor hisauxiliary equa-
tions. If asked where behavior might most likely have changed in
the economy, might we not say that it has changed within the finan-
cial sector (where financia innovations and other types of institu-
tional and regulatory changes have been so great) much more than
in the real sector? There might have even been a case for splitting
the full sample for the auxiliary equations and not for the spending
eguations; but again, at a minimum, the underlying rationaleshould
be spelled out.3

Regardless of the sample or subsamples over which they are
estimated, | suspect that theauxiliary equationsare somewhat shaky.
| conjecture, in other words, that these equations are not accurate
(semi-reduced-form) representations of theeffectsof monetary policy
actionson endogenousinterest rates. In contrast to the MPS specifica
tions for the spending equations, such auxiliary equations have not
received the same amount of careful study and evaluation.

3 At oneleve of rationalization, | can sympathizewith not splitting the samplefor auxiliary
eguations. Friedman wants to focus on changes in the effectsof finandal variableson real
gpending alone, halding other things unchanged. But this procedurefor the auxiliary equations—
in effect, estimatinga whole-sample equation that isa mixtureof effects beforeand after the
ingitutional and regulatory changes—could lead to mideading inferencesabout the spending
equationsif therehavebeen even bigger changesin theauxiliary equationsthemselves, which
offset or reinforce the effectsin the spending eguations.
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As a further comment on-the analytical procedures used in this
third section of the paper, amention of current digputesin econometric
methodology seems appropriate. In particular, try to imagine what
an econometricianschooled in thestyle of David Hendry (or Edward
Leamer?) might say if commenting on these procedures. Such acritic
might well take major objection. He would probably observe that
we must try to get at ‘‘deeper’’ parameters describing the private
sector's macroeconomicbehavior in responseto financial variables,
where such deeper parameters have not changed. Then, he would
say, we should try to obtain moredirect estimatesof the consequences
of theinstitutional and regulatory changes we believe to be impor-
tant. The essence of this Hendry-stylecriticism is that conventional
proceduresfor tryingto get at theeffectsof ingtitutiona and regul atory
changes—such as those used here by Friedman—areoften not robust
enough to justify the conclusionsbased on them. Many typesof equa-
tion misspecification could lead to the nonconstancy of parameters
observed across Friedman's subsamples. Somedf those misspecifica-
tions could be examined through diagnostic tests. In the absence of
such tests, one could incorrectly attribute the quantitative changes
of the estimated parametersacross subsamplesto **institutional** or
*"regulatory®* or ‘‘structural’® changes.

| am no econometric theorist, and certainly cannot credibly
articulate the nuanced views of a David Hendry. Nor do | wish to
push thisline of thought too far. The equations in the MPS model
are thoughtful efforts to capture the effects of macroeconomic
behavior; and they embody along history of research. | think Fried-
man has appropriately chosen, them as a focus of attention.
Nonetheless, the M PS eguations as re-estimated by Friedman are not
immune to some of the Hendry-stylecriticisms. The criticisms may
be relevant especidly becauseFriedman’s estimatesmight be substan-
tially -different for varying definitions of the subsamples.

| turn now to the substanceof the conclusions. By the way, there
are two other recent studiesthat have addressed essentially the same
empirical issues. Friedman does not mention them, but they arerele-
vant here. They areandysesby M .A. Akhtar and Ethan Harris (1987)
done a the Federa Reserve Bank of New York and by Barry
Bosworth (1989) in the most recent issue of the Brookings Papers
on Economic Activity.

Friedman's conclusions about the changing effects of financial
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variables on real spending relationships can be summarized
qualitatively in terms of four propositions:

(1) Homehuildingislesssengtiveto restrictivemonetary policy
today than in former decades, because of the diminution or
elimination of credit-rationing effects.

(2) Businessfixed investment has become more sensitive to
financial market conditions.

(3) Incontrast, consumer spending may now be less sengitive
to interest rate increases and-stock price declines.

(4) The key elements of exports and imports, despite having
grown relativeto aggregate U.S. economic activity, exhibitless
sensitivity to exchange rate changes, and hence presumably to
monetary policy actions; than in earlier years.

How much can we trust these conclusions? My own tentativejudg-
ment is that two of the generalizations, those about home building
and business fixed investment, are broadly valid.

For home building, there seems little doubt that credit-rationing
effectsin the mortgagemarket and the related non-interest-rateeffects
of monetary policy on housing spending are less significant now than
several decades ago. Friedman, Bosworth, and Akhtar and Harris
all agree on this qualitative conclusion, as do a number of other
anaysts who have commented on the issue.

The reduced sensitivity of homebuildingto monetary policy actions
has probably been offset, at least in part, by increasesin theinterest
sengitivity of other private investment expenditures, particularly
expenditureson new plant and equipment. Here, too, there seems
to be fairly widespread agreement among those that have tried to
look at the question empirically. For example, Akhtar and Harris
reach asimilar qualitativeconclusion. (Bosworthis somewhat more
agnostic, worrying that the accountingtreatment of computer invest-
ment and computer prices clouds the interpretationof recent data.)

| am more agnostic and skeptical, however, about Friedman's
generalizationsfor the other components of spending. The conclu-
sion that consumption spending has becomeless sensitiveto interest
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rate increases and stock price declinesis not clearly shared by the
other recent studies. Akhtar and Harris believethey found an increase
in the sengitivity of consumer durables to interest rates since the
mid-1970s. Bosworth again takes a fairly agnostic view, finding it
difficult to identify a robust correl ation between consumption spend-
ing and interest rates for any time period.

| personally tend toward the view that, for consumption spending
and even for businessfixed investment, we smply do not yet have
enough useful new data to pin down the consegquences of the big
institutional and regulatory changes we have experienced in recent
years. Those changes probably significantly altered the effects of
monetary policy on domestic expenditures. But we havenot had a
major enough episodedf monetary restraint since thetimethe changes
have been fully in force to be confident of that conclusion; 1979-81
was the last such episode, and not all of the changes were fully in
force by then.

| am particularly skeptical about Friedman's conclusionsfor the
export and import componentsof real GNP. Contrary to Ben's find-
ing about the sengitivity of U.S. foreign tradeto financial variables,
my own view isthat the behavioral effects of exchange rate changes
on spending are no less powerful than before. Bosworth's research
suggested to him that such effects may not have changed much over
time. Akhtar and Harris, though not presentingdirect evidence, con-
jectured that such effects may haveincreased. Researchin the Inter-
nationa Division at the Federa ReserveBoard—by CatherineMann,
Ellen Meade, Peter Hooper and William Helkie—leads to agnostic
and mixed conclusions, but not to the view that the sensitivity of trade
volumes to exchange rate changes has diminished over time4

Someevidenceexiststhat the sengtivity of trade prices, particularly
the implicit deflator for U S imports, to exchange rates may have
been unstable in the 1980s.3 Such results, however, like those for
investment expenditures, may be inordinately and mideadingly
influenced by the NIPA treatment of computer prices. Recent work
by Meade (1989) and Hooper-Mann (1989a, 1989b) that uses fixed-

4 See, for example, Helkieand Hooper (1988, 1989), Hooper and Minn (1989a, 1989b),
and Meade (1989).

5 See, for example, Richard Baldwin (1988) and Hooper and Mann (1989b).
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weight import-pricedeflatorsand that studiesthe bus ness equipment
(computer) component of trade separately'from other manufactur-
inggoods does not seem to show evidence of significant structural
changein the 1980s.

Taking into account the variety of recent research on trade-volume
and trade-priceequations, | thus doubt that the behavioral sensitivity
of trade to financia variables has lessened in the 1980s. Given the
quantitatively larger ,importanceof the external sector to the U.S.
economy, the overall effects of monetary policy working through
the external sector have probably becomesignificantly moreimpor-
tant than severa decadesago. .Thesengtivity to interest rate changes
of the nominal current account balance as a whole, moreover, isris-
ing over timeasthe United States goes moredeeply into an interna-
tional net debtor situation.

The bottom line from surveying the available evidencefor al the
components of spending, it seems to me, is that there has probably
beenlittleif any net declinein the power of Federal Reserve monetary
policy to influencethe U.S. real economy. Friedman, himself, does
not seem to want to argue that there has been a net decline either.
My differencesof judgment with Friedman pertain to details about
compositional effects, not about the larger issue.

Uncertainty about policy effects

If the means of the effects from Federal Reserve.policy actions
have not changed much, the variances may havechanged appreciably.
It seemslikely that the transmission effects of monetary policy are
at least as uncertain as they once were— probably even more uncer-
tain. Thisenhanced uncertainty does make the conduct of monetary
policy moredifficult than it used to be. Theimportancefor policymak-
ing of this uncertainty, and its implications for further research,
prompt meto extend my commentsbeyond the boundaries that Fried-
man has imposed on himsalf in the paper.

Consider the researchissuesfirst. Can we get acceptable answers
to what we want to know about the effects of monetary policy by
application of ** partial-model** techniquessuch as those used in this
paper? Probably not, | would say. Thetraditional two-step, partial-
equilibrium procedure, implying a uni-directiona causation for first-
round effects running from financial variablesto real spending, may
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not be adequate. Instead, we probably nead to go to full-modd smula-
tions, and careful attempts within the full modelsto represent how
the institutional and regulatory changes have occurred. (Friedman
mentions this problem, but gives it less emphasis than | would.)

Nor isit likely to be sufficient to carry out theresearchin the con-
text of afull modd of the U.S. economy done. In principle, weshould
use empirical models that analyze the U.S. economy as part of an
increasingly integrated globa economy. What, in principle, isrequired
isan empirical measuredf changesin theautonomy of U.S. monetary
policy, measured as achangein the ability of agiven doseof Federal
Reserve monetary policy to influenceU.S. domesticvariablesrelative
to foreign variables (Bryant, 1980, chaps. 11-13). Such a measure
in principle requiresestimates of final-form multipliers from a full
model of the world economy.

But how difficult thisis Analystsmust reliably be ableto identify
changesin full-mode final-form multipliersover time. But how could
anaysts conceivably do that without going back to key ** structural**
coefficients and how they may have changed over time? That task,
in turn, requires dealing appropriately with Hendry-styleeconometric
issuesof parameter nonconstancy in the context of very large global
models.

Weshould not underplay the significant uncertaintiesthat exist about
the effects of monetary policy, in particular once an effort is made
to take international repercussions and feedbacks into account. To
give a rough indication of this uncertainty, | have included here a
chart that showsthefull-modd effectsof astandardized U.S. monetary
policy action on U.S. real GNP, as smulated by a variety of dif-
ferent multicountry empirical models. The underlying model simula-
tions come from a series of collaborative research projects on
macroeconomic interdependence in the world economy sponsored
in recent years by the Brookings Ingtitution. This chart visualy
illustratesthediversity in smulated resultsacross different models.

The curvesin thechart representdeviationsof U.S. real GNPfrom
a'"basdline’ simulation caused by a simulated expansionary action

6 The research projectsare described, the participating models are identified, and the main
empirical conclusionsarereviewed in Bryant, Helliwell, and Hooper (1989); the data plotted
in the chart are presented in Table A-3 of the unabridged version of that paper. See also the
two volumes of Bryant, Hender son, Holtham and others (1988).
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by the Federal Reserve. The datafor the specific simulationsfrom
the individual models are shown with small dots in the background.
In addition, the chart shows two averages (which differ littlein this
particular case) and two intervals, defined by plus and minus one
standard deviation, roughly calibrating the variability in the models
responses.”

Asthewidthsof theintervalsin the chart indicate, there are very
sizabledifferencesacross the models, both about the magnitudeand
thetiming of thesimulated effects. Someof thismodel diversity may
reflect different approachesin trying to capture recent institutional
and regulatory changes. But the diversity can also be traced to even
more fundamental differences among modeling groups in the
specification and estimation of their models.®

It would not beright, | believe, to infer from the sobering evidence
about disagreement among existing models that model uncertainty
is very much greater today than in the past. At least with respect
to the international dimensions—the macroeconomic interactions
among national economies—we are less poorly off with empirical
knowledge today than we were several decades ago. Nevertheless,
notwithstanding the progressin research achieved during recent years,
the economics profession has miles and miles to go before it will

7 The basdline (sometimesreferred to as ** control**) simulation is a benchmark set of com-
monly defined paths for important macroeconomic variables appearing in a model. A policy
(*"shock™) simulationis prepared by changing an exogenous variable by a specified amount
from its basdline path and using the modd to calculatethe aterationsin the pathsof endogenous
variables caused by the policy action. The monetary action illustrated in the chart is defined
as the raising of akey U S monetary aggregate (M1 or M2) above its basdline path by 1
percent throughout the Six yearsof the smulation period. The averagecurvein thechart shown
with a heavy solid line refersto a partial sample of results (from 12 time series of model
simulations), whilethe average with a less prominent solid line pertains to a more complete
set of modd results (19 timeseries). Asameasureof the variability of the models' responses,
the chart also shows with dashed lines the interva defined by plus and minus one standard
deviation around the mean. The interval around the 12-series mean is shown with the heavy
dashed lines, the 19-series interval less prominently.

8 The model simulationsincluded in the chart were generated by models with both rational,
forward-looking (RFL) and adaptive, backward-looking (ABL) trestments of expectations.
Although interestingand in some cases apparently significant, the differencesbetween modds
with RFL and ABL expectationsareoften |essdramatict han one might at first expect (especialy
given the emphasis on this topic in the theoretical literature). Nor do such differences seem
to account for the bulk of the variation in results across models. Other types of structural
differencesamong the models seem to dominate the treatment of expectations as the cause
of divergent results. For discussion, see Bryant, Henderson, Holtham and others (1988, chap.
3) and Bryant, Helliwell, and Hooper (1989).
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be possibleto place much narrower confidenceintervalsaround the
quantitative estimates of the effects of policy actions. This uncom-
fortablestate of affairsstill existsfor own-country effectsin the United
States, as is apparent from the chart.® Ranges of uncertainty for

9 In the empirical modelsof the U.S. economy that have not been especialy concerned with
the international aspects, there remainsa very substantid divergenceof viewsabout the effects
of Federal Reserve monetary policy. See Klein and Burmeister (1976) and Christ (1975) for
comparison of U.S.-focused modelsas of the 1970s. Adams and Klein (1989) report com-
parisons from recently conducted simulations.
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estimatesof the cross-border spillover effects (effectsof U.S. policies
on foreign economies and the effectsof foreign policieson theU.S.
economy) tend to be even larger than those for own-country effects.

Taking uncertainty into account in policy formulation

| want to conclude with an upbesat observation on how the Federal
Reserveseemsto bedoing in coping withanalytica uncertainty about
the behavior of the economy and about the transmissionof monetary
policy to the economy.

Isthere mgjor reason to be critical of the Federal Reserve System
because somehow it is not sufficiently taking into account theincreased
uncertainty associated with institutional and regulatory changes, with
theincreasingopennessof U.S. goods markets, and with theincress-
ing cross-border integration of national financial markets? Should
the Federal Reservebe proceeding morecautioudly, defined in some
way or another?1?

| cannot, mysalf, seeany groundsfor seriouscriticism. The Federal
Reserve System staff continuesto re-evaluate existing research and
to carry out new research, thereby trying to get asgood afix as possi-
bleon changesin theimpactsof policy. Both in termsof quality and
quantity, that staff research plays a leading role in professiona
research as a whole.

Moreover, Federal Reserve policy itself appearsto give substan-
tid weight to theexisting uncertainties. Asan illustration, | was struck
by thelast paragraph of Chairman Greenspan's testimony in this sum-
mer's Humphrey-Hawkins hearings. The testimony candidly
acknowledged the possibility of a ""mistake’ due to errors in
forecasting the evolution of the economy and the effects on the
economy of monetary policy. But it aso emphasized that the Federal
Reserve will try to steer cautiously between the twin dangers of
inflation and recession: **an efficient policy isone that doesn't lose

10 |n thiscontext, the general public (though not the participantsin thisconference) may need
to be reminded that thereis not any way that the Federal Reserve can somehow set the dials
onitsinsrumentsmerely at ** zero,"* thereby eliminatingthe effectsof policy on the economy.
Nor, of course, is there any presumption that some simple rule could minimize uncertainty
about the effectsof monetary policy on the economy.
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its bearings, that homesin on price stability over time, but that copes
with and makes allowancesfor any unforeseen weaknessin economic
activity.”

That typeof cautiousdiscretionary policy, backed up by constant
research monitoring of empirical knowledge about the behavior of
the U.S. and world economy and about the transmission effects of
monetary policy actions, seems to me the best attainable approach
the Federal Reserve could pursue. My serious criticismsof U.S.
macroeconomic policy haveto bedirected, not a the Federal Reserve,
but at the President and the Congress for their incautious, short-
sighted—indeed, outrageous—conduct of U.S. fiscal policy.
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Policy Targetsand Operating Procedures
In 'the 1990s

Donald L. Kohn*

A presentationentitled ** Policy Targetsand Operating Procedures
inthe1990s" could cover many topics. What this paper will not deal
with is the ultimate targets of monetary policy. | take that target to
be pricestability. Along with othersat the Federal Reserve, | believe
that the priceleve istheonly variablethat over thelong runisunder
the control of the central bank.-Moreover, for a variety of reasons
having to do with economic inefficiencies and with the unsustainability
of other inflation goals, -stability is the only sensible objective for
the price level. Nor do | undertakethe difficult task of laying out
apath of interimobjectivesto get from the.currentstate of moderate
inflation to price stability.

Rather, | want to focus on the narrower issue of how to keep policy
on a path that leadsto the achievement of the objectives the monetary
authoritieshave set for themselves, how the processof adjusting policy
to thisend hasevolved over thelast decade or so, and whet that evolu-
tion may mean for the success,of policy in the 1990s.

An examination of policy targets and operating procedures
inevitably entails consideration of the role of various intermediate
targetsand indicators. But | begin by examining the need for explicit
intermediateindicatorsbetween central bank actionsand their results

*| would like to thank David Lindsey and Thomas Simpson for their helpful comments and
discussions. The views expressed are my own and do not necmrllyreﬂect the dews of the
Federal Reserve Board or any other members of its aff

129



130 Donald L. Kohn

for the pricelevel. Then | will discuss the reasons for the changing
status of money and credit measuresin guiding policy adjustments,
and theimplicationsof relying, instead, on varioussignalsfrom finan-
cial marketsand the economy. | will concludeby treating the closely
related issuesof how the central bank reactsto new information and
how it ensures consistency between its short-run policy actions and
its long-run objectives.

Why intermediate indicator s?

To some observers, debates about what central banks should be
looking at to guide policy decisions are superfluous. The ultimate
objectiveis stable prices, and these observers have advocated key-
ing policy directly to new readings of broad measures of inflation.
In their view, either the monetary base or thefedera fundsrate should
be adjusted in direct response to information that the price level is
deviating from a preset objective.

Suggestions of this sort have proliferated in recent years. They
are motivated in some cases by frustration with aternative inter-
mediatetargetsprevioudy thought to be useful in accomplishingthe
same objective. In particular, this camp has attracted some former
monetarists, who are now a little less certain of the relationship
between money supply measures and spending or inflation. This
greater uncertainty has resulted from the changes in markets for
deposits and other financial assets wrought by innovation and
deregulationin the 1980s. (Theimplicationsof these changesfor the
implementation of monetary policy in coming years is discussed
below.)

Some academic advocates of adjusting the monetary base or the
funds ratein response to the price level are reasoning from theories
in which monetary policy affects the path of output only in trivial
waysso that thereis no reason not to pursue price stability directly.
For policy'tofeed through reasonably directly into prices, pricesand
wages must adapt quickly to changing conditions in goods, 1abor,
and financial markets. In the United States, at |east, such flexibility
very likely hasincreased in recent years. Deregulation of various
industries, the shift away from an industrial base characterized by
relatively few large firms and large unions toward a service-based
economy, and the greater internationa integration of markets for
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goods and services probably have heightened effective competition
and hence the responsiveness of wages and prices to various
influences.

But the perfectly flexible classical economy still seems some way
off. For whatever reasons—long contracts, dowly changing
expectations—the adjustmentsthe central bank makesto the reserve
base and to very short interest rates till affect rea interest and
exchange rates and, in turn, economic activity. We have seen this
influence at work in recent years, when the more rapid expansion
of 1987 and 1988 and the slowdown in 1989 have seemed traceable
a least partly to the monetary policies that preceded them.

The lags between policy actions and price consequences appear
to remain long and complex, with implicationsfor the path of out-
put. A single-track policy.responsetied to inflation dataa one prob-
ably will produce sizable swingsin the economy. As aconseguence,
objectivesfor inflation are likely to have some side constraintshav-
ing to do with real output. Theseside constraintsmay dictatepolicy
reactions to incoming information on the course of the economy as
well as on prices, leading to adjustments to the desired path for
inflation.

If the linkages among policy, the economy, and prices were well
enough understood, reasonably stable over time, and mostly freefrom
noise, they might be captured by a reliable empirical mode or perhaps
by judgmental forecasts. Thenthejob of implementing policy might
dill be straightforward: Policy adjustments, though perhaps not adher-
ing to transparent rules of thumb, could be calibrated from the model
or judgmental forecast, taking into account the inflation objectives
and output constraintsof the authorities.

Inherently, al policy depends, at least implicitly, on projections
that permit policymakers to assess the implications of a course of
action. A relianceon intermediateindicatorsarises out of skepticism
about forecastingexercisesand out of adesireto identify and minimize
deviations from objectives. Intermediateindicators are used partly
in an attempt to shortcut or cross-check the projection process and
possibly to discipline policy, through prompting adjustments before
cumulative imbalances require more costly corrections. These
indicators may even be elevated to targetsif they are considered suf-
ficiently reliable. Aslong as forecastsare subject to substantial error
and real output pathsare important, monetary policymakersarelikely
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to rely on indicatorsor targetsintermediatebetween policy actions
and price-level effects.

Itisin thisareaof intermediate indicatorsthat policy implementa-
tion has undergoneits greatest change in recent decades—an evolu-
tion that islikely to continue into the 1990s. Some indicators, such
as interest rates and exchange rates, are elements in the transmis-
sion process, figuring directly in spending and saving decisions. To
the extent the transmission of policy has changed, so too have the
appropriate settings and weights for these types of indicators.
Indicatorsin another class—incdluding the money and credit aggregates
—may have little independent standing as variables with direct
influenceon spending and production; they may, instead, bethe sur-
face manifestations of complex interactionsamong savers, spenders,
and intermediaries. Changesin thoseinteractionsmay call into ques-
tion the reliability of the relationships between the indicators and
ultimate policy objectives.

Money and credit aggregates

In the United States we have seen changes both in the monetary
aggregatethat is the preferred target or indicator and in the weight
that is placed on money and credit measuresin the conduct of policy.
These shifts have reflected important underlying developments in
financial markets. changes in the characteristicsof existing finan-
cia instruments, the creation of new instruments, and the blurring
of distinctionsamong financia instrumentsgenerally. Among the fac-
tors behind these devel opments have been the removal of regulations
that enforced the distinctions among instruments and advances in
technology that have reduced the transaction costsof issuing and buy-
ing a variety of financia claims. These forces not only have been
at work on the financial instrumentsissued in a given country, but
also have affected the relation of financial claimsin one country to
those in another.

Theeffectsof theseforceson previoudy distinct categories of assets
arelillustrated by a variety of developments in the seventies and
eighties: Deregulation has blurred the distinction between deposits
used for transactions and those used as a store of wealth; securitiza-
tion has made loans much more like securities; in the wake of
deregulation and brokering, retail deposits and managed liabilities
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at depositories no longer are separateand distinct from one another;
the junk bond market has blurred debt and equity; computers have
permitted easy substitution between deposits and mutual funds; and
theremoval of controlson internationa capital movementshas meant
that investorscan treat assetsdenominated in home currency and those
denominated in foreign currency more interchangeably.

Moreover, as government regulation has become less confining,
the decisions of suppliers of certain assets have become more
important in determining the outstanding quantity of those assets.
In the retail deposit markets, for example, decisions of depository
institutions about the interest rates at which these instruments-are
offered affect the willingnessof the public to hold them at givenlevels
of income and market interest rates. Moreover, deposit-pricing
strategies appear to have changed as ingtitutions have adapted to
deregulation, introducing'substantialuncertainty, in the short run at
least, into the relationship between the quantity of money and
movementsin market rates and income. And both supply and demand
for individua financial assetscan be quite sensitiveto small changes
in their own rates, relative to those on aternative assets, given the
multiplicity of closesubstitutes. Internationally, the ability of capital
to flow freely across bordershas broadened the choicesaof borrowers
and lenders. As a consequence spending on the goods and services
produced by a particular country likely has become less dependent
on the volume of claims originated or held in that country.

In these circumstances, the boundariesaround specific collections
of financial instruments have become increasingly arbitrary, and
monetary or credit aggregates, however carefully delineated, areless
likely to be stably related to spending or income. This certainly is
the case for short-run relationships; and it may aso pertain, if to
alesser extent, over thelonger periodsthat are relevant to the busness
cycle.

The experienceof the United States illustrates the erosion of the
distinctions among various types of claims, and points up the
implications of that erosion for the utility of traditional aggregations
of these claims as policy indicators. In the 1960s, policymakers
monitored bank credit closely, but this aggregate was deemphasized
when open market paper became a closer substitute for bank loans
as a source of fundsfor businesses. In the 1980s, M1 was dropped
as a target when deregulation blurred the line between it and M2,
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producing greater interest sengitivity in its components and more
variability inits velocity. At the sametime, the target rangefor M2
was widened as the supply behavior of banksand thrift institutions
seemed to impart a substantial short-run interest elasticity to that
aggregate as well. Moreover, substitution of debt for equity is one
of thefactorsdisturbingthe established relation of the debt aggregate
to income.

Deregulation and the proliferation of new, highly substitutable
clams aso have reduced the effect of credit rationing as a channel
for monetary policy. Deposit intermediariesnow can maintain access
to funds for lending, and both borrowers and lenders need depend
less on particular types of claims or intermediaries.

At present, with the restructuring of the savingsand loan industry,
these hypotheses about the diminishing value of certain financia
variables and reduced credit-rationing effects are undergoing an
intriguing empirical test. The solutionsto the problems of savings
and loans are likely to entail fewer and smaller institutions, in what
has been the country's key mortgage intermediary. Other mortgage
lenderswill havetofill thevoid left by this reduction in theindustry's
size. On thedeposit side, restructuring will amost certainly restrain
the expansion of M3, and perhaps M2 as well, depending on how
successful the regulatorsare in beating down deposit offering rates
and thereby raising the opportunity cost of holding M2.

Expectationsabout the effectsof this restructuringoffer an instruc-
tivecontrast to thedisl ocationsbrought on by earlier episodes, when
this industry shrank through disintermediation induced by Regula-
tion Q. Although specific real estate markets may be affected in the
current situation, confidence'inthe capital marketsto rechannel funds
appearsto have allayed concernsabout major overall effectson the
housing market and on the macro economy. Spreads between mort-
gageinterest rates and other rates have widened only aabit, adevelop-
ment that suggests that the demandsof other investorsfor mortgage
instrumentsare elastic and that nonpricecredit rationingisunlikely.
Any damping of M2 and M3 in this process would reflect a shift
in the level of velocity, and would not be a precursor of lower
spending.

Although short-run variationsin money and credit may beof limited
valuein keying policy adjustmentsin most circumstances, in certain
Situations they may portend a serious disturbancein financial and
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goodsmarkets, especialy when interpretedtogether with interest rate
developments. For example, the Federal Reserve kept especially
careful track of the monetary aggregates in the wake of the stock
market collapse in October 1987 to ascertain whether there were
unusua demandsfor money and, if so, whether they might connote
flight from other financia assets or from spending. In light of the
current situationin the thrift industry, unexpected movementsin credit
flows or in deposits will aso be examined carefully.

Over longer periods, the net result of market adaptations to sup-
ply and demand conditionsfor financial assets may well be a stable
ratio of desired holdings of money to wedth or income. Such stability
isal themorelikely now that incentivesto innovate around regul atory
congtraints have been removed, aremoval that hasenhanced the value
of persistent movementsin money supply as policy signals. In this
regard, the recently published study relating M2 and prices—the so-
caled P* modd —was encouraging. The study suggested that a
reasonably robust long-run relationship between money and prices
has persisted despitethe changesin M2 in the 1980s. Since, as the
cliché hasit, thelong run is a collection of short runs, even short-
run variations in an aggregate may yield some information on the
long-runthrust of policy, though one may be skeptical of the short-
run inflation forecasts produced by a modd as smplified as P*.
Trand ating between the short and thelong runsisunlikely to besm-
ple, however, in part because of the short-run interest elasticity
imparted by the supply behavior of depositories. For example, 22
to 3 percent growth in M2 may be the steady state associated with
pricestability, but, in light of the complex interactionsamong money,
interest rates, and spending, gradua reductions may be far from the
best way to achieve this objective. Overall, money and credit
aggregates probably will continueto play an important rolein policy
in the 1990s; but that role is more likely to be the supporting one
of the late 1980s, keyed to sustained, appreciable deviations from
long-term objectives, than the romantic lead of the late 1970s and
early 1980s, when relatively small month-to- month movementswere
allowed to influence reserve markets.

Interest and exchange rates and economic and price data

Asattention to the monetary aggregateshas|essened, policy imple-
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mentation has had to rely more on inferences from the price axis
in the financial markets and signals directly from the economy and
from prices. The difficulties with attention to interest rate levels as
intermediate indicatorsof the effect of policy and the course of the
economy arewell known. They includedifferentiating nominal from
real rates and distinguishingthe effects on rates of shifting demands
for money and credit in response to developmentsin the economy
from those caused by bank actions. Particular levels of nominal
interest rates can be congistent with either accelerating or decelerating
inflation, depending on the relationship of the real rate to its
equilibrium level. In the past, when short-term objectivesfor interest
rates as the proximate targetsfor policy were combined with atten-
tion to the mogt recent economic data, which respond to policy actions
only with adelay, too often the results were a policy that tended to
lag developments, moving initially both too little and too late and
ultimately overstaying.

That danger remains, though it is one policymakersare aware of .
It may be reduced to an extent by the recent emphasis on a variety
of financiad market variables, such asyield curvesand exchangerates,
that incorporate market expectationsabout futurelevelsof red interest
rates and inflation. In particular, these variables are likely to send
clear signalsif policy is perceived to be deflationary or inflationary
becauseit is seen as keeping real interest rates substantially above
or below equilibriumlevels. In this regard they help to addressone
of the serious deficiencies of emphasis on nomind rate levels.

Developmentsin financia markets may have enhanced the useful-
ness of such indicatorsin recent years. The internationalization of
financia flows and the increasing interdependence of national
economies would of themselves naturaly lend the exchange rate
greater prominencein policy deliberations. But beyond this, the pro-
liferationof financial instrumentsand the greater use of futuresand
optionsmarketsfor risk shifting probably have reduced theinfluence
of sector-specific supply and demand conditions on interest and
exchange rates and have increased the response of asset prices to
underlying fundamentalss, including price expectations. These changes
have taken place as economic analysis has placed greater emphasis
- ontheinfluenceof forward-looking expectationson economic deci-
sions. As a consequence, policymakers have become increasingly
sensitized to the importance of information that may be embedded
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in interest and exchange rate relations.

Severa caveatsarein order. First, like nomind interest rates, yield
curves and exchange rates reflect many influences besidesjudgments
about the course of the economy and prices. For example, a yield
curvethat isdownward-soping, especialy at the shorter maturities,
may smply embody an expectationthat the Federal Reserveisabout
to ease, not necessarily that such an easing will be stabilizing to the
economy. And yield curvesstill may respond to changesin relative
supplies of variouskinds of paper as well as to shifting perceptions
of liquidity risk. Likewise, the exchange rate is subject to devel op-
ments abroad, as well as to short-run changes in expectations or
perceptionsthat nay havelittleto do with longer-run economic forces.
More generally, many asset marketsappear to exhibit morevolatility
than can be explained by changes in fundamental determinants of
asset-prices. Under these circumstances, adjusting monetary policy
in response to short-run variationsin individual interest rates or in
their relative levels or in foreign exchange rates may in the end
.destabilize, rather than stabilize, the economy.

But the most seriousdeficiency of theseindicatorsisthat they pro-
vide little, if any, guidance for achieving specific inflation objec-
tives. At best, the exchange rate would anchor the home inflation
rate over time to those of mgjor trading partners and competitors.
Adjusting policy in accord with the market's interest rate expectations
—that is, operating to flatten the yield curve—would tend only to
lock in the expected rate of inflation built into that curve.

In theory, policymakerscould achievetheir inflation objectivesby
designingacoursefor the economy that would bring about thedesired
pressureson resourcesand on the rate of change of prices. In prac-
tice, doing that would requirean accurateestimate of the economy's
potential, a thorough understanding of the transmission and infla
tion processes, and reliableforecasts of the responsedf the economy
to monetary policy and other forces. Such a policy would necessarily
involve tolerating movementsin exchange rates and changes in the
dopedf theyield curvein the trangition period as output was adjusted
relative to potential. In general, a central bank must take account
of the real economiceffectsof itsactions; but it isin both economic
and political trouble when specific goals for the economy become
the enduring focus of its attention. Among other things, the focus
on the real economy in the context of an active discretionary policy



138 Donald L. Kohn

probably accentuatesthe well-known temptation to cheat on theside
of alittle more output.

In this sense, the monetarists are right: Policy reaction and
implementation need something to keep these temptations at bay.
Unfortunately, the monetary aggregates no longer seem to fulfill that
requirement except in along-termcontext, in which they may indeed
check the worst mistakes and excesses. Moreover, as | indicated at
the outset, smplereaction ruleslinked to broad price measuresalso
seemto fall short in theface of uncertaintiesabout lags and side con-
straints on outpui.

Commodity priceshavebeen offeredtofill thisgap. Because they
are unconstrainedby long-termcontracts, commodity pricesare said
to react more quickly to fundamental devel opments, short- circuiting
some of thelags, and therefore the cyclical uncertainties, inherent
in broad price measures. While commodity prices, too, contain
valuable information for the policymaker, whether they belong at
thecenter of policy implementationremainsto be proven. Thereare
the familiar issues of accounting for supply shocks, choosing the.
market basket, and ng thereliability of such pricesasforecasters
of the aggregate pricelevel. In addition, establishing a target level
for the commodity basket is a problem. As the British discovered
in the 1920s, thisis not a trivial exercise—and it is the level that
needs to be tied down. Movementsin commodity-prices cannot be
interpreted without reference to an equilibrium level. Rising prices
might suggest an easy palicy if they wereoccurring aboveequilibrium.
But they might suggest that policy wastight if commodity prices had
been driven below their equilibriumleve by that policy; in that case,
increases in commodity prices would be needed to equalize returns
with the high real rateson financial assets. Ultimately, one suspects,
commodity priceswill taketheir placein thet eclectic mix of indicators
that have keyed policy recently and that are likely to continueto do
so in the 1990s.

Policy reactions and long-run objectives

As the 1990s open, then, policymakers are reacting to informa-
tion from a wide variety of sources, making frequent adjustments
of the stance of policy in reserve markets when the evidence sug-
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gests that the existing posture is inconsistent with their longer-run
objectives. No one indicator, nor any one small set of indicators,
dominates this policy-adjustment process. Indeed, the whole inter-
mediate indicator/target paradigm may not be very useful. Redlisti-
cally, policy cannot afford to lose any information about the com-
plex relationshipsin the economy. Signalsfrom financia and foreign
exchange markets, and from the domestic economy and foreign
economies, all need to befiltered for cluesabout where the economy
and the price level are headed relative to the objectives for policy.
Cadting the net wide isespecially important when the underlying rela
tionshipsamong financial and economic variables seem to be evolv-
ing in ways that are not easy to predict.

It seemslikely .that operations by the monetary authority will con-
tinue to involve frequent policy adjustments in response to new
information. Such adjustmentsneed not connote unsteadinessof pur-
pose, or an excessively activist hand on the whedl, or an attempt to
"fine tune’ the economy in the sense of trying to achieve an out-
come with unrealistic precision. Instead, they may be rational
responses to changing indications about economic trends contained
in the new data, which prompt small but frequent adjustments in
instrument variablesto keep the economy and priceson atrack con-
Sistent with ultimate objectives.

This type of operating system does involve difficulties, anong
which isfiltering signal from noise. Given the difficulties of inter-
preting new data and the possibility of later revisions, unnecessary
policy adjustments likely will be made. Aslong as policy remains
flexible and mistakes are quickly recognized and corrected,
unnecessary adjustmentsshould remaina minor problem. Deviations
from the optimal policy path that are kept small and short-lived will
have little effect on the ultimate outcome.

The greater danger of apolicy that relieson frequent adjustments
of nominal interest rates to incoming data is insufficient attention
to long-run policy objectives. | have already noted the tendency in
the past for policy that involves thistype of procedureto react too
littleand too late. But that tendency has not aways been symmetrical.
Emphasis on the level of nomina interest rates in connection with
information on the real economy has at times tended to impart an
inflationary biasto policy. Given thelag between policy and the price
level, such a focus in the context of an activediscretionary policy
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may lead to attemptsto achieve higher output level sthan are consis-
tent with stable prices.

In that regard, recent experience is mildly encouraging. Though
inflation remains well above thelong-term objectiveof price stability,
it hasaccelerated only alittleeven asthe U.S. economy hasenjoyed
an unprecedented peacetimeexpansion. Many factors account for this
performance, including good fortuneand greater flexibility in price
and wage setting. ,

But monetary policy may also have played a role. Leaning fairly
hard against thewind and being willing to shift policy promptly when
thewind shiftsappear to haveforestalled the buildup of excessesand
imbalances, so that the economy has remained in the neighborhood
of its potentia and inflation has stayed withinafairly narrow range.
And to the extent that thisoutcome has reinforced the credibility of
the Federal Reserve's anti-inflation policy, it may, by restraining
inflation expectations, by itsdf have contributed to price performance
that has been better than expected. The factors underlying this
behavior by the Federal Reserve include a number of the el ements
previoudly discussed, no one of which seems adequate to the task
of exertinglonger-termdiscipline within the current policy regime.

First is some attention to movementsin price indexes, despitethe
inherently backward-looking natureof theseindexes. The monetary
authority hasclearly stated itsintentionto achieve price stability and
has emphasized the importanceit placeson this objective. Although
it has neither set a timetable nor established an automatic disciplin-
ing device, it hascreated for itself the burden of explaining sustained
deviations from intentions. Such deviations would raise questions
about itstrue intentionsthat would put an authority concerned about
its reputation on the defensive.

The second factor underlying Federal Reserve policy that imposes
disciplineisthe heightened sensitivity of expectations-driven variables,
including yield curves, exchange rates, and commodity prices. At
aminimum, thesevariables help the policymaker judge when market
participantsconsider that conditionsareri pe for significant movements
ininflation rates. Thus, from these indicatorspolicymakers may be
ableto infer the credibility that the marketsaccord their anti-inflation
objectives.

The last such factor is the continued attention to the monetary
aggregates. Although they may not be good guidesto short-run policy,
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the aggregates appear to maintain their longer-run relationships to
spending and inflation. Sustained very rapid or very dow growth
in the aggregates has continued to play a role in keying policy
adjustments.

Taken together, these factorshave tended to limit thedistanceand
the duration of deviations of monetary policy from actions consis-
tent with, at the least, its not straying far from its long-run objec-
tive. They have imposed some discipline on the task of adjusting
reserve conditions and nomina short-term interest rates.

As the 1990s begin, the challenge to palicy is to strengthen the
elements that supply long-run discipline, without sacrificingthe flex-
ibility to adapt policy to changing conditionsand to consider the con-
sequences of policy actions for output and employment. Sufficient
atention to reputation, to market expectations of inflation, and to
trend money growth should help to ensure progress toward price
stability in coming years. We should make certain that in 10 years,
were we to consider monetary policy in the new century, we would
be able to report that the decade of the 1990s, likethe 1980s, ended
with inflation lower than when it began.






4
Policy Targetsand Operating Procedures:
The Audtralian Case

lan J. Macfarlane

In Australia, we find it hard to believethat the implementation of
monetary policy could change as much over the next decade as it
hasover thelast. That, perhaps, showsour lack of imagination, but
it a so recogni zesthat the 1980s was an exceptional period of change
compared with the three postwar decades that preceded it. In
Australia, thefinancia system changed from one which was heavily
regulated in the 1970s to one which isnow largdly deregulated. Unless
thereisa return to regulation (which cannot, of course, be ruled out),
thereis not much farther that we can travel in thedirection of deregula
tion. The challengesfor monetary policy in the1990s are, therefore,
morelikely to comefrom adifferent direction, namely, from innova
tion rather than deregulation.

The body of thispaper will explain how the operating procedures
for monetary policy in Australiaevolved, and how we seethem evolv-
ing over the next decade. The first section traces the development
of the system over the past decade, while the second describes, from
an international perspective, how it operates at present. The third
section discussesthe question of operating objectives, while thefourth
describesthelink between instruments, intermediateobjectives, and
ultimate aims. The fifth section outlines what we think will be the
major challenges to our present system over the coming decade.

The evolution of the present system

For mogt of the 1970s, the Australian financia system was till
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heavily regulated. The government set both the exchange rate and
theinterest rate on government debt, and there were interest rate ceil -
ings on mogt types of bank deposits and on some formsof lending.
Monetary policy was conducted by either raising a reserveasset ratio
on banks or by increasing the interest rates on the primary issue of
government securities to make them more attractive than bank
deposits. Open market operations were limited in scope and were
not the main means of implementing monetary policy. The fulcrum
of the system was not the cost or availability of cash, but the banks
need to obtain government securitiesto meet a minimum asset ratio.

With banks capacity to competefor depositslimited by theinterest
rate ceilings, a tightening of monetary policy, for example, would
soon result in aloss of deposits and a need to run down stocks of
excess assets (government securities). Although regulationswere pro-
gressively liberalized throughout the 1970s, the effects of interest
rate cellingswere quite pervasive even at theend of the decade, and
banks acted essentialy as asset managers. Oneeffect of this was that
monetary policy actions quickly flowed through into changesin the
most widely-used measure of money supply—M3, which coversall
deposits of banks.

The mgor shortcomingof such asystem wasthat financid institu-
tions grew up outside the regulated (banking) sector. Theseinstitu-
tionstended to thriveand gain market share at theexpenseof banks.
Thus, athough the authorities control over the regulated sector
remained strong, its influence over the wider financia market and,
hence, the economy overall, was being progressively eroded. The
crucia policy change that was needed to restore the capacity of
monetary policy to influence the whole of the financial system was
to eliminate the cellings on bank interest rates.

The removal of interest rate ceilings

Although thefirst stepstoward removing interest rate ceilings had
been taken as early as 1973, it was not until 1980 that al ceilings
on deposits were abolished. This was the major watershed, which
led banks to move away from their old habits as asset managersand
adopt a more orthodox liability management approach. A couple of
ceilings remained on typesof lending (for owner-occupied housing,
and to small businesses) but these had gone by 1986 and their effects
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were never as important as the ceilings on deposits.

With banks now freeto increase interest ratesin order to maintain
or raisedeposits, pressurewasimmediately transferred to two other
rigiditiesin thefinancid system; namey, the meansaf issuing govern-
ment debt, and the exchange rate regime. .

The tender system for selling government debt

In common with most other countries, Australia did not have a
strict separation of monetary management from debt management.
With the government running big budget deficits during most of the
1970s, there was a large debt selling task. This was done under
arrangementswhereby thegovernment set theinterest rate on itsown
paper and then hoped that the public would buy enough debt to finance
the deficit. Often this proved not to be the case, and reluctance by
thegovernment to sat high enough interest rates meant that the Reserve
Bank had to mop up by sdlling securitiesfrom itsown portfolio. The
effect of these arrangements, therefore, wasto blur the line between
debt management and monetary management, and to impart a
downward bias to the general level of interest rates.

By 1982, arrangements had been completed so that all Com-
monwedlth Government debt was effectively sold by tender. Thesize
of the budget deficit determined the debt selling task which was
accomplished at regular predetermined intervals throughout the year.
There was no temptation to adopt a U.K.-type over-funding
arrangement.

Floating of the exchange rate

There was still one loopholethat remained. When monetary policy
was tightened, and domestic interest rates rose, the quasi-fixed
exchange rate usually meant that capita inflow would rise. Open
market salesof securitiesto tighten domestic conditions soon resulted
in Reserve Bank purchasesof foreign exchange and the need for fur-..
ther open market sales. This, of course, had an inhibiting effect on
the willingness of the authoritiesto use open market operations to
achievemonetary policy ends; they knew that there was a high prob-
ability that their efforts would be thwarted by foreign capita
movements.
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In December 1983, the exchange rate wasfloated and the remain-
ing exchange controls on capita inflow dismantled (the Exchange
Control Department of the Reserve Bank was abolished). With this
move, and theearlier abolitionof interest rate cellingsplustheintro-
duction of atender system for selling government securities, thetext-
book preconditions were in place for the orthodox implementation
of monetary policy by open market operations.

The present system of open market operations

Thisis not the place to giveafull account of the Australian system
of open market operations; like other countrieswhich use open market
operations, it has its own complicated set of ingtitutional arrange-
ments." What | will do, instead, is to give a sketch of the essential
featuresof the system as seen from a U.S. perspective. In the pro-
cess, | hope | will establish that it operatesin a way which is not
very different from the U.S. or Canadian system, but quitedifferent
from the United Kingdom or the old pre-repo German system.
Incidentally, there are at least three very good **snapshots™ of the
Augtralian system done by U.S. monetary economistsover the last
two decades.?

The essence of the systemis that the Reserve Bank can influence
the quantity and price of thefundsthat are available to banksto set-
tle their positions with the central bank. The above condition is, of
course, necessary for any system of monetary control to be effec-
tive. What distinguishesopen market operationsfrom other methods
is that this influenceis exerted by trading in the market rather than
by administrative change to a controlled interest rate or asset ratio.
The characteristicsof the Australian system that make it similar to
the U S. system are as follows:

Thereis a separation between debt management and monetary
management which meansthat the primary issue of government
securities is equal to the budget deficit. A corollary is that

1 See Macfarlane and Battelino (1988).
2 See Dewald (1967), Poole (1981), and Dotsy (1987).
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monetary policy isentirely implemented by the Reserve Bank's
open market operations.

Thereis only one means of same-day settlement between the
banks and the central bank. In Australian terminology, it is
referred to as " exchange settlement funds'* or smply **cash'*
and isanaogousto Fed fundsin the United States. Banks main-
tain a buffer stock of these funds, and can only augment them
by alimited range of transactions with the central bank. The
interest rate on these funds is referred to as the **cash rate™*
and isanalogousto the U.S. Fed fundsrate. It plays an impor-
tant rolein theimplementationof monetary policy and isclosaly
watched by the market to detect changesin policy. A change
in this rate, which is expected to be sustained, quickly feeds
through into al short-term private and government security
yields and to the rates charged by financial intermediaries.

There is a reasonable amount of day-to-day variability in the
cash rate, and one or two days pressure would not necessarily
mean that the Reserve Bank was wishing to change monetary
policy. The Reserve Bank does not have to stand in the market
a the end of theday and clear it a a predetermined rate, as
does the Bank of England. It is much more analogous to the
Fed in thisrespect. Theaveragedaily variability in the Austraian
cash rate is similar to that of the Fed funds rate.?

Open market operations are conducted mainly by buying and
sling short-term government securitiesoutright or under repur-
chase agreement. The market for government securitiesis deep,
turnover is high, and ReserveBank transactionsare only asmall
part of the total market.

The Reserve Bank of Australia conducts its operations with a
group of government security dealers. However, unlike the
United States, these dealers do not include banks. They are
anaogous to the L ondon discount houses (and, to alesser extent,

3 See Dotsy, op. cit.
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the Canadian investment dealers). These dealers are aso the
repository for thebanks exchange settlement funds. Thus, the
banks buffer stock of cash is not held on the books of the
Reserve Bank.

On theother hand, thereare some differencesbetween arrangements
in Australia and the United States:

The Reserve Bank of Australiadoes not use a reserve ratio to
create ademand for bank reserves. Rather, it relies on banks
demand for reservesfor settlement purposes. (A reserveratio
does exist, but like the United Kingdom and Canada, it is
designed to serve purposesother than asafulcrum for monetary
policy.) Banks maintain exchange settlement funds at a level
adequate for their immediate future needs. Open market sales
or purchasesenablethe Reserve Bank to changethesize of these
funds, and hence, bankswill increase or decreasetheir bidding
in the money market as they seek to restore their preferred
position.

Bankscan never let their position at the Reserve Bank go into
debit (thereisno provision for borrowing reservesor for alow-
ing the reserves to be met on average over a maintenance
period). The severity of this requirement is modified by thefact
that thereis room for banks and authorized dealersto play the
float between same-day and next-day value transactions. This
effectively gives banks a rolling two-day maintenance period.

A fina difference concerns the way central bank lending acts
as a safety valve to the system. In the United States, the dis-
count facility involveslending to the banks at a rate below the
Fed funds rate. In Australia, the main safety valveinvolvesthe
ReserveBank lending to the authorized dealers, but at a penalty
rate. (Thereis dso afacility under which Treasury notes can
be rediscounted at the Reserve Bank, also a a penalty.)

Operating objectives
The search for a quantitative objective

With dl the preconditionsfor open market operationsin place by
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December 1983, the first question to arise was what operational
objective to pursue. At the time, we had a money supply target as
our intermediateobjective. It seemed natural, therefore, to assume
that the appropriatething to do was to pursue some quantity —such
asthe monetary base, or bank reserves—asan operational objective,
on a week-to-week basis.

We cameto the conclusion, however, that thissort of strategy was
not feasible, for the following reasons:

The**money multiplier** relationship between the base and the
money stock M3 was not reliable. Whileit seemed stable when
looked at in level form over long periods, there was too much
variability in the relationship from one quarter to the next, or
even one year to the next.

In the fina analysis, it would be virtually impossible to deny
reservesto the system, even if banks had expanded their balance
sheets more rapidly than wedesired. A we could do was make
the price of the reserves high enough to make further overex-
pansion of balance sheets unprofitable. With this, we werein
agreement with theview most bluntly put by the Bundesbank#

In Australia, there were other structura difficulties with this
approach. An important one was that thebanks' excessreserves
are not held on the books of the'Reserve Bank but are held with
the authorized dealersin the short-term money market. This
meant that control over central bank domestic liabilities—
difficult at the best of times—did not guarantee control over
banks balance sheets.

| should add herethat we saw no particular problem with the money
base as an alternativeintermediate monetary objective. We simply
saw it as unfeasible as an operational objective.

Someargued that if we were prepared to be very tough on supply,
banks would learn to keep much higher levelsof excess reserves(in
effect, go back to being asset managers), and soit would be possible

4 see Deutsche Bundesbank Special Series, No. 7 (1982).
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to control the growth of money base much moreclosely in the short
run. Thiswould have been arather drastic step, however, asit would
have involved changing the structure and behavior of the financia
system in order thet the central bank could exploit a relationship which
had yet to prove its own stability.

As it turned out, this discussion about quantitative operating
objectives was largely terminated in January 1985, when monetary
targeting was abandoned. It was hard to put forward an argument
for exploiting the money multiplier relationship where money supply,
itself, was thought to be unstable with respect to the ultimate aims
of policy.

An interest rate as an operating objective

That left us with, effectively, an interest rate—the ** cash rate’” —
as the operating objective toward which our instrument—market
operations—isdirected. It isthe gauge we usein the very short term
of the direct impact of our market operations.

The open market desk keepsdaily forecastsof how much thebanks
have to settle with the Reserve Bank, and how much, on average,
their holdingsof cash are likely to be. Theseforecastswould imply
aseriesof salesand purchases by the Reserve Bank in order to keep
the money market at approximately its present degree of tightness
(asindicated by theaveragelevel of cash rates). If the Reserve Bank
wishesto tighten its monetary policy stance, it will deal so astoraise
cash rates; that is, it would sell a little more, or buy a little less,
than theamountsindicated by the neutrd path. It isthusabletoachieve
an interest rate objective on average without ever having to set an
administered interest rate.

We have found control over these rates is sufficiently close that
it is hardly necessary, for most practical purposes, to distinguish
strictly between open market operations as the instrument and cash
rates as the operational objective. For al intentsand purposes, the
cash rateisour instrument, even though we do not resort to announc-
ing a fixed rate publicly.

Leaving asidethequestion of nolonger having aformal intermediate
objective, which isdedt with later, are there any mgjor weaknesses
with the system outlined above? Obvioudy there are criticismsthat
can be made, but | will only cover them briefly becausethey closely
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parallel those made of the U S system before 1979, and to alesser
extent, since 1982. Basically, they center on the fact that it is an
interest rate, rather than a quantity, that is at the center of daily
operations.

The main argument is that in such a system there will be a bias
toward not changing interest rates, or toward keeping them low. That
is, the instrument of monetary policy will be confused with and, in
fact, will become, itsobjective. In particular, as we know, keeping
interest rates steady in the face of arisein inflationary expectations
carries great danger.

Thereisawaysarisk of this perhaps, but | do not think we have
been guilty of it in recent years. Thereiscertainly much morequarter-
to-quarter variation in interest rates now than in the 1970s, and the
rates are quite high in Australia—both by world standardsand our
own history. Any sensible adjustment for inflation puts them very
high in real terms as well. Failure to alow interest rates to move
Is not acriticismthat has been made of our actionsover thelast six
years. If anything, there have been complaintsthat monetary policy
has been used too heavily to compensatefor the weaknessesaof other
policies.

A second criticism is that a quantitative operating rule can impart
adegree of automaticity which cannot be achieved if interest rates
have to be moved on a discretionary basis. We would concede that
thisistrue, but we have not been able to find a quantitative rule that
will work in practice. In addition, that sort of automatic response
isthe optimal arrangementonly under certain circumstances; under
other circumstances(for example, with ademand for money shock),
a stable interest rate rule is better.

Instrument, intermediateobjective, ultimateaim

The next logical question is: should there be an intermediate
objective? In our monetary targeting phase (1976-1985), we tended
to see monetary policy as operating within the standard framework—
instrument to intermediate objective to ultimate aim. No one can
disputethe need for an instrument, or for the ultimate aim of monetary
policy to be made clear. The one part of thetrilogy that is not self-
evident is the need for an intermediate objective, or what the
intermediate objective should be. It is the part that we have come
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to doubt, and ultimately to discard. Wedo not rule out the possibility,
however, that we could, in time, reinstate one.

The role of an intermediate objective

The two standard candidates for an intermediateobjective in the
economics literature are the exchange rate or the money supply. As
explained earlier, we moved awvay from an exchange rate objective
in 1983, and have seen no possibility of moving back since. An
exchangerate objectiveshould be smple; for example, fix your rate
to that of alarge country that has a satisfactory macroeconomic per-
formanceand an economy whichissubject to the same sort of exter-
nal shocksas your own. This, | assume, iswhy European countries
have been comfortable with the EMS. Our problem is that, while
there is no shortage of large countries with satisfactory macro-
economic performances, none is subject to the sort of external
economic shocksthat we are. In fact, they tend to be subject to the
opposite sort of shock. For this reason, we have accepted our fate
as an ""independent floater."

That leaves the money stock as the intermediate objective (if it is
publicly announced, it becomesa monetary target, the meritsaf which
I will not go into in this paper).

Therearetwo main reasonswhy money supply might be regarded
as a useful intermediate objective:

Money, somehow defined, is the important link in the transmis-
sion mechanism. It can be exogenoudly determined (by the central
bank), and will, in turn, determine the outcome for the ultimate
objective.

Even if not exogenous, there is a stable demand for it as a func-
tion of interest rates, prices, and rea income or wealth. Directing
policies toward achieving some particular path for money operates
by affecting output and prices (through the demand for money, not
its supply). Since money is a nomina quantity, achieving an objec-
tive for it should (providing all the functional relationships remain
stable) *"tie down™" the pricelevel. An additional aspect is that the
money stock may, even though endogenoudly determined, provide
information about the course of the variablesthat are important as
ultimate aims, especially if money leads activity or prices.

Onthefirst of these, | haveto say that we doubt that the conven-
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tional definitions of money are exogenous. Empiricaly, it is hard
to test for exogeneity. The strongest evidence that money leadsincome
seemsto befor the United States, and even theretheempirical results
have been subject to increasing debate in recent years as the level
of statistical rigor has increased.

For Australia, thereis very little evidence that either of the two
main measuresof money —M3 or broad money —cause, or even lead,
nominal income. About the only evidence is that if M1 is graphed
against spending, it does seem to lead. If short-term interest rates
are put on the same graph, they will lead, too. (More sophisticated
tests, however, cast doubts oneven these regularities.) Since M1 is
interest sensitive, we areinclined to put our faithina** transmission
mechanism’* that seesinterest rates affecting M1 quickly, and activity
with a lag.

On the second point, we have found considerableingtability in most
of our demand for money functionsin the deregulatory phase. This
was particularly trueof banking aggregateswherethere has been clear
evidence of reintermediation and major shifts between deposit and
non-deposit liabilities as a result of changes to regulations. The
aggregateswhere this was least of a problem were the broad ones,
and they clearly lagged the movementsin nomind income. Oneinter-
pretationof thisis that the relationship between intermediation and
nomind income may still be stable, but monetary aggregates have
become an unreliable indicator of the total pace of intermediation.

We still see some valuein the informational content provided by
monetary aggregates, as long as they are carefully interpreted. We
have spent alot of time analyzing the effectsof particular changes
in regulation of particular aggregates, and we aso have to bear in
mind the coincident or'lagging relationships that most exhibit with
nominal income.

Asaresult, we do-not haveaformal intermediate objective. This
means that monetary policy is effectively run by varying an instru-
ment (interest rates) with a view to achieving some ultimate objec-
tive. The two questions that then immediately arise are: what is the
ultimate objective; and, isit theoretically possibleto achieveit with
variations in the instrument?

Achieving an ultimate objective

We have no desire to disputethe widely-held proposition that the
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ultimate obj ective of monetary policy should bea nominal variable,
such astherateof inflation or the rate of growth of nominal income.
This does not, however, preclude other factors from having a role
to play; the speed with which a country chooses to bring its rate of
inflation into linewith itsaims may be influenced by considerations
such as employment and financia solvency.

Given that the ultimate aim is a nomina variable, isit necessary
to havean intermediate objectivethat isalso a nomind variable, such
as money supply? It has often been claimed, for example, that if
interest rates were used as a target, it would lead to price level
indeterminacy. This is almost certainly correct, but not very rele-
vant. The moreinteresting question concernsa situationwhereinterest
rates are used as the instrument with the aim of achieving some
nomind ultimate target. In our view, aslong asthereisa preparedness
to vary the instrument, there is no reason why the ultimate target
could not be achieved. s Infact, in such aworld, the use of amonetary
aggregate as an intermediate target would be counterproductive if
the money demand function was unstable.

A system which operates directly from instrument to ultimate
objective still has to contend with the fact that thereisalong inter-
va between the movement in an instrument and the resulting change
in the ultimate objective. For this reason, actua inflation is not a
good guide for monetary policy; leading indicators of inflation are
much more useful. The main leading indicator is the strength of
domestic demand. Monetary policy should aim to keep domestic
demand growth at a rate that is consistent with future restrained
inflation. Indicators of inflationary expectations are also very
important. Asaresult, thedegreedf inversity of theyidd curveshould
be agood indicator of thetightnessof monetary policy. In thisscheme
of things, indicators of future inflation have become a quasi-
intermediate objective. This does not rule out some monetary
aggregates themsealves being used as indicatorsof future inflation,
but they would haveto taketheir place aongsidethe other indicators.

Each country, | suspect, has had to come up with its own approach;
some would weight monetary aggregates highly and others would
tend to place more emphasis on other indicators. The presence or

5 See Friedman (1988) and Edey (1989).
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not of a forma monetary target is often not a good guide to how
countriesbehave. We have had recent experiencecdf the United States
tightening monetary policy at a time when M2 was below its target
range, while in Japan we saw money supply above its target range,
but the Japanese monetary authorities made no move to tighten. |
cannot help but think that the fact that inflation was risng in the United
States at the time, while it was stable in Japan, weighed as heavily
onthemindsof policymakersasdid the movement in their monetary

aggregates.

Challenges for the future

At the broadest level, we would probably see the major challenge
being to get inflation down. Although Australias inflation perfor-
mance in the 1980s has been better than it was in the 1970s, the
dowdown in our inflation rate was not as marked asin other OECD
countries. Wedid not have as decisive a break with the inflationary
1970s as we would have liked. However, the aim of this paper is
to talk about the procedures rather than aims of monetary policy,
so | will not explore this point further. The subject in question is
the narrower oneof operating proceduresand intermedi ateobjectives.

Operating procedures

Which market? Like the United States, we have astrong preference
for conducting our open market operations in government securities
or in repurchase agreements on government securities. It has served
uswell, and themarket isdeep and of uniform credit risk. The stock
onissuehasa so been quitelarge, which contributesto turnover and
market depth.

The source of supply of new securitiesis the budget deficit. For
all of the1970sand early 1980s, the budget wasin deficit, sometimes
substantially so. Like central bankersin other countries, we often
used to decry the size and stubbornnessaf thedeficit. There has now
been a remarkable turnaround in the Australian Government's
accounts. The budget has been in surplusfor thelast threefiscal years
(including the present one), and could easily remain in surplus for
a number of yearsto come.

The stock of government securities has consequently run down,
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both because of the surplusand because of the Reserve Bank's need
to buy government securitiesto accommodate the trend growth of
the money base. Thishas had an inhibiting effect on the government
securities market, particularly the bond market. With the level of
government securitiesfalling by 25 percent and new issuesof bonds
having almost ceased (in earlier years, there were issues to replace
maturities), turnover is declining. We have tended to keep up the
supply of short-term paper and let the reduction occur at thelonger-
term end in order not to interfere with our open market operations.
We haveto accept that there isarisk, however, that the market may
lose the depth necessary for us to conduct market operations.

| do not wish to give theimpressionthat thisisan insuperablepro-
blem, or that the reform of the government's fiscal position was
anything other than a very good thing, entirely in keeping with the
economy's medium-term needs. However, it leaves us, as the cen-
tral bank, with the need to think through our open market procedures.
In principle, we can trade in any market and till have the desired
effect on banks holdingsof cash and, hence, on overnight interest
rates. The mogt obvious candidates are short-term bank-accepted bills,
or the short-termdebt of state authorities. Another alternativeisto
make greater use of foreign currency swaps, which we already use
as an auxiliary instrument for smoothing large flows.

Asis apparent from these deliberations, we still see great value
in implementing our monetary policy by tradingin a market. If we
did not, we could smply solve the problem by forcing the banksto
have to borrow from us and adjusting the interest rate at which we
accommodate their needs.

With whom should we deal ? Asexplainedearlier, our open market
operations are conducted with a group of independent specialistsin
trading short-term government securities. Thereis a prohibition on
banks owning these dealers, and we have aways felt it important
that therebeagroup of speciaistswhosejob it wasto makea market
in government securities. At the time the system was set up, there
were very few banks, and they had no incentive to serve the wider
market in government securities.

Astime has gone on and deregulation has proceeded, many of the
lines of demarcation in financia markets have dissolved; there are
now approximately threetimes as many banksasthere wereformerly,
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many with an interest in these markets. Asin the United Kingdom
and Canada, therole of the authorized ded ersin the short-term money
market has comeinto question. We havealready had to make changes
to addressthefact that, by the natureof the industry, they have had
to accept quite largeinterest rate risk on the base of relatively modest
capitalizations. Wefedl more comfortablewith the position now, but
many peoplewould arguefor awider range of institutionsto be per-
mitted to deal with the Reserve Bank. Of course, if budget surpluses
continueand we choose to deal in different instruments, the casefor
a different group of counterparties becomes stronger.

Banks’ need for cash. | keep being reminded by academic colleagues
that innovation may make the conduct of market operations more
difficult if there ceasesto be a stable demand function for banks
holdings of excess reserves. This argument, based on that put for-
ward by Fama (1980), has recently been proposed in Australia by
Harper (1988). It looks forward to the time when the public no longer
wishes to hold currency and when there is no reserve requirement
on banks to hold a proportion of their deposits at the central bank.
In such a situation, the central bank would no longer have control
over the supply of an asset which was needed by the commercial
banks.

| can seethe logic behind this position but doubt that it will come
into play within the next decade. Despite confident predictions that
the public will not wish to hold currency; their trend demand has
not altered very much over thelast decade. We, like the Canadians,
do not see a strong need for reserve ratios on banks, however, if
al elsefailed, alow ratio would maintain the capacity for monetary
control and have negligible distortionary effects.

Intermediate targets

If we reach a point where deregulationhas runits course, that is,
thereis no further deregulation nor isthere a reinstatement of regula-
tions, then it may be possibleto find a stable demand for money func-
tion again. T

| can remember when it used to be said that if regulations were
removed, or at least greatly reduced, it would not matter which
monetary aggregate was looked at, the behavior would be similar.



158 lan J. Macfarlane

We have certainly reduced our regulationenormously, and there has
been no tendency for the behavior of thevariousfinancial aggregates
to converge. In fact, they are moredisparate than they wereadecade
ago. Itistruethat their behavior is still reflecting changesto regula-
tion even though the absol ute amount of regulationis greetly reduced.
It is possiblethat when changesstop occurring, the various aggregates
will become more alike and that their relationship with nominal
demand or inflation will become more stable.

Unfortunately, that still seemsto beafair way off. An additional
problem isthat it will take some time to recognize the natureof the
relationship even after stability has returned. Also, changesto regula-
tions are not the only source of disturbance to money demand.
Presumably innovation per se, not just innovationto get round regula-
tions, can aso influenceresults. For example, thereis evidencethat
the growth of automatic teller machines has increased the demand
for currency. B

Thereare, however, somegrounds for expecting stability to return.
As deregul ation has proceeded, the share of total financing under-
taken by banks has increased. More recently, we have seen banks
doing a higher proportion of their lending **on balance sheet™* and
funded by normal domestic deposits. It may bethat, in a deregulated
system, the lowest cost source of funds is that provided by bank
deposits. As a result, money supply—that is, the balance sheet
liabilitiesof banks—may returnto a position whereit isa reasonably
stable proportion of total financia intermediation.

There is dso that other great intermediate target—the exchange
rate. We would find it very hard to conceive of the world's chang-
ing enough to makethisaredigtic optionfor Australia. As said before,
we would haveto find someoneelseto peg to, and it is unlikely that
our economy or other economies will change sufficiently for us to
find a suitable partner. We think we will remain, of necessity, an
economy with a floating exchange rate and a *‘quasi-independent’”
monetary policy. For this reason, despite our smaller size, our
monetary policy has morein common with the United States, Japan
and the United Kingdom, than with the other European economies
or Canada which may resemble us more closely in other respects.
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Policy Targets and Operating Procedures
in the 1990s. The Case of Japan

Yoshi 0 Suzuki

Introduction

The framework in which Japan's monetary policy will be imple-
mented in the 1990s will be different from that in the 1980s at |east
in threerespects. First, thefinancia restructuring proceeding today,
accompanied by financial innovation, deregulation, and reregulation,
will have advanced further. Second, thefinancia globalization with
the result of increasing external -impacts on the domestic financial
variableswill have developed further. Third, the role of the yen as
an international currency and therole of the Japanesefinancia system
as an international financial center will have increased.

So, discussions on Japan's monetary policy management in the
1990s should include the following three perspectives. First is the
question of how financial restructuring, accompanied by the com-
pletion of interest rate deregulation and further progressin securitiza-
tion, will changetransmissionchannelsof policy effectsand monetary
policy procedures. In my view, the interest rate effects and wedlth
effectswill become moreimportant in the 1990s, while effectsthrough
credit availability will decline.

Second is how the Bank of Japan will respond to increasing exter-
na impacts on interest rates, asset prices, and other transmission
variables under circumstances where the world's three major inter-
national financia centers (the United States, Japan, and Europe,
especialy the London market) will integratefurther and interest rate
arbitrage among them, through foreign exchange markets, will
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become even more active than at present.

Third is relations with theinternational monetary system. Despite
further progressin financia globalization, atri-polar currency system
with the currency areas of North America, integrated Europe and
Japan will prevail in the 1990s. Among thetri-polar currency areas,
the floating exchangerate system will continue. Therefore, the ques-
tion of how to harmonize autonomy in monetary policy in each area
and international cooperation between the United States, Japan, and
integrated Europe centering on West Germany will continue to be
a mgor issue.

The impact of financial restructuring
Transmission channels of policy effects: present and future

Asisthecasefor other mgor industrial countries, the starting point
of transmission channelsin Japan is the impactsof policy measures
upon money market rates. The Bank of Japan managescall ratesand
bill discount rates, which are overnight or a few weeks' interbank
money rates, through its daily market operations and credit ration-
ing at the Bank's discount window. It aso intervenes to the open
money market of one- to six-month termsthrough market operations
of short-term government securities and commercia papers (CP) and
government bond repurchasing dealings.

Policy effectsare transmitted to nominal aggregate demand from
money market rates, which are subject to the impact of the Bank of
Japan's policy measures, through thefollowing four channels. | will
describe them by using an example in which interest rates rise.

First, theincreasein the interbank money rates brought about by
operations of the Bank of Japan reduces the marginal profitability
of additional loansto customersand increasesthe profitability of port-
folio investments on short-term money market assets for deposit
banks. Consequently, deposit banks reduce loans and increase net
lendings in the interbank money markets. In this case, the supply
of fundsin theinterbank market will increase, but this will be offset
by the Bank of Japan's selling operations. This change in portfolio
management follows from thefact that theloan rates of deposit banks
arelessflexiblethan theinterbank rates becausethey are significantly
influenced by interest rates on their liabilities, which are, in turn,
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based moreor less on regulated deposit rates, and by the considera-
tion of long-term customer relationships. Moreover, theeffect of an
increasein interbank rates on the amount of loans of deposit banks
through this channel is supplemented by the so-called **window
guidance™ (atype of moral suasion by the Bank of Japan), which
isintended to limit the quarterly increases in the total loan volume
of individual deposit banks.

Second, increasesin theinterbank money rates and the open money
market ratesraiseyields on medium- and long-term government bonds
through arbitrage, causing individuasand nonfinancid firmsto make
portfolio adjustmentsaway from depositswith regulated interest rates
to open market instruments and government bondsfor which yields
have risen. Deposit banks thus suffer from outflows of funds in
deposits with regulated interest rates (that is, financia disinter-
mediation).

As a result, credit supply from deposit banks will be curbed. In
this case, the supply of funds to the open market will increase.
However, the Bank of Japan's selling operations will absorb funds
in the open market; besides, small and medium-sized companies and
individuas, which are not able to issue bonds or commercial papers,
cannot raise funds in the market.

Third, increases in various interest rates resulting from rises in
money market rates reduce theexpendituresof the private nonfinancia
sector by raising the cost of obtaining loans or issuing bonds and
CPs, and aso by raisng the opportunity cost of liquidating their finan-
cia assets.

Fourth, the expenditures of the private nonfinancia sector are
curbed by negativewedth effectsas increasesin variousinterest rates
reduce the value of such assets as bonds, equities, and land.

Among these four channels, the first and the second affect credit
availability based on the rigidity of deposit and lending rates. Japan
is presently in thefind stage of deposit rate deregulation. In the 1990s,
all deposit rates will fluctuatein line with money market rates. Today,
lending rates are determined by weighted average of interest rates
paid on funds raised by deposit banks such as deposit rates and money
market rates. In the 1990s, when deposit rateswill fluctuate flexibly
along with money market rates, lending rates will also move fairly
flexibly. Asaresult, thefirst and the second transmission channels
will have to weaken.
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Besides, in the 1990s, themeansof fund raising by Japanesecom-
panies, at home and abroad, including small and medium-sized ones
will diversify and persona financia assets as compared to their
incomes will further accumulate. Therefore, if the credit availabil-
ity of domesticdeposit banks is restrained through the first and second
channels, Japanesecompanieswill beableto raisefundseasly through
domestic and overseasfinancial markets, aswell as through overseas
financial ingtitutions. Individuals, too, will be able to obtain funds
more easily than before by liquidating part of their financial assets.

For these reasons, these transmission channels will no longer be
important in the 1990s.

By contrast, the third and fourth channels will probably become
more important in the 1990s, because not only market rates but all
interest rates including lending and deposit rates will fluctuate flex-
ibly through increased arbitrages with interbank rates and open market
rates under the control of the Bank of Japan. Sincetheasset-to-income
ratioin the private sector isexpected to rise in the 1990s, the wealth
effectsof achangein theasset priceon privateexpenditure will also
be strengthened.

Procedure of monetary policy

With thechangein the relativeimportanceof thetransmissonchan-
nels of the policy effects, the way to implement financial policies
will change in some respects in the 1990s.

First of dl, daily market operations influencing market rates will
become more important, compared with changesin the official dis-
count rateand implementation of **window guidance.” Thisisbecause
deposit and loan rates will be based on money market rates, not on
the officia discount rate. A changein theofficial discount rate will
no longer serveto lead deposit and |oan rates, but will merely follow
interbank rates. It will come to have a symbolic meaning of offi-
cidly admitting theleve of interbank rates. By thesametoken, **win-
dow guidance™ by the central bank will no longer be effective as
ameansof regulating total bank credit because various fund raising
. meansother than domestic bank borrowing (such asissuing CPs and
bondsat home and abroad and borrowing from overseasbanks) will
have to be available for the nonbank private sector.

From such a perspective, the Bank of Japan conducted a reform
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of theinterbank market and made some changesin the market opera-
tion procedurelast November. Whilethere had been alarge volume
of transactionsin billsof more than one month, transactionsin funds
of less than one month had been mainly conducted not in the bill
market, but in the call market. Therefore, the Bank of Japan had
to carry out operationsin billswith two- or three-month maturities.
However, one of thedisadvantages of this wasthat the Bank.of Japan
had to reved to market participantsits viewsconcerning interest rates
two or three months ahead whenever it carried out bill operations.
This is unnecessarily binding to the Bank of Japan, itself, and, if
changed, unnecessarily disturbingto the markets. The primary pur-
pose of market operations should be the adjustment of demand and
supply of short-termmoney on adaily basis. It isbetter for the Bank
of Japan not to indicateitsviewson futureinterest rates. Therefore,
the Bank switched from two- or three-month bills to one- or two-
week billsin its market operations and, as a result, dealingsof bills
with two- to three-week maturities have becomeactive, whilein the
call market, overnight dealings have become the main form.

On the other hand, with respect to noncollateralized call market
dealings, terms had been restricted to less than one month because
Japan hed traditionally adopted collatera requirementsfor most inter-
bank transactions. However, noncollateraized cdl market transactions
had expanded out of the country in the offshore market; they were
eventually permitted in the domestic market in 1985, with regula-
tionson termsof |ess than one month. Since then, such transactions
have greatly increased, and Japanese banks have become fully
accustomed to them. Consequently,in November 1988, restrictions
on termsfor domestic call market transactionswithout collatera were
completely abolished.

Asbyproductsof the money market reform and the new operation
procedure, more brisk interest arbitrage is observed among inter-
bank and open market rates as well as among domestic and offshore
markets, and short-term funds have been recirculated back to inter-
bank markets from open markets and to domestic markets from off-
shore markets. The expansion of the domestic interbank market is
an encouraging sign for the effectivenessof the new bills operation.

In addition to financia deregulationand the new operation pro-
cedure, the determination of the short-term prime rate, which used
to be defactolinked to the official discount rate, has recently become



166 Yoshi 0 Suzuki

based on market rates, and leading banks have already announced
their own primerates. In Japanesecity banks, the proportionof funds
with market determined rates, such as MMCs, CDs and large-
denominationtimedeposits, hasalready hit 70 percent. | expect that
the transmission of monetary policy effects from the new market
operationsthrough flexibly changinginterest ratesin al markets (that
is, the third and fourth channels) is now being strengthened.

Let meturn next to the role of the money stock as an intermediate
target. In Japan, M2+CD is regarded as most important and this
will continue during the 1990s. With decreased importance of the
first and the second transmission channels of policy effectsthrough
credit availability, the character of money as leading indicator of
nomina expenditures and prices would likely dwindle. But it is
unlikely to disappear, though its time lag becomes short. This is
becauseasset transactionswill become activeat thefourth transmis-
sion channel, resulting in an increase in the demand for money, and
later on, nominal expenditures will rise through wedlth effectsaris-
ing from the asset price increase.

When the third transmission channel is looked at in the light of
James Tobin’s general equilibrium approach to asset selection, it is
very likely that an increasein money demand and adeclinein interest
rates will lead an increase in nomina expenditures.

In the 1990s, the money demand function will likely regain its
stability in many countriessince diversification of financial assets,
resulting from financial deregulation and financial innovation, will
passthe peak. In Japan, the money demand function has so far been
relatively stable. This is partly because the schedule of financia
deregulation has been gradual and predictable rather than abrupt, and
partly because the rates of inflation and interests have been fairly
stable rather than volatile, and their changes have been anticipated
to alargeextent. Recently, the Institutefor Monetary and Economic
Studiesof the Bank of Japan has obtained thefollowing findings from
asurvey on money demand in Japan during the 21-year period from
the first quarter of 1968 to that of 1989 using the function of the
error correction model (ECM) type (dependent variable: M2+CD;
on a quarterly basis).

The function obtained by the survey covering the whole of the
above-mentioned period has proved to be far more explicative than
the conventional-typefunctions. And in the function estimated for
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the period up to 1985, the forecast made by extrapolation for the
subsequent three years, 1986 through 1988, has proved to be quite
satisfactory. The statistical verification conducted in parale has
revealed that no structural change arose in the ECM-type money
demand function within the period under review, and that the func-
tion has been fairly stable sincethe mid-1970s.! Thisisanother reason
for expecting surviva of the money stock as an intermediate target
in the 1990s.

Influences of financial globalization

In the 1990s, integrationof thethreeinternationd financia centers—
the U S.financia marketsin dollar terms, Japan's domestic market
in yen terms and its offshore market in dollar terms, and the
Euromarket centering on London—will further progress, and interest
arbitragein these marketsthrough exchangeratesof the U.S. dollar,
the yen and the German mark (or the currency of a unified Europe)
will become more active than now. Hence, market rates, theimpor-
tanceof which asoperatingvariablesof monetary policy isexpected
to increase, will become not only subject to influences of domestic
monetary policy measures but more sensitive to externa financia
shocks than they are presently. In Japan, when viewing a causality
inthesenseof Granger by meansof a VAR modd, thereisaunidirec-
tional causality from exchange ratesto market rates, and thereexists
no reverse causality. We estimatea VAR mode of five variables,
including exchange rate(s), the money market rate (r), the money
stock (M), rea GNP (y), and the GNP deflator (P). In an open
macroeconomy with floating exchange rates, it is usualy assumed
that causality runsfromr to s, and then from s to y through changes
in exportsand imports. However, our resultsfor the estimated VAR
model, which are presented in Table 1, show no causality from r
tos or fromstoy, but they do show a reverse causality from s to
r. It should be added that the causal relationshipsamong r, M, P,
and y are fromr to M, from M to P, from M to y, and from P to

1 Tomoo Yoshida, " On the Stability of Money Demand Function in Japan: Estimation Results
Using Error Correction Model,” The Bank of Japan, Monetary and Economic Studies
(forthcoming).
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y. The causdlitiesfrom r to M and further, fromM to Pand Y, cor-
respond to the four transmission channels aready described. The
causality from P to y suggests the so-called deflationary effect of
inflation, implying that an increasein M might have two results that
largely offset each other: anincreasein y and thedeflationary effect
of inflation. Asaresult, theeffect of anincreasein M ony is uncer-
tain in the long run and the long-run Phillips curve may be nearly
vertical.

Table1
F statistics based on five-variable VAR Model forr, M,y, P,and s
Ind. '
Dep. r M Y P $ Causality
r 117.146** 0.409 0.277 2.741* 6.204** s
M 5.801%* 26.495** 0.946 0555 0.911 ‘
Y 0.277 5.589* 3.637* 5.915** 0.080 /r\
P 0.745 6.048** 1,957 25.346** 0.802 M P
s 0150 0.207 0.122 0.315 4.185* \y/

r: weighted average of call and bill rates; M: money stock (M +CDs);
y: rea GNP; P. GNP deflator; s. exchange rate.

Notes: 1. Period: from the 2nd quarter of 1973 to the 2nd quarter
of 1988.
2. All variables are percentage increases over the previous
quarter.
3. Lag length of theestimated VAR model is selected by the
minimum AlC.
4. **(*) indicates that F-valueis significant at 1(10)%.

How should we interpret the causality from s to r in an open
macroeconomy model of Japan? First, sincethe start of the floating
exchange rate system, the yen-dollar exchange rate has moved
exogenoudy rather than endogenoudly for the Japanese economy.
The first and second oil shocks caused depreciation of the yen; the
high U.S. rea interest rates in the first haf of the 1980s brought
some appreciationof thedollar, but thistrend has been reversed much
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more by theinternational policy coordinationamong leading industrial
countries since the Plaza Accord of September 1985. The Bank of
Japan has reacted to the yen's depreciation (or appreciation) by rais-
ing (or reducing) short-term interest rates. In other words, the
estimated causality from sto r indicatesthe reaction function of the
Bank of Japan to the exogenous movements in foreign exchange
markets.

Second, the Bank of Japan recognizes the effect of interest rate
policy upon exchange rates and has sometimes manipul ated short-
terminterest rates in order to rectify the misalignment of exchange
rates, asit did, for example, with the sharp risesof market ratesin
mid-1982 and in 1985 after Plaza Accord until the end of the year.
However, the effect of thistype of active interest rate policy on the
exchange rate objectives has been overwhelmed, on theaverage, by
that of defensiveinterest rate policy generated by the Bank of Japan's
reaction function.

The remaining question is why no relationship exists between s
and y. Although the yen's appreciation (or depreciation) has brought
about either decreased (or increased) current account surpluses or
increased (or decreased) deficits, there have been offsetting changes
in domestic demand since 1975, ascan beseenin Chart 1. We under-
stand that the falls (or rises) in short-term interest rates have con-
tributed to the increases (or decreases) in domestic demand. In other
words, we have experienced akind of reswitching between external
and domestic demand, and the economy hasawaysfollowed the stable
growth path since 1975 except for two periods. the worldwidereces-
sion following the second oil crisis in about 1982 and the high-yen
recessionin 1986. This has been possiblein Japan because real wages
in the Japanese economy are almost as flexible as in the Classical
School textbook model and becausethe money growth rate has been
stable since 1975, so that the economy has been on the stable
equilibriumgrowth path, except for thosetwo periods, accompanied
by the real crowding-out between external and domestic demands.?

In the 1990s, though falls (or rises) in overseasinterest rates will
cause appreciation (or depreciation) of the yen, which will, in turn,

2 Yoshio Suzuki, Japan ’s Economic Performance and International Role, Chapter 1, " Price
Stability and StableGrowth under the Floating Exchange Rate System™ (Univer sity of Tokyo
Press, 1989).



170 Yoshi 0 Suzuki

Chart 1

Growth Rate of Real GNP and Contribution of the
Two Componentstoit, asYear-to-Year Changes
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Emperor's 60-year regn.

induce falls (or rises) in interest rates with the result of switching
from external to domesticdemand (or viceversa), the Bank of Japan
will implement its policy in order to control market ratesand money
stock on such aleve that it could maintain domestic price stability
by stabilizing the total of external and domestic demands.

The international currency sysem and
its implication for monetary policy targets

Is Japan's monetary policy inthe 1990s, which will aim at domestic
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price stability asafina goal, cons stentwith theinternational monetary
arrangement?

Inmy view, atri-polar currency systemin thefollowing sensewill
have prevailed by the mid-1990s. In Europe, EMS will have suc-
ceeded in creating a unified currency. In North America, the United
States and Canada will continueto havea U.S. dollar zone. In Asa
and the Pacificarea, theyen's roleas an international currency will
haveincreased, but the U.S. dollar will still be widdly used. So, no
country yet will conduct its monetary policy in order to stabilizethe
exchange rate of its currency vis-a-vis the yen.

In this sense, an international yen areawill not have taken shape.
The yen area will still be limited to Japan. Nevertheless, since the
Japanese economy will havegrown further and its dependence upon
international trade in terms of the ratio to GNP will be larger than
that of the United States, Japan's weight in internationa trade and
capital transactions will be so important that the yen area could be
called thethird largest currency area, even if it islimited to Japan.

Thecommon challengeof theworld inthe 1990sis, withthe U.S.
dollar, the unified European currency, and the yen as international
currencies, how to makethedomestic stability in each currency area
compatiblewith the stability of exchange rates whilemaintaining free
trade and free capital movements in the world under the floating
exchange rate system.

In my view, judging from the bottoming-out of the U.S. dollar's
valuelast year and its rebound this year, and steady contraction of
theratioof theU.S. current account deficit to GNP, a medium-term
adjustment of the exchange rate misalignment since the Plaza Accord
has dready finished. If each pivota country in these three currency’
areas—the United States, Japan, and West Germany for now —carries
out the policy outlined below, and if the following policy coopera-
tion is realized among the G-5 or G7 including these three coun-
tries, neither medium-term misalignment of exchange rates nor
intolerablecurrent account imbal anceswould occur among these cur-
rency aress. .

First, on the domestic front, tri-polar countries should manage a
rule-oriented, predictable macroeconomic policy. Such apolicy con-
sistsof a monetary policy which emphasizes money growth as the
intermediatetarget and givestop priority to domestic price stability
asthefinal goal, and afiscal policy which continuesfiscal consolida-
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tion (steady contraction of budget deficits aiming at a balanced
budget). Besides, in the case of Japan, it should step up the struc-
tura shift to a domestic demand-led economy.

Onthesideof international policy cooperation, it isnecessary, first
of all, to have common international understanding as to the means
of policy coordination. While joint intervention in the exchange
marketsis a means of preventing excessive short-term fluctuations
of exchange rates stemming from psychological factors, it is not a
means of controllingthelevel of exchangerates. Advisable measures
toinfluencethelevel of foreign exchange rates are described below.

Monetary policy coordinationcan influenceforeign exchange rates
in the short term through manipulation of interest rate differentials.
However, its scope should be limited becauseit should be assigned
primarily to domestic economic stability. If the central countriesin
the three polar currency areas pursue stability of exchangerates at
the expense of domestic economic stability, the tri-polar currency
system will be shaken altogether as confidencein domestic economic
stability declines.

A medium-tern misaignment of exchange rates should be avoided
by fiscal policy coordination and measures affecting the economic
structure. As these measures are deeply intertwined with domestic
politics, therealizationof such coordinationhasto take along time.
While coordination of monetary policiesis sometimes necessary as
ameasureto play for time, the basic meansfor avoiding the medium-
term misalignment of exchange rates should be fiscal policy coor-
dination and economic structural policies.

Second, in order to prevent the three currency spheresfrom form-
ing protectionist economic blocs, policy coordination among the
United States, Europe, and Japan should be enhanced. Mgjor acid
testsin the near future will be the relationship of the EC with non-
EC countriesstemming from the European integration by 1992 and
negotiations between the United States and Japan, and other related
countries, over the Super 301 of the U.S. Omnibus Trade Act of 1988.

Third, the relationship between Japan and its neighboring coun-
tries might be tightened. Although we use the term, **the tri-polar
monetary system,"" the yen will be used mainly in Japan; However,
it isonly a matter of time before Japan replaces the United States
as the largest trading partner of other Asian and Oceanic countries,
asthe United States and Japan adjust their current account imbalances,
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At the same time, there has been a structural increase in Japan's
importsof industrial products from other Asian countriestriggered
by the enormous appreciation .of the yen.

Asaresult, intraregional tradein Asiaand Oceaniawould sharply
exceed trade with the United States and this region would form the
third trading area next to Europe and North America. With these
developments, yen-denominatedloansfrom Japan will increasefur-
ther and the yen will be used more frequently in international goods
and capital transactions in this region. However, it is unlikely that
Asia and Oceania will form a currency area as closely tied as in
Europe, since the countriesin this region are at diverse stages of
industrialization and their cultural and historical traditionsare dif-
ferent. Nevertheless, if Japan's neighbors choose that option, Japan
should be prepared to offer the yen and itsfinancial market asinter-
national public goods for them, and to become an anchor for the
stability of neighboring economieswho could then stabilizetheir own
currencies exchange rates vis-a-vis the yen.
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Europe 1992
Some Monetary Policy Issues

Robin Leigh-Pemberton

Some dates do rather morethan identify apoint in time. They come
to stand for acombination of historic developmentsthat would other-
wise defy simple description. The year, 1992, is just such a date:
it symbolizesthe determination of the European Community to weld
itself into a single market, without internal barriers.

| want to say afew wordstoday about what this meansfor central
bankers, but | shall also range more widely as the 1992 project has
been accompanied by an important debate on the possibility of
economic and monetary union in Europe. This debate has aready
been fairly emotive, partly becauseit is colored by different views
on the desirability of ultimate political union and partly because it
raises issues concerning economic sovereignty, not least of which
is whether we would have to give up our individua currenciesand
monetary policies. | shal try to avoid the moreemotive aspectsthis
afternoon. Rather, | want to use the opportunity of being here in
Jackson Hole to consider what lessons the United States can offer
Europe in the field of monetary arrangements.

Monetary policy in a European marketplace
Let me begin with some observations about the broad economic

and financial background to the 1992 project, as it is essential that

This paper was presented as the symposium's luncheon address.
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the ingtitutions and instruments of monetary policy be designed to
work with the grain of market redlities and not againgt it.

As| am sure you are all aware, far-reaching changes are under
way in the lega and regulatory framework of financial marketsin
Europe. By the end of 1992, financial institutions incorporated in
one member state will be able to conduct business throughout the
community. Capital movements, already largely free, will by then
be entirely so. And the way should be open for free competition among
financia institutions from both inside and outside the community.
Despite someinitial fears, it is, | hope, now clear that in the field
of financia services, we will have amost the opposite of what has
been caricatured as “‘Fortress Europe;™* we will have**Market Place
Europe.”” The scaeof the changeswill be o great that inan American
context it would almost be as if nationwide interstate banking and
the repeal of the Glass-Steagdll Act were to be effected at the same
time.

Meanwhile, goods markets will become even moreintegrated, and
the remaining professiona and administrative barriers to labor
mobility will be eliminated. Goods, capital, and labor will be able
to moveasfreely between the member states of the European Com-
munity as they can around the United States, although it will, of
course; take time before that freedom is fully exploited.

Finally, there will be a significant development in the monetary
field because, within afew years, the currenciesof al member coun-
tries will participatein the Exchange Rate Mechanism of the Euro-
pean Monetary System.

Asaresult of all thesedevelopments, Europe will increasingly have
to be seen as a single economic and financia area. This will have
important implicationsfor the autonomy with which individua Euro-
pean countries can conduct monetary policy and a so, taken together
with the globalization of markets and the integration of the world
economy, for Europe's financial relationswith the United Statesand

Japan.
Goals of monetary palicy
It is perhaps, therefore, moreimportant than ever that we should

be clear about our monetary policy objectives. Thefirst and over-
riding goa must, of course, be the establishment and maintenance
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of price stability. Thisis one of the greatest services that finance
can render industry —or at any rate, instability is certainly thegreatest
disservice. History a so suggeststhat the credibility of the authorities
commitment to price stability is a valuable resource that is easier
to squander than to reacquire.

A second objective is exchange rate stability, which | put second
because, to my mind, it hasto be seen asfollowing from acollective
achievement of the first objective, and not asagoa that is indepen-
dently attainable. Our immediate am is to achieve and sustain
exchange rate stability within Europe. On a global scale, interna-
tional cooperation in the management of exchange rates between the
three major economic groupings—Europe, North America, and
Japan—has made significant advancesin recent years, though we are
still along way short of anything that could be described as exchange
rate stability. In pursuing thisobjective, the monetary policiesof the
three blocs must be consstent and, more particularly, aimed at internal
price stability.

A third objective is to ensure the stability of financial systems. It
has been recognized since at least the nineteenth century that the
macroeconomic goals of price and exchange rate stability can be
undermined if the financia system is unstable. For this reason, al
central banks have developed ways of channelling liquidity to the
banking systemin periods of pressureand the arrangementsfor the
prudential supervision of individual firms have been progressively
strengthened.

| imaginemost of uscould agree, at least in broad terms, on these
goals. The more difficult question is how we can achieve them in
the changing economic and institutional circumstancesof the 1990s.

The road to monetary union

We haveall learned that economicinterdependencelimits the extent
to which asinglecountry, particularly asmall or medium-sized coun-
try, can pursuean independent monetary policy. In Europe, thishas
led to increased coordination of monetary policy decisions and
recently, to callsfor moves to eventual economic and monetary union,
which some see as an inevitable and logical conclusion of current
trends. Thereisfar less consensus, however, on theform such aunion
should take or on how rapidly it would be reasonable to pursueit.
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As you probably know, the Delors Committee saw monetary union
as ultimately comprising asingle Europewidecurrency with asingle
monetary policymaking authority, which it called the European
System of Central Banks. In addition, it envisaged that the arrange-
ments for monetary policy would be supported by mechanismsfor
coordination in the fields of fiscal and regiona policy.

Theingtitutional structurewould have somesimilaritieswith your
own in the United States, in that the overall policy stancewould be
determined collectively—asit is by the Federal Reserve Board and
the Federal Open Market Committee—while policy implementation
(and, more particularly, market intervention) would remain in the
hands of the national central banks. Consideration would, however,
have to be given to how any new institutional structure would be
made politically accountable—aquestion not addressed specifically
in the Delors Report.

Wisely, in my opinion, the committee refrained from expressing
views on the timetable within which monetary union should be
approached and the new ingtitutions should be established. Nor,
significantly, did it make any claim that the model it described was
the only possible model.

Limitations of the U.S. modd

It isat this point that a comparison with the United States can be
instructive. It is sometimes suggested that when interna barriersto
goods and factor mobility have been removed, Europe will be**just
like the United States” and could then benefit from monetary
arrangementson the Federal Reserve model. Put in other terms, the
advocatesof rapid progress toward monetary union suggest that, once
the 1992 program isfully implemented, Europe will bean ** optimum
currency area’" needing a single currency and monetary authority.
This neglects some important practical differencesbetween Europe
and the United States, however. In at least four respects, Europeis
much farther away than the United States from being an optimum
currency area.

In the first place, the degree of integration in goods markets is
significantly lower in Europe. Despitethe tremendousgrowth of trade
in recent years, thefour largest European countriesexport only about
10 percent of their GNP to partner countriesin Europe. Thisis signifi-
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cant, but still probably falls somewhat short of the comparablefigure
for regions of the United States.

Second, labor mohility is—and is likely to remain—much lower
than in the United States. The European Community is probably even
more culturaly diverse than the United States, and while, in my view,
this has many benefits, it doesobvioudy limit labor mobility. In con-
sequence, labor isless ready to movefrom placeto placein response
to devel opments requiring economic adjustments, and other adjust-
ment mechanisms have to bear more of the burden.

A third differenceliesin thelack of fiscal instruments to cushion
the cogts of adjustment to economic disturbances. In the United States,
incometax and national socia security provisionsact to some extent
as automatic mechanismsfor transferring resources from richer to
poorer regions, and from those with high to those with low employ-
ment. No such automatic fiscal mechanismsexist at the community
level in Europe.

Thefourthdifferenceliesin thedisparaterelative sizesof thecen-
tral and regional governmentsin the United States as against Europe.
In the United States, federal government spending represents some
25 percent of GDP and is 20 times as great as Californids state
expenditure. In Europe, by contrast, the community's budget repre-
sentsonly just over one percent of community GDP and isonly one-
tenth of the expenditure of West Germany.

What do these differences mean for the process of economic and
monetary union in Europe? In thefirst place, they suggest to me a
need for gradualismand pragmatism. Consider the role of goodsand
factor mohility. Thisisessentia to the successof acommon monetary
area, since it provides the means by which disturbances in demand
or pricesin individua regions are spread throughout the union. In
other words, it isasafety valve againgt theintensification of localized
inflationary or deflationary pressures. Europe, as| said, isgradually
becoming more integrated and the degreeof goods and factor mobility
isincreasing, but there are serious economic and political risks in
allowing the process of monetary union to run ahead of integration
in the underlying markets for goods, labor, and capital.

For the same reasons, the business cycles in the European
economies cannot be expected always to be precisely in phase, so
that the monetary policy needed in one part of Europe will, for the
foreseeable future, not necessarily be the same as that needed
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elsewhere. (Thisis, of course, true in the United States also, and
indeed was one reason for the choice of a federal structurefor the
central bank—but theoriginal goal of regional autonomy in monetary
policy has proved unattainable in a union with a single currency.)

Coping with regional differences

If Europeis not yet an optimum currency area, we need to con-
sider how community monetary arrangementsmight take account of
prospectiveregiona differencesin economic conditions. | think three
broad options can be identified. The first would be to allow interest
rates to continueto diverge to some extent ascyclica conditionsvary.
Some such flexibility is, in fact, provided by the existence of fluc-
tuation bands around central exchange rates within the present
Exchange Rate Mechanism and the possibility of realignments.

A second way of coping with different nationa or regional policy
requirementswould be through an intensification of policy coordina
tion. Our collective objective must be to pursue policies which are
consistent with communitywide price stability, taking full account
of the interdependence of individua national economies.

A third option would be to make use of other policy instruments.
| am afraid the Delors Report has been much misunderstood on this
matter. Two of the mechanismsit suggested—fiscal policy coordina-
tion and regional transfers—have been widely criticized. Another
mechanism, competition policy, has been given much less attention
than | believe it deserves. Allow me to elaborate briefly on these
points.

In the Delors Committee, we saw fisca policy as having impor-
tancefor monetary management for several reasons. First, thefiscal
stanceof individua member states has implicationsfor capital market
pressures, and therefore, interest rates, throughout the community.
Second, an inappropriate fiscal/monetary policy mix can make it
harder for countriesto reconcilethe objectivesdf internal and exter-
nal stability. Third, excessivefisca deficitscan lead to unsustainable
borrowing and alossof creditworthiness by the borrowing country.
| believe these are important and legitimate concerns, particularly
given that the individual member states, and not the central com-
munity bodies, carry the main fiscal responsibility. However, neither
| —nor, | think, my colleagues on the committee—saw a need for
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specific and detailed budgetary rules. We were smply expressing
arather straightforward proposition: namely, that the mix of monetary
and fiscal policy isas important in amonetary unionas in an individua
country and that limits, which might be quite wide, should be put'
on the size of individua deficits.

Let meturn now to regional policy. | amn not abeliever in govern-
ment intervention as a means of overcoming regional disparitiesin
incomes or employment for the simple reason that | do not think it
can deliver durableresults. But | am enough of arealist to recognize
that greater economic integration will not necessarily benefit al
regions equally. Within a country like the United States, the effects
of regiona differencesin economic welfare can be partly offset by
the kind of transfers that arise from the national income tax and
welfare system, and ultimately, through inward or outward migra-
tion. Such offsets are, as | noted earlier, less readily available in
Europe and it seemsto melegitimateto ask what mechanismsshould
exist in their place. Indeed, | believe it is incumbent on those who
would like to accelerate the pace of monetary union to explain how
regional disparitiescould be solved satisfactorily in economic terms
and acceptably in political terms.

The third element stressed in the Del ors Report—and the one which
has received too littl eattention—was competition policy. Europestill
has its fair share of rigidities; therefore, 1 believe reforms that
strengthen the role and efficiency of markets can be seen as not only
desirable in their own right, but part and parcel of a move toward
greater economic integration. If rigiditiesin the functioning of markets
can be reduced or removed, natural adjustment mechanismswill be
more effective and exchange rate adjustment will become less
important.

My remarks this afternoon have ranged quite widely over some
of the issuesthat will be presented by the 1990s. As central banks,
we have long recognized that our freedom to conduct an indepen-
dent monetary policy is constrained by the economic and financial
linksthat bind our countriestogether. Theseconstraints havetypicaly
been greater for small countries than for large ones, although in
Europe we now redlize that even countriesthat are large in a Euro-
pean context may have limited freedom to formulate policies
independently.

Growing economic and financia integration in Europe in part
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reflects similar trendstaking place on a global scale. The monetary
arrangementsdevised for Europe should, therefore, be compatible
with increasing cooperation betweenthe mgor regionsof theindustrial
and, indeed, the developing world. It will be of key importance for
the world economy in the 1990sthat the three major economic blocs
coordinate their efforts toward price stability, an effectively func-
tioning international paymentssystem, and an open trading regime.
| believethat the 1992 process will make Europe a stronger partner
in dl these endeavors.
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International Dimensions of Monetary
Policy: Coordination Versus Autonomy

Jacob A. Frenkel, Morris Goldstein, Paul R. Masson*

I ntroduction

If each of the major industrial countriesindependently conducted
its monetary policy in astable, noninflationary way, would exchange
market stability emergeas abyproduct? What sacrifice to the ultimate
goals of monetary policy would be associated with the coordinated
pursuit of greater exchange rate stability? How much flexibility of
fiscal policy is necessary to avoid over-burdening monetary policy?
What assistance can be obtained from sterilized official exchange
market intervention, and will such intervention be effective if it is
concerted?Will removal of capital controlswherethey still remain,
as wdll as the more general global integration of capital markets,
restrict unduly the room for maneuver of monetary authorities?\Would
a moderate increasein nomina wage-price flexibility be sufficient
to deal with typical real economic shocksthat might impingeon wider
currency areas? Isthere aneed for an explicit nomina anchor under
managed floating and if so, what form should it take?

None of these are new questions. Y et eventsof the past fiveyears
have underscored their continuing relevance. During this period
monetary authorities of mgor industrial countries have been faced
with the multifaceted task of: (1) containing inflationary pressures

*Theauthorsare economic counselor and director, deputy director, and adviser, respectively,
in the Resear ch Department of the International Monetary Fund. The views expressed are
the authors alone, and do not necessarily represent the views of the IMF.
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at atime of high rates of capacity utilization; (2) promoting a con-
figuration of domestic demand and output growth that would reduce
large current account imbalances among the three major countries,
(3) lending support—via both exchange market intervention and coor-
dinated adjustmentsin interest rates—to G-7 pronouncements on the
appropriate pattern of exchange rates; and (4) preventing the syn-
chronized equity market crash of October 1987 from generating either
widespread financial market failures or adide into global recession.
Moreover, thistall order hasbeen placed against a backdropin which
the rel ationshipbetween monetary aggregatesand income has become
less predictable,! fiscal policy hasevolved according to itsown, slower
biological clock,? and the debt problem of developing countries has
made for an increased sensitivity to thelevel of world interest rates.
Last but not least, monetary authoritiesin European Community (EC)
countries have been engaged in preparations for the single European
market in goods and financial servicesin 1992, and in discussions
regarding monetary union.?

The **international** dimension of monetary policy isthuseasy to
motivate. This paper discusses key aspects of theinternational coor-
dination of monetary policy, with particular emphasis on the role
that exchange rate considerations should play in the larger industrial
countries. The next section seeksto clarify the concepts of coordina-
tion and autonomy; then we consider the objectives of the monetary
authorities, and follow that by explaining why we regard benign
neglect, coordinationaround rigidly fixed exchangerates, and restric-
tions on international capital flows all as flawed corner solutions.
Then we assessthe search for additional policy instruments, including
sterilized official intervention, fiscal policy, and structural policies
(aimed at greater wage-price flexibility). In the subsequent section,
we turn to what we regard as more promising policy strategies, at
least for thelong term. Key elementsof such strategiesincludefocus-
ing monetary policy on price stability (or another domestic nominal
magnitude) in the largest economies; using monetary, fiscal and struc-
tural policiesto correct **bad"* external imbalances at their source;

1 Rasche (1987).

2 Tanzi (1988) providesa discussion of the lags associated with implementing fiscal policy
adjustments in the major industrial countries.

3 Delors (1989).
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and specifying exchange rate commitmentsthat arelooser and quieter*
across currency areas than within them. That section also contains
adiscussion of the role of the International Monetary Fund in the
coordination process. Finally, we briefly survey existing model
evidenceon competing policy options and provide some additional
simulations using a global macroeconomic modd (MULTIMOD).

Coordination and autonomy: clarifying basic concepts

The late Henry Wallich (1984, p. 85) defined coordination as
... aggnificant modification of national policiesin recognition
of international economicinterdependence.”’ Such aconcept of coor-
dination encompasses—but a so goes beyond—the adoption of acom-
mon data base and the exchange of information regarding recent
developmentsand policy intentions. Some writers prefer to reserve
the term "coordination™ for agreements among countriesto adjust
policiesin light of shared objectives and/or to implement policies
jointly; less ambitious forms of interaction are often then labelled
aseconomic ‘'‘cooperation.’’s By analogy, policy autonomy implies
greater independence by each country in pursuit of its objectives.
Almost whatever thedefinitionchosen, internationa policy coordina-
tion has been stronger in the four years beginning with the Plaza
Agreement of September 1985 than during thefirst dozen or o years
of managed floating (1973-85).

In our view, neither coordination nor autonomy ought to be regarded
asobjectivesin themselves, instead, they are better seen asfacilitating
mechanismsfor obtaining better policy performance. Coordination
is basically a mechanism for internalizing the externalitiesthat arise
when policy actionsof some countries, particularly the larger ones,
createquantitatively significant spillover effectsfor other countries.
Autonomy, in contrast, relies on independent decentralized policy
decisions at the national level to achieve policy objectives.

From this perspective, it followsthat coordination and autonomy
are both capable of producing good and bad outcomes depending on

4 That is, not disclosed. See Frenkel and Goldstein (1986).
5 Dini (1988), Horne and Masson (1988), Tietmeyer (1988).
6 Frenkel, Goldstein, and Masson (1988a, 1988b).
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how such mechanismsare applied in practice. Postwar experience
highlightsthe point." During most of itsfirst two decades of opera-
tion, the Bretton Woods system of coordinationacted asaforce for
stability in the world economy.® Under the **implicit contract," the
United States as the center of the system accepted the obligation to
conduct its macroeconomic policiesin a prudent, stable way; it was
also passive about its exchange rate as a solution to the *“N-1 prob-
lem.”" As a conseguence of their exchange rate obligations, other
countries gave up independence in their monetary policies; in
exchange, they received implicit assurance that they would be
importing price stability. The move to floating ratesin early 1973
was, in good measure, a responseto the breakdown of that implicit
coordination contract. Specifically, Germany and Switzerland saw
floating and more autonomy as a way to break out of the vicious
circle of disequilibrium exchange rates, heavy exchange market
intervention, and massive capital inflows—and thereby regain con-
trol of their money supplies.® But autonomy gained is by no means
alwaysautonomy wisaly used. Summarizingthe 1973-84 experience
of theindustrial countrieswith managed floating, G-10 Deputiescon-
cluded that -- . . . the (present) system has not adequately promoted
sound and consistent policies.”’1°

The coordination/autonomy debate is logically distinct from the
other longstanding policy debateon rules versus discretion. We say
thisbecauseit is possibleto envisageboth coordination and autonomy
as being implemented under either a rulesor discretionformat. Kenen

7 The theoretical literature likewise offers cases where coordination can generate good and
bad outcomes. Whereas any single country acting alone may be reluctant to expand when
faced with a global deflationary shock for fear of unduly worsening itsexternal balance, coor-
dinated expansion canloosen theexternal constraint and can permit each country to get closer
tointernal balance. On theother hand, if inflation-prone authoritiesare restrained by the con-
cern that unilateral monetary expansion will bring on a devaluation, a coordinated expansion
will weaken discipline by removing that threat; see Rogoff (1985).

8 solomon (1982).

9 Emminger (1977, p.4) has stated: ** For countrieslike Germany and Switzerland, the main--or
even only —reason why they went over to floating in the spring of 1973 was the necessity
to regain control over their own money supply.”” Suzuki (1989, p. 2) has recently offered
asimilar view: ‘. . . after the adoption of the floating rate system, the Bank of Japan was
able to control money supply moreeffectively and, asa consequence, the growth rate of real
GNP and the rate of inflation became more stable."*

10 This 1985 G-10 Deputies Report is reproduced in Crockett and Goldstein (1987).
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(1987), for one, hasargued for a rules-based approach to policy coor-
dination along the lines of Bretton Woods because it economizes on
the scarce resource of willingness-to-coordinate. On the other side,
there is the formidable difficulty of identifying coordination rules
that are robust to changes in the operating environment."* For
example, by placing all exchange rate changes under international
supervision, the Bretton Woods rules of the game achieved their pur-
pose of minimizing competitive exchange depreciations (ala 1930s);
but these same rules became a liability in the late 1960s and early
1970s when the need arose for greater exchange rate flexibility. The
dialoguein the domestic monetary policy context has had similar over-
tones, with adherents of rules stressing the long-term advantages of
predictable policies and of constraints on unknowing or expansionist
policy authorities, and with champions of discretion citing the need
for flexibility to deal with both short-term disturbances and longer-
term structural changes.!? Thusfar, practiceon both the international
and domestic fronts has come closer to thediscretion pole. Successive
G-7 coordination agreements have featured country-specific policy
commitments and concerted official viewson the pattern of exchange
rates but have not specified a new set of rules for the system. By
the same token, monetary authoritiesin several major industrial coun-
tries have continued to announce and to pay attention to monetary
aggregates but have moved closer to an **eclectic’ approach.

Objectives of monetary policy

The goals or objectives of monetary policy are often stated as price
stability, full employment, and sustainable economic growth. Such
a listing, however, obscures an important shift in priorities and in
approach to policymaking as between the 1980s and the two previous
decades. As documented by Polak (1988), control of inflation has
been elevated above avoiding more-than-frictional unemployment,
and rea output targeting has given way to targeting nominal

11 Goldstein (1984).

12 Changesin velocity have heightened interest in **adaptable™ rules or guidelines that use
longer-term trendsin velocity, as well as potentia rather than actual output; see Hallman and
others (1989).



Tablel
Balance of Paymentson Current Account, 1980-88!

1980 1981 1982 1983 1984 1985 1986 1987 1988
Balance on current account
(In billions of U.S. dollars)
United States 153 816 -6.99 -44.29 -104.19 -112.69 -133.25 -143.70 -126.55
Japan -10.75 477 685 2080 3500 49.17 85.85 87.02 7963
Germany, Fed. Rep. of -13.85-3.57 512 531 9.85 16.55 39.38 4524 4861
(In percent of GNP)
United States 0.06 027 -022 -130 =-276 -2.81 -3.14 =317 =260
Japan -1.01 041 063 1.76 2.78 3.67 4.34 3.63 2.78
Germany, Fed. Rep. of -1.69-0.52 078 0.81 158 2.62 4.38 4.02 402

Source: World Economic Outlook
I Including official transfers.
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variables.'* While controversy exists on which intermediate target
(for example, the monetary aggregates, nominal domestic demand,
interest rates, theexchangerrate, variouspriceindexes, or some com-
bination) will producethe best result under a variety of disturbances,
the bottom lineis that price stability is now widely regarded as the
principal priority for monetary policy.'* Sufficeto say that given the
experienceof thelate 1960s and the 1970s, we regard this reorien-
tation of monetary policy as entirely warranted.

Theissueof what monetary policy should do about current account
and exchange rate developments's has, of course, been the subject
of increased concernin light of the huge imbalances recorded since
1984 by the United States, Germany, and Japan, and of the large
swings—and sometimes, ‘‘misalignment’”’—of the U.S. dollar
throughout thedecade;'¢ see Table 1 and Chart 1, respectively. Here,
a more differentiated approach is caled for.

We reject-both the ""dl current account imbalances should be
eiminated'* view and the *‘current accountsdon't matter” view. Nor-
zero current account positionsarise from a variety of sources, some
of which are "*good™* and require no policy intervention, and some
of whichare ‘“bad’’ and do requireintervention. Thisdistinctioncan
best beillustrated by recalling theidentity that expressesthe current
account as equa to thesum of the saving-investment balancesaof both
the public and private sectors. In this context, it is not difficult to

13 Whileavthoritiesoften continueto provide price and quantity componentsof nomina GNP,
these are typically regarded as ** assumptions'* or forecasts rather than **targets."*

14 One attractive interpretation of such an ordering of prioritiesis that price stability is a
necessary (albeit not sufficient) conditionfor the achievement of other objectives. Greenspan
(1987), for example, has argued that ** . . . the mandate for economic policy in the United
States and elsewhereshould be to maintain the maximum growth in real income and output
that is feasible over the long run. A necessary condition for accomplishing that important
objectiveisa stable pricelevel, the responsibility for which has traditionally been assigned,
in large part, to the central bank . . ."’

15 Current accounts and exchange rates are best viewed as intermediate targets in the sense
that departuresfrom targetscan imply unfavorablefeedback effects on the ultimateobjectives
of monetary policy (price stability, economic growth, and so forth).

16 By " misalignment’* we mean a departureof the real exchange rate from its equilibrium
vaue. Williamson (1985) has estimated that asof theend of 1984, the dollar was overvalued
by 39 percent and the yen undervalued by 19 percent.
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Chart 1
Real Effective Exchange Rates, 1980 - 1989
(1980=100)
160 A B CD E F
A. Plaza Agreement, 9/22/85.
B. Tokyo Economic Declaration, 5/4-6/86.
C. Louvre Accord, 2/22/87.

D. Venice Summit, 6/8-10/87.
E. Toronto Summit, 6/19-21/88.
F. Paris Summit, 7/14-16/89.
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envisage several kindsof benign imbalances.!” Oneis an imbalance
that arisesfrom reversible, intercountry differencesin the age distribu-
tion of the population. Such demographic differencescan beexpected
to yield different life-cycle-induced private savings patterns which,
if not paralleled by differing domesticinvestment opportunities, will
find their reflection in current account imbalances. Y et thereis no
presumption that these underlying private saving decisions are sub-
optimal. Consumption-smoothing of a temporary terms-of-trade
shock, and private investment booms that make investment in one
country more productivethan el sewhere, are other examplesof good
imbalances. In such cases, international capital markets are playing

17 Dornbusch (1988) provides a more complete catalogue and analysis of alternative types
of "*good™* and **bad"* imbalances. The samelogic separating”*good'* from **bad"* imbalances
can beused, asin Frenkel (1985), to assessthe relativemeritsof fixed and flexibleexchange
rate regimes.
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their intended function of optimally alocating saving. Contrast this
with the situationwhere the government is borrowing abroad primarily
to financea consumption spree and where, therefore, an unsustainable
net liability position is being established.'® When it comes time to
pay the piper, there will need to be adjustments—probably sharp
ones—to absorption and to relative pricesthat arelikely to be costly
to thecountry and toitstrading partners.!® Here, the current account
imbalanceobvioudy " matters™ and thereisastrong casefor remov-
ing the imbalance at the source by reducing government borrowing
and/or spending.2® Other examples of “'bad’' * imbalancesare those
arising from tax considerationsthat distort pretax redl ratesof return,
or from "*market failures™ of various sorts (including ones where
the present generation in its saving decisionstakestoo little account
of the interestsof future generations, or where private saving and
investment decisions are made on the basis of market pricesthat do
not reflect ** fundamentals').

A strong implicationisthat one needsto know theorigin of acur-
rent account imbalance before one can decide both if it needs cor-
rection, and if so, how to correct it. This, in turn, points up thelimita-
tions of simple**assignment rules™ .that specify how monetary and
fiscal policy should be assigned to interna and externa balance’ —be
it on the basis of the size of respective impact multipliers from
econometric or theoretical models,22 or on the basis of the relative
flexibility of the instruments. Since these assignment rules cannot
distinguish the sourceof thedisturbanceto the current account, they

18 We abstract here from the issue of ** Ricardian equivalence."* If such equivalence holds,
then the government's saving-investment imbalance will have no inter-temporal effects; in
that case, the current account imbalance would still be **benign.**

19 The kind of adjustments necessary, and their growth and inflation implications, are often
referred to as the "*hard landing™* scenario; see Marris (1987). See also Lamfalussy (1987).

20 Another relevant factor, more political than economic, is that large and persistent current
account imbalances— whatever their source—may incite protectionist pressures.

21 A shortcoming of all such simple assignment rules is that they assume no coordination
between monetary and fiscal authorities within a country. Once such coordination is admit-
ted, monetary and fiscal policies can together pursue internal and external balance.

22 The principle that a policy instrument should be assigned to the policy target on which
it hasthe greatest effect isfrom Mundell (1960). Boughton (1988) and Genberg and Swoboda
(1987) have used it to argue that, under floating rates, fiscal policy should be assigned to
external balance and monetary policy to internal balance. Thisisthe reverse of the more tradi-
tional assignment, asdefended in Williamson and Miller (1987). Using a Mundell-type model,
Frenkel (1986) shows that the appropriate assignment depends on the degree of capital mobility.
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run the risk of barking up the wrong tree.?* Suppose, for example,
that there is a shock that increases the rate of return to investment
and that, subsequently, the country runsa current account deficit.24
Suppose further that monetary policy isassigned to maintaining cur-
rent account balance. In that situation, tighter monetary policy could
inappropriately choke off a sustainable investment-led increase in
economic growth.2’ Take another example, thistime where household
saving istoo high because of the existence of a favorable tax incen-
tive, and wherefiscal policy isassigned to external balance. In this
situation, the policy response to a current account surplus may be
an increasein government expenditures that entirely missesthe root
causeof the problem. Therevill, of course, be situationswhereeither
it isdifficult to identify the source of the imbalance, or where the
imbalance cannot be corrected at the source. Onethen entersthedip-
pery world of the second best wherea choice has to be made either
to leave the imbalance alone or to make compensating adjustments
at other than the source of the problem. Such situations are best
handled on a case-by-case basis.

Lest there be any misunderstanding, we do not see benigninfluences
asdominant in thelarge existing current account imbalancesfor the
threelargest industrial countries. In particular, whilethere are demo-
graphic and other structural factors involved, we regard the U.S.
current account deficit as a **bad™* deficit that should be reduced
substantially, primarily through fiscal consolidation. We smply note
that despitelarge net capital inflows, U.S. investment as a ratio to
GNPisat ahistoricaly low level;2¢ that even at thislow investment
ratio, investment still exceeds U.S. national saving by roughly 3 per-
cent of GNP; and that thisfall in national saving reflects both larger
government deficits and lower private saving.?’

23 The problem is analogous to that encountered in trying to choose between interest rate
and money-aggregate targeting, or between fixed and flexible exchange rates, on the basis
of the dominant sourceof disturbances; see, for example, Poole (1970), Frenkel and Aizen-
man (1982), and Aizenman and Frenkel (1985).

24 Theinvestment'shock could, for example, taketheform of adiscovery of anatura resource,
or technological advances that increase the productivity of capita in that country.

25 |mplicit here is the assumption that the country is earning a rate of return that exceeds
the rate of interest paid on borrowed funds.

26 See IMF (1989), Supplementary Note 2.
27 See Bosworth (1989) and Feldstein (1989b).
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So muchfor current accounts. We turn next to the role that exchange
rate stability should play-in the design of monetary policy —anissue
that will be occupying us for much of the remainder of this paper.
At this point, it is enough to make two distinctions.

Oneis between countries with and without strong anti-inflationary
credibility. For the former group, there can be a good justification
for pegging to the currency of a country with an established reputa-
tion for price stability asameansof disciplining both the authorities
and the private sector. If credibility can be so established, it will induce
changes in the structure of the economy, including in the elasticity
of capital flows and in the wage-price determination process.28

In this situation, exchange stability is not in conflict with the
objective of price stability; in fact, it becomes the means by which
the low-credibility country establishes a nominal anchor to achieve
price stability. Credibility for such a " hard currency** policy is not
likely to be achieved costlessly or instantaneously. For example, if
a change in the real exchange rate is needed, it must be achieved
by areduction of costsand pricesin thelow credibility country. Where
there are labor market rigidities, this will involve output losses and
higher unemployment. Y et the credibility of the authorities and of
the exchange rate commitment depends on convincing the private
sector that the authorities are willing to bear those costs. Still, when
all issaid and done, the costs of disinflation could well be lower than
with aternative strategies.??

A classic illustration of this monetary policy strategy is provided
by the EM S experience of the early 1980s. Since disinflation was
then the top priority in virtually al EMS countries and since Ger-
many had the best reputation for pricestability, there was a com-
monality of interests in trying to converge to the German inflation
rate. Monetary policy in Germany thus served as the anchor of the
system. While to date there have been 11 realignments (since the
beginning of the EM Sin 1979), none of them hasresultedin arevalua-
tion relative to the deutsche mark, thus leaving Germany's reputa-

28 See Kremers (1989).

29 In thisconnection, the relevant comparison is not just the difference in inflation behavior
since 1979 between, say EM Sand non-EM Scountries(for example, see Callins [1987]), but
also what have been the costs of disinflation in countrieswith and without a hard currency
policy (for example, see Giavazzi and Giovannini {1988b}).
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tion as an exporter of credibility intact; also these realignmentshave
usually not provided full compensation for past inflation differentials
—s0 that the resulting real appreciation for higher inflation coun-
tries acts as disincentive to inflation.

As Poehl (1987, p. 8) has put it succinctly, < . . . credibility is
the capital stock of any central bank.”” When a central bank doesn't
have it, there can be advantages in tying its hands. Paradoxically,
what looks like less autonomy in monetary policy can, in reality,
be more. Thisisaso relevant to discussions about a European cen-
tral bank. If to convincethe marketsof the credibility of a hard cur-
rency policy, weaker-currency countries haveto follow every interest
ratechangeof the stronger-currency country, theformer may actualy
increase their effective degree of autonomy within a central institu-
tion where they have some influence on the stance of a common
monetary policy.

The second distinction worth emphasizing is between well-behaved
and misbehaved foreign exchange markets. Here, thefocus shiftsfrom
using exchange rate objectives to discipline policies to using them
to discipline markets.

Recall that early advocatesof floating exchange rates assumed that
speculation would be stabilizing. Faith in that proposition has been
weakened somewhat by the development of modes of profitable
destabilizing speculation,3® by studies showing that most activity in
foreign exchange markets represents interbank trading at short
maturities, ! and most of all, by episodesof exchangerate movements
that seem to be unrelated—or even counter —to ‘‘fundamentals.’’32

Thefailureof stabilizing speculationto liveup to its advance bill-
ing makes it imprudent to adopt a strict **hands of f* approach to
foreign exchange markets—particularly sincethe real exchangerate
issuch akey relative pricefor resource alocationin advanced market
economies. At the sametime, wethink it hasyet to be demonstrated
that speculativeexcessesand serious misdignmentsarethe rule rather
than the exception, or that improved macroeconomic policy perfor-

30 Theliteratureon rational " speculativebubbles® and on " noisetrading” is relevant; see
Blanchard (1979) and Frankel and Froot (1987).

31 see Dornbusch and Frankel (1987).

32 s0lomon (1988) singles out the late 1984 to February 1985 and early 1989 periodsasones
where the U.S. dollar was moving counter to fundamentals.
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mance would not favorably influence speculative behavior in these
markets—without going al the way to continuous management of
the exchange rate via monetary policy and publicly announced
exchange rate targets.? To draw an analogy, it is one thing when
handling flammable materialsto exercise caution and to have awell-
maintained sprinkler system in place to deal with accidents. It is
another to have the water spraying down 24 hours a day.

False corner solutions

Even if monetary authoritiesin thelarger industrial countrieswere
in perfect agreement about their objectives, they would still need to
addresshow these objectives should be pursued. In this section, we
anayzethreedternative policy strategiesand explainwhy we regard
each of them as undesirable.

The first one is independent pursuit of (monetary) policy objec-
tives, with benign neglect of theinternational repercussionsof nationa
policy decisions. There would presumably still be international
cooperation via ‘“ . . . exchanging information about current and
future policy decisions,”” but little beyond that.3¢ The underlying
premise, likethe working of the invisible hand under pure competi-
tion, isthat aglobal optimum is best reached by independent, decen-
tralized policy decisions. Our disenchantment with this strategy is
based on four arguments.

First, this policy strategy pays too little attention to potentia
**beggar-thy-neighbor** practices. Unlike the atomistic agentsof the
competitivemodel, larger countriescan exercise gppreciableinfluence
over prices, especialy the real exchange rate.3% As such, one can-
not rule out manipulation of pricesto their own advantage and at
theexpensedf others.3¢ Under floating rates, amix of tight monetary

33 For anevaluationof theoverall performanceof foreignexchange marketsin the post-Bretton
Woods period, see Frenkel and Mussa (1980) and Frenkel (1981).

34 Fddstein (1987).
35 Cooper (1985, 1987), Fischer (1987).

36 Tobin (1987, p. 68) expresses asimilar sentiment: *“ . . . butin its (coordination) absence,
| suspect nationalistic solutionswill be sought —trade barriers, capital controls, and duad exchange
rates. War among nations with these weapons'is likely to be mutually destructive. Eventualy,
they, too, would evoke agitation for international coordination."*
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and loose fiscal policy will produce an appreciated currency which
enhancesa country's own disinflation efforts—but at the expense of
disinflation efforts of partner countries. Coordination is a way of
discouraging such beggar-thy-neighbor practices.

Second, thisoption givesinsufficient weight to a reasonabledegree
of (real) exchange rate stability as apublic good that can be under-
supplied if somelarge suppliersact in adecentralizedway. Onedoes
not haveto bean advocate of fixed rates to concede that decentralized
policy decisionswhich inducelarge and unpredictablechangesin redl
exchange rates create international external diseconomiesfor other
policy authorities, as well as for private economic agents. Firms,
for example, may hedge against such uncertainty by investing abroad
across currency zones even if it means sacrificing cost and scale
advantages associated with exporting from what would otherwisebe
the lowest cost location.” It is for this reason that even some sup-
porters of largely decentralized policymaking see a need for some
concession to coordination. Corden (1986, p. 431), for instance, con-
cludesthat, "'. . . each country benefits the other by maintaining
relatively stable policies which will minimize real exchange rate
changes in either direction. Coordination consists.essentially of a
reciproca agreement to modify policiesthat generatereal exchange
rate instability.”’

Third, the benign neglect approach underestimates the contribu-
tion that coordination can make to achieving a country's own
objectives—either by providing it with a counterweight to pressure
from domestic pressure groups, or by restraining through peer
pressure misguided policy actionsof partner countries. On thelatter
count, we agree with Williamson's (1988, p. 4) assessment that
‘... prudence demands that a country retain the right to opt
out . . . if therest of theworld isgoing off course. But it is better
till to be part of a functioning system which gives some assurance
that the rest of the world will not veer off course.*

Finally, the benign neglect approach overestimates, we think, the
effective degree of autonomy that exists in today's interdependent
global economy. Not only have simple ratios of imports or exports
to GNP increased from levels of the 1960s but capital markets have

37 Cooper (1988)
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also become more integrated. Openness by itself places constraints
on the conduct of monetary policy regardless of the exchange rate
regime chosen. *® The exchange rate regime influences the form that
these constraints take.*® Under fixed exchange rates and high inter-
national mobility of capital, authoritieslose control over the money
supply, that is, over the instruments of monetary policy. Flexible
exchange rates permit control over the money supply but also imply
more rapid adjustment of exchange ratesand prices to money supply
changes, as well asa sensitivity of current exchange rates to expec-
tations of future policy action; this constrainsthe ability to influence
some targets of monetary policy (for example, the level of real out-
put).4°

Nothing we have said contradicts the contribution that ** putting
one's own house in order** can make to greater exchange market
stability. We question not whether this is a necessary condition—
but rather whether it is a sufficient condition. Similarly, we do not
see coordination as preventing countries from pursuing policies that
areintheir own best interest” or as substituting for them; we instead
argue that this " best interest™* should take account of the spillover
effects of domestic policy choices. To be sure, there are obstacles
to coordination, ranging from intercountry differences of view about
how the world works, to treatment of certain policy instrumentsas
objectives in themselves. Some of these obstacles are also present
in the domestic context, while others can, wethink, be reduced over
time. 4!

A second policy strategy could be coordination around a set of
fixed (or adjustable) exchange rates, that is, bringing back Bretton
Woods or expanding the EMS. Again, we do not see this strategy
asfitting the bill —at least not for the larger industrial countries with
good anti-inflationary credibility.

To begin with, such a fixed (nominal) rate strategy is unlikely to

38 Duisenberg (1988, p. 40) offersan even stronger verdict: ¢ . . . it isan illusion to think
that, in theabsenceof an exchangerate obj ective, domestic policies would be free from con-
graints. In fact, the choiceis to accept the policy constraintsbeforehand or to facethe more
damaging consequences when they are ultimately enforced by the market."

39 Frenkd and Mussa (1981).
40 Frenke (1983) and Feldstein (1989a).

41 Theseobstaclesto coor dinationare discussed morefully in Frenkel, Goldstein and Masson
(1988a).
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produce enough flexibility in real exchange rates to accommodate
typica changesin rea economic conditions, including permanent
changesin theterms of trade, secular intercountry differencesin rates
of productivity growth, and long-term shiftsin saving and invest-
ment propensities.*? In theory, the required adjustment in real
exchange rates could come just as well from adjustmentsin nomina
wages and prices with fixed nominal exchangerates. But in practice
the™ " stickiness™ of nomina wagesand pricesmakesit morerealistic
to get most of the job done by allowing the nomina exchange rate
to adjust.43

Second, our ability to identify the equilibrium real exchange rate
is subject to wide margins of error. In our paper presented at last
year's Jackson Hole symposium,** we outlined the limitations of tradi-
tional approaches to estimating equilibrium rates (ranging from
purchasing-power-parity to the underlying-balanceapproach). This
arguesfor eschewing narrow exchange rate bandsand for challeng-
ing the market only when differencesbetween official estimatesof
the equilibrium rate and the market rate are **large.”

A third difficulty isthat exchangeratetargetsare better for disciplin-
ing errant monetary policies than errant fiscal policies—yet the lat-
ter have often been the real culpritsin recent adjustment problems.
In fact, exchangerate targets can even send the wrong signd for fiscal
adjustment;** for example, when fiscal expansion prompts the cur-
rency to appreciatetoward the top of the band, it sendsasignal for
looser monetary policy, thereby inappropriately **monetizing™* the
deficit.4¢

A fourth shortcoming, hinted at earlier, isthat rigid exchangerate
targets would divert monetary policy too often from its primary

42 |f exchangeratesare fixed in nominal terms, they would also need to be adjusted periodically
to compensate for inflation differentials.

43 Frenkel and Mussa (1980).
44 Frenkel and Goldstein (1988by).
45 Frenkel and Goldstein (1988a).

46 See Frenkel and Goldstein (1986). It is no coincidence that second generation target zone
proposals (for example, Williamson and Miller {1987]) contain a fiscal policy rule, whereas
first generation proposals spoke only of monetary policy. Note also that the Delors Report
(1989) sees the need for binding cross-country rules that impose upper limitson budget deficits
of individual countriesand preclude access to direct central bank credit—andthisin addition
to closer monetary coordination and greater fixity of exchange rates.
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responsibility of promoting internal balance. There will, of course,
be periods when internal and external considerationspoint monetary
policy in the same direction.4? But when the two conflict, the inter-
nal target should almost always take precedence. As Schlesinger
(1988, p. 32) has argued:

... nor can it in thefuture becomethe central banks main
function, regardless of the prevailing circumstances, totry to
implement fixed targetsfor exchangerate movements.. . . Cen-
tral banks most importantfunction . . . residesin thefact that
they collectively bear the ultimate responsibility for the 'global .
rate of inflation' and that each individual mgjor central bank
is responsible for the stability of the purchasing power of its
own currency.’”’

We can see no close substitutes for monetary policy in carrying out
this crucial domestic stabilization task.

Last but not least, the credibility of exchange rate targets hinges
directly on the commitment of policy authorities to achieve them.4#
In this sense, it is questionable whether a firm anchor for exchange
rate expectationscan be established on the cheap. Thiscommitment
to exchange rate targetsis not likely to be uniform across countries
sincesome will have moreat stake in maintaining stability than others.
Specificaly, incentives are gpt to be greater for small, open economies
thanfor large, moreclosed ones; for country groupsthat have strong
bilateral trade patterns; and for country groups where exchange rate
stability is part and parcel of larger integration objectives. In this
connection, Giavazzi and Giovannini (1988b) note that because of
the large share of intra-EC trade in tota trade, EC countries have
astronger incentive to limit fluctuations of intra-EC exchange rates

47 suzuki (1989) identifiesthe September 1985 to December 1986 period as one wherethere
was no seriousinconsistency between domestic objectivesof Japanese monetary policy and
international considerations; from the beginning of 1987, however, he does see a conflict.

48 Mussa (1986, p. 203) putsit well: * This commitment does not necessarily entail specific
rules for monetary and fiscal policy . . . but rather, a general commitment to do whatever
is necessary (within limits) to sustain official parities."
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than of exchange rates vis-a-vis non-EC currencies;*® moreover, they
point to the importance of stability of intra-EC exchange rates for
the survival of the common agricultura policy.

Y et athird policy strategy would beto throw **sand in the wheels™
o theinternational capital markets, by accepting restrictionsor trans-
actions taxeson capital flows. In brief, thisstrategy is based on the
assessment that such restrictionswould belesscostly tothereal side
of the economy than either subordinating macroeconomic policies
to exchange rate targets, or accepting the kinds of exchange ratefluc-
tuations associated with greater policy autonomy.*® Since we have
expressed our lack of enthusasmfor such ** sand-in-the-wheels'* pro-
posals on other occasions,s! we smply note here four serious
objections.

First, to beeffective, these proposal srequire universal implemen-
tation.>? Yet there is always an incentive for some country to cap-
ture more of the world's business by not imposing the tax. If only
the geographic location of speculation changes—and not its volume
or nature—little will be accomplished.

Second, too littleis known about asset price behavior in markets
with different levelsof transactionstaxesto be confident that it will
pendize only bad speculators and socialy unproductive capital
flows—without affecting good ones.>* For example, are asset price
volatility and misaignmentssystematically lower in say, real estate
markets (with high transactionscosts) than in financial markets(with
lower ones)? Are *"bubbles’ less prevaent in fine art and wine
markets (again where transactions costs are relatively high) than in
stock markets? If restrictionsor taxesare not successful at separating
productive from unproductive flows, we would be sacrificing some
of thebenefitsaf liberalization, includingincreased returnsto savers,

49 While some smaller EC countries have opennessratios of 60-70 percent—and whileeven
Germany, France, Italy, and the United Kingdom have ratios of 25-30 percent—the share
of importsin GNP for the EC asa whole (in 1987) is only about 12 percent; the analogous
figuresfor the United Statesand Japan are 10and 11 percent, respectively. See Giavazzi and
Giovannini (1988b).

50 Tobin (1980).
51 Frenkd and Goldstein (1988b).

52 Another consideration is resources spent by speculatorsin finding a way around the
regulations.

53 Mussa (1989).
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alower cost of capital to firms, and better hedging instrumentsagainst
a variety of risks.

Third, we worry that restrictionson capital flows—even if they
affected bad flows more than good ones—could weaken support for
**outward looking™’ policies more generally and possibly spread to
other areas, including the foreign trade sector.

Fourth, once sand has been thrown in the wheels, it may be dif-
ficult to get out, as rent-seeking groups coalesce around the
restrictions.

Sear ching for additional policy insgruments

When an economist hears of one policy instrument being asked
to serve two masters, his (Tinbergenesque) instinct is to look for
another instrument. In this section, we briefly appraise prospectsfor
assisting monetary policy through foreign exchange market interven-
tion, fiscal policy, and structural policies.

The appeal of exchange market intervention is that, if effective,
it would alow authorities to influence the exchange rate while
monetary policy was taking care of internal balance. The relevant
concept in thiscontext is sterilized intervention, that is, intervention
which is not alowed to affect the monetary base (and thus amounts
to an exchange of domestic for foreign bonds).

Sterilized intervention is posited to affect exchange rates through
two channels. Oneis via portfolio effects. Specificaly, by atering
the relative outside supplies of (imperfectly substitutable) assets
denominated in domestic and foreign currency, intervention changes
the risk characteristicsof the market portfolioand induces changes
in exchangerates.3* The second channel isthesignalling effect. The
line of argument here is that exchange rates reflect expectations of
future macroeconomic policies, that monetary authoritieshave insde
information on future monetary policy, and that they can credibly
signal futuremonetary policy viaintervention.®s Interventionissaid
to be agood signalling device because.authorities are ** putting their
money where their mouth is,** because (if sterilized) signalscan be
given without affecting the real economy, and because intervention

54 Branson and Henderson (1985).
55 Mussa (1981) and Dominguez (1989).
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can be deployed rapidly and around theclock.3¢ Thissignalling effect
is sometimesalso argued to be more powerful when intervention is
"*concerted™ (that is, undertaken by several countriessimultaneoudly)
becauseit diminatestherisk of authoritiesoperatingat cross-purposes.

Thelast officia study on the subject, namely, theJurgensen Report
(1983), did not offer much encouragement; it concluded that sterilized
intervention was a relatively wesk instrument of exchangerate policy,
with limited effectiveness beyond the short run. Some have argued,
however, that the post Plaza Agreement experience merits a reap-
praisa of that verdict. Even if the contribution of intervention plus
jawboning to the depreciation of thedollar from September 1985 to
February 1987 is regarded as little more than “‘kicking the ball down
the hill,"" they see the subsequent relative stability of key exchange
rates as prima facie evidence of intervention's efficacy .5’

Obstfeld (1988) has recently completed an examination of the
effectivenessof interventionover the 1985-87 period. His main con-
clusions can be summarized as follows. First, the dominant policy
determinantsof broad exchange rate movementsof recent years have
been monetary and fiscal actions, not sterilized intervention. Second,
except possibly in 1987, the scale of intervention has been too small
(relativeto huge outstanding asset stocks) to have significant port-
folioeffects. Third, thesignassent by intervention have been effective
only when they have been backed up by the prompt adjustment of
monetary policies, or when other events (for example, unexpected
trade balance developments) have coincidentaly atered market sen-
timent. Finally, the most convincing intervention operations have been
"*concerted'" ones. This last conclusion is also consistent with the
resultsof theonly existing empirical study that had access to daily
intervention data for the 1985-87 period. Specifically, Dorninguez
(1989) found that concerted intervention had a larger and longer-
term influence on exchange rate expectations than did unilatera
intervention.

From al this we conclude that while sterilized intervention may
be helpful at timesin calming disorderly foreign exchange markets
or in signalingauthorities views about the appropriatenessof market

56 Obstfeld (1988).
57 williamson (1989).
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exchange rates, it is not likely by itself to be powerful enough to
extricatean overburdened monetary policy from two-hat policy dilem-
mas. Within these limitations, one can probably maximize**the bang
for abuck™ by implementing interventionin a concerted, coordinated
way.

Another popular candidatefor the second policy instrument is fiscal
policy. In some coordination schemes, it is assigned to maintaining
internal balance (say, nominal domestic demand),38 whilein others,
it is paired with external targets (the current account).*® In defining
an appropriate rolefor fiscal policy, consideration needsto begiven
to the following factors.

First, it isafact of life that fiscal policy issignificantly less flexi-
ble than monetary policy in virtually all major industrial countries.
Contrast, for example, the frequency in the United States of meetings
of the Federal Open Market Committee with the frequency of budget
submissions to Congress. This meansthat under current institutional
arrangements, it is not realistic to envisage fiscal policy as playing
a short-term stabilization role—be it on either the domestic or exter-
nal side.

Second, we think fiscal policy should be framed primarily within
a medium-term perspective. An appropriate fiscal policy should be
guided by considerations of long-term efficiency, resource alloca-
tion, incomedistribution, and economic growth—rather than by short-
term considerations of demand management and fine tuning. The
emphasis should be on establishing the right incentives for working,
saving, and investing—with monetary policy carrying the bulk of the
domestic stabilization load. Thedelaysand difficulties associated with
correcting thelarge U.S. federal budget deficit undercut the case for
greater flexibility of fiscal policy. Instead, they make the case for
greater medium-term fiscal discipline. Too often in the past have
industrial countriesaccepted‘“ . . . apermanent increasein the debt-
to-GDP ratio in order to achieve short-term objectives . . . ;’’% see
Table 2. The priority should be to ensure that the aggregate stance
of fiscal policy is subject to a long-run constraint that precludes

58 williamson and Miller (1987).
59 Genberg and Swoboda (1987) and Boughton (1988).
60 Bruce and Purvis (1988, p. 29).
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Table 2
Major Industrial Countries:
Debt Outstanding at Central and General Government
Levels, 1978-88!

(In percent of GNP/GDP)?

1978 1982 1986 1987 19883

Central government

Gross Debt

Canada 30 K%} 48 49 _
United States 35 38 52 54 55
Japan 31 47 59 61 59
France 15 17 24 24 26
Germany, Fed. Rep. of 14 19 21 22 22
[taly 57 63 86 90 94
United Kingdom 44 48 51 50 45

Net debt
Canada 12 20 37 38 —
United States 22 25 37 38 33
Japan 3 12 14 10 8
France? -1 0 11 13 14
Germany, Fed. Rep. of — — — — —
Italy 35 48 72 77 81
United Kingdom 9 18 15 16 13
Genera government

Gross debt

Canada 59 64 82 82 -
United States 47 48 65 66 67
Japan 42 61 73 76 74
France 26 31 36 37 37
Germany, Fed. Rep. of 29 38 41 42 43
Italy 62 66 88 93 96

United Kingdom 58 58 56 54 49



International Dimensions of Monetary Policy: Coordination Versus Autonomy 205

Table 2 — Continued

1978 1982 1986 1987 19883

Net debt
Canada 12 17 37 38 —
United States 29 31 41 42 43
Japan 11 23 26 22 19
France# —_ 4 12 13 14
Germany, Fed. Rep. of 7 19 19 20 21
Ity 47 51 77 81 85
United Kingdom 25 29 25 26 22

Source: Fund gtaff estimatesbased on the following nationa publications: United States: Board
of Governorsof the Federal Reserve System. Flow of Funds Accounts, Financial Assetsand
Liabilities. Year-End, 1964-1987, and Federal Reserve Bulletin (various issues); Japan:
Economic Planning Agency, Government of Japan, Annual Report on National Accounts (various
issues); Federal Republic of Germany: Monthly Report of the Deutsche Bundesbank (May
issue); Italy: Relazione Annuale all ’Assemblea Generale Ordinaria dei Participanti, Banca
d’Ttalia; Canada: The Fiscal Plan, Department of Finance (February 1989): France: Institut
de Prtvisions Economiques et Financiéres pour le Dtveloppement des Entreprises, Revue de
I’Ipecode; United Kingdom, Central Statistical Office.

1 Book value of debt outstanding at the end of the yearf
2 Canada, France, Italy, and the United Kingdom: in percent of GDP.
3 Data for 1988 are preliminary.

4 For 1985-88 data are estimated by adding the fiscal deficit to the corresponding stock of
debt in the previous year.

excessive debt accumulation. Once such a constraint is firmly
established, there may arise unusual situations that warrant a depar-
ture from longer-term objectives..\We would expect them to be few
and far between. The existence of automatic stabilizers in the tax
system'already provides some counter-cyclical element in fiscal policy
without the need to go to constant fine tuning.

Fiscal policy is, by its very nature; a more disaggregated policy
instrument than monetary policy. However inconvenient thisis for.
us macroeconomists, there isincreasing evidence that the effects of
fiscal policy actions depend critically on how those actions are car-
ried out.s! Does a cut in the deficit take place through reductions

61 Frenkel and Razin (1987).
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in expenditures or increasesin taxes? Do expenditure changes fall
primarily on tradable goodsor on nontradables?Dotax changesaffect
mainly investment or saving? Aretaxes of the lump sum variety or
specific? Does the country undertaking the fiscal action have a cur-
rent account deficit or surplus? Are the fiscal measures permanent
or transitory? It all matters.

To sum up, the way in which fiscal policy is managed will have
an important influenceon theenvironment in which monetary policy
must operate in pursuit of its objectives. By promoting proper
incentives for long-run resource allocation and by avoiding an
excessive accumulation of debt, it can improve prospectsfor sus-
tainable noninflationary growth and for exchange market stability.
In some respects, it may even be able to compensatefor certain con-
straints imposed on monetary policy. For example, as increasing
international capital mobility links real interest rates across coun-
tries, structural tax policies represent a way of altering the mix
between consumption and investment at any given real interest rate. 62
But fiscal policy isnot well suited for resolving short-term dilemma
situations faced by monetary policy.

Thisis not the placeto attempt an appraisal of the scopefor struc-
tural policy changesin industria countries.* That would constitute
apaper initsalf. Thereis, however, onedement of structural policy—
namely, measures to increase wage and price flexibility —that has
a direct bearing on the task facing monetary authorities.

As suggested earlier, some industrial countries will have an
incentive to give greater weight to exchange rate targetsin thedesign
of monetary policy than will others. For those who do opt for greater
exchange ratefixity, domestic wagesand prices haveto carry more
of the burden of responding to changesin supply or demand condi-
tions. Indeed, in acommon currency area, al of the adjustment in
real exchange rates hasto occur viainflation differentials. Other things
equal, thelower theflexibility of wagesand prices, the greater will
be the output and employment | ossesassociated with unfavorable real
economic shocks. It isin this context that structural policies which
increasethe flexibility of the economy can make an important con-

62 Fddstein (1988).

63 structural policiesindudethosethat raisethe productivecapacity of the economy and those
that increase its flexibility.
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tribution. These would include trade policies that enhance competi-
tion, goods marketsderegulation, and labor market reforms. Among
the latter, measures that reduce barriers to occupational and regional
mobility and that |lower the social charges associated with hiring new
workers, or in shifting them between sectors, are apt to be particularly
helpful. Mundell (1957) singled out labor mobility asa key criterion
for an optimal currency area more than 30 years ago. It is just as
relevant today.

Even in those industrial countries that are willing to rely more on
nominal exchange rate flexibility to achieve needed adjustments in
real exchange rates, structural policies have aroleto play in seeing
that nominal exchange rate changes get ** passed through®* to relative
traded goods prices. Policiesthat, for example, reduce nontariff bar-
riers to imports and increase competition in the trade and distribu-
tion network, can increase the effectiveness of exchange rate changes
and thereby decrease the size of the exchange rate change needed
to obtain a given alteration in competitiveness.

A positive development of the 1980s has been the increasing
awareness of the supply-side implications of structural policies. ¢
These structural policies should be viewed as complements—rrather
than as substitutes— for appropriate macroeconomic policies. They
should provide a stable framework in which monetary and exchange
rate policies can operate with greater effectiveness in achieving their
ultimate objectives.

Toward more promising policy strategies

Identifying policy strategiesthat are not likely to work isonething.
Finding strategiesthat will isanother. In this section we discuss some
broad guidelines for the conduct of economic policy in today's
interdependent global economy,. These should not be confused with
proposals. For one thing, several of our suggestions are already
present in the ongoing policy coordination process, while others are
feasible only over thelong term. Thus, rather than advancing a com-

64 Gyohten (1988) seestheG-7 coordination processas now in athird stage where theemphasis
ison structural measures; in contrast, he characterizesthe first and second stagesas emphasizing
exchange rate realignment and macroeconomic policies, respectively.
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prehensive proposal for reformof the international monetary system,
our aim is smply to stimulate discussion.

We begin with the notion that any successful exchangerate system
needs some mechanism for avoiding both global inflation and global
deflation. In our view, the responsibility for establishing a nom nal
anchor fallsto thelargest industrial countries. Specifically, monetary
policy in these countries should be directed toward price stability
S0 as to maximize prospectsfor sustainable noninflationary growth.
Fiscal policy canassist in establishinga nomina anchor by forgoing
excessive debt accumulation that itself would handicap the ability
of the monetary authorities to carry out their task.

A relevant question is whether maintenance of such a nomina
anchor requires something beyond the existing commitments of
domestic monetary authorities. In this connection, it has been pro-
posed that monetary policy in the larger industrial countries might
target a common basket, such as the prices of a group of primary
commodities. As noted by its proponents, such a basket has a number
of potential advantages:$ (1) commodities are traded daily in auc-
tion markets so that the price index can be calculated almost con-
tinuously; (2) theindex has relevancefor many countriessince most
commodities are produced, consumed, and traded on a worldwide
basis; and (3) internationally traded commodities are relatively stan-
dardized, minimizing both quality measurement problems and
systematic productivity biasesas between tradablesand nontradables.
The problem, however, is that stabilizing such a commodity price
index would not likely stabilize the broad price index of goods and
servicessincetherewill be changesin thecommodity termsof trade—
a shortcoming that it shareswith al partial baskets.® In fact, it is
precisely because of such changesin thetermsof trade that we see
such commodity basketsasa possible**indicator** or early warning
signal —rather than as a target—for monetary policy,%” and as one
among many indicatorsat that.

On a broader level, we see little to suggest that more explicit
international anchoring rules have consistently produced better
inflation performance. Cooper (1982), for example, documentslarge,

65 Heller (1987).
66 Cooper (1988).
67 Angell (1987) and Boughton and Branson (1988).
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long-run swingsin wholesale prices—on the order of 30-70 percent
in both directions—during the nineteenth century gold standard.
Similarly, Meltzer (1986) found that short-term predictionerrorsfor
prices were much higher during the gold standard than during the
1950-80 period.

We see this responsibility for price stability as acollective one of
the largest industrial countries, rather than as the responsibility of
any one country alone. In this sense, it is how.more appropriate to
speak of the ““N-3*’ (or **N-5"" or "*N-7"*) countries, rather than
the ““N-1"" countriesfor the system. This collective orientation, in
turn, reflectsthegreater symmetry in economicinfluence among the
major industrial countriesthat characterizestoday's global economy
vis-a-vis 20, or even 10, yearsago; see Table 3. No longer isthere

Table 3
Shares of Selected Countriesin World Totals

United Fed. Rep.
States Japan of Germany Other

Share of Nationd Currencies

in Totad Identified
Officid Reserve Holdingst
1975 851 0.6 6.6 7.7
1987 67.1 7.0 14.7 11.2
Share of World Trade?
1956 16.2 33 7.4 73.1
1987 141 8.0 11.0 66.9
Share of World Output®
1962 415 44 6.7 474
1987 285 150 7.1 49.4

1 IMF Annual Report, 1980 and 1988.
2 Based on the sum of imports plus exports. |FS Supplement on Trade Statistics, Supplement
Series No. 15, 1988.

3 GDPat market prices. IFS Supplement on Qutpur Statistics, Supplement SeriesNo. 8, 1984,
and IFS Yearbook 1987.



210 Jacob A. Frenkel, Morris Goldstein, Paul R. Masson

an obvious hegemon which combines a dominant position in inter-
nationa tradeand finance, an unblemished record for price stahility,
and awillingnessto assumethe obligation of beingthe ““N-1"" country.
Indeed, one way of characterizing the policy coordination process
is as a pragmatic mechanism for dealing with shared leadership.

This trend toward greater symmetry also partly explains why
exchange rates aone are not likely to serve as the nomina anchor
for the system. Not all countriescan simultaneoudly rely on a fixed
(nominal) exchange rate to guide their monetary policies. At least
one country has to set the inflation rate for the system as a whole.
Collective agreement on real exchange rate targetsis likewise not
the answer to the nominal anchor problem since real ratesare con-
sistent with any inflation rate.¢8

What would be the role of coordination in such a system? There
are at least two immediate functions (aside from policing beggar-
thy-neighbor codes). Oneis to mobilize peer pressureto strengthen
individual country commitmentsto their internal balance objectives.
The second isto dedl with potential **adding up** problemsthat arise
when the joint outcomeof individua country internal balancetargets
isglobal inflation or deflation.®® Solomon (1988), for example, sees
insufficient attention to such adding up problems as having contributed
to the buildup of global inflationary pressuresin 1972-73 and to the
depth of the global recession in 1981-82.

Our second basic guideline is that exchange rate commitments
should betailored to the characteristicsand circumstancesof individua
economies. Moreover, weinterpret this guideline as suggesting that
exchangerate commitments should belooser and quieter in thelargest
industrial countriesthan in smaller, more open economies—someof
which may even eventually opt to join regional currency aress.

Thisisemphatically not acall for benign neglect of exchange rates.
As pointed out earlier, we regard a reasonable degree of exchange
rate stability for key currenciesas apublic good for the system. The
issueis how that public good should be produced and in what amounts?

68 Adamsand Gros(1987) providea lucid analysisof the nominal anchor problem associated
with real exchange rate targets.

69 Such " adding up" problemsalso apply to the level of world interest rates, and to the
aggregate monetary-fiscal policy nix. Thishas been termed ** absolute coordination® (Cur-
rie, Holtham and Hughes-Hallett [1988]).
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In seeking to promote exchange market stability, the larger
industrial countries would assume a set of responsibilities. First and
foremost, by setting the stance of monetary and fiscal policy on a
stable, noninflationary course and by endeavoring to correct bad
external imbalancesat their source, they would provide a more stable
focus for exchange rate expectations.” The issue is not whether
misalignments on the order of 1983-85 can recur; it is whether they
can recur when fiscal policy is better disciplined and when external
imbalances are much smaller. While the counter-factual isunobserv-
able, we think that more disciplined policies would go a long way
toward more disciplined exchange markets. That is also why we
regard the coordination of policiesas the key element of the ongoing
G-7 coordination process. Second; authoritiesin these countrieswould
regularly develop their own (quiet) estimates of equilibrium real
exchange rates. As we indicated earlier, these estimates are likely
to be subject to substantial margins of uncertainty. Nevertheless,
unless one accepts the view that **the market rate isalwaysthe right
rate,"" an independent evaluation is needed. Third, in those(it is hoped
unusual) cases wherethereisa ™ large™ differencebetween the market
rate and the consensus official view of the equilibrium rate consis-
tent with fundamentals, authorities would intervene. This interven-
tion could take the form of a statement of official views on the
desirable direction of exchange rate movements, of concerted,
sterilized exchange market intervention, and—if necessary — of coor-
dinated adjustments in monetary policies. The Plaza Agreement and
itsaftermath isagood casein point. Again, we emphasizethat these
are contingent responsibilities— contingent upon strong evidence of
bubbles or large misalignments in exchange markets.

Although such exchange rate commitmentson the part of thelarger
countries would be looser than in many target zone schemes, they
would not necessarily be less effective. This is because the stabiliz-
ing effect of any official exchange rate commitment on expectations
depends on its credibility. One can argue that a looser commitment
wherein authorities **keep their powder dry** for large, clear-cal
misalignments and do not claim that the primary assignment of
monetary policy isfor external balance, will be more credible than

70 The likelihood that the 1990s will start with a significantly better inflation performance
on the part of the largest countries than did the 1980s should itself be a positive factor.
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a (nominaly) tighter and louder commitment. In evaluating the
credibility of acommitment, market participantsare also apt to weigh
the costs of exchange rate instability against the costs of reduced
monetary control. We would submit that for the largest economies,
the costs of reduced monetary control are perceived to belarge enough
to tip the balance in favor of exchange rates only when exchange
markets are seriously misbehaved.?!

Let us turn next to the rationale for tighter and louder exchange
rate commitments— perhaps even eventually common currency
areas— for the smaller, more open economies.

In the section on clarifying basic concepts, we outlined the attrac-
tion of **tying one's hands'™ on monetary policy for a central bank
that does not haveits own strong anti-inflationary credibility.”? Such
a hard currency policy is likely to be most beneficial and credible
when there is a conservative central bank to anchor to, and when
theeffectsof international cost competitivenessand of price arbitrage
in tradable goodsloom large in the economy. The conservativecen-
tral bank ensures that the loss of monetary independence is compen-
sated by imported price stability. Openness makes the output and
employment costs of inflationary behavior hit home harder and faster.
In this regard, we would note that each of the three ** poles’™ (North
America, Europe, and the Pacific) often mentioned as possible
regional currency areas has at least one—in fact, usually more than
one—strong central bank with a good reputation for price stability.
Also, as previously mentioned, the smaller industrial and newly
industrialized economies have relatively high openness ratios:

A second motivation for stabilizing the exchangerateisto minimize
the adverse effects of exchange rate variability and uncertainty on
the volumeof trade flows.?* The incentivesto avoid such uncertainty
71 Suzuki (1989, p. 6) seems to share this assessment when he concludes: ** Although the
degree of economic integration among European countries, the United States and Japan is

much less than in the European Community, exchange rate stability is still desirable if it can
be achieved at a small cost.”

72 Chouragui (1988) also argues that the nominal exchange rate may be superior to monetary
aggregates asa disciplining mechanism sinceit isan instantly observable market price, which
if stabilized, will not be subject to the problemsof interpretation which often arise with monetary
targets.

73 Mussa (1986) provides strong evidence that variability of real exchange rates is typically
much greater under floating than under pegged rates. The second link between exchange rate
variability and trade flows has proved much harder to document; see International Monetary
Fund (1984), Gotur (1985).
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should be higher for moreopen economies, and for those trade flows
that account for alarge percentage of acountry's total trade. On this
latter point, a rough cal culation suggests that ifexchangerates within
each of three regional currency areas weretruly fixed, approximately
one-third of world (non-oil) trade would be conducted at fixed rates,
see Table4. Note alsothat if exchange rates were moreclosely tied
together within regiona currency areas, exchange rate variability
across zones would presumably be of lesser concern (since thelatter
would affect a smaller share of world trade).

Table 4
Non-Fuel Merchandise Trade Matrix, 1985

(In billionsof US Doallars)

TO

United States Japan and European
and Canada Adian NIEs Community Other

FROM
United States
and Canada (98.7) 43.3 48.4 78.6
Japan and Asian NIEs 117.1 _(82.7) 37.7 78.8
European Community 66.8 22.4 (312.5) 1851
Other 41.8 " 31.0 84.2 (98.5)

Source: United Nationsdataon exports. Figuresin parenthesesgive trade within theregional
grouping.

Stabilizing exchange rates within regions would also build upon
existing regiond integration efforts. Theseincludethe single market
program and discussionsof monetary union in Europe, the Canada-
U.S. Free Trade Agreementin North America, and the sharpincrease
in intraregiona trade and investment among Japan, the newly
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industrialized economies, and other ASan countries.” Larger integra-
tion objectives can give exchange rate commitments enhanced
credibility because authoritieshave more a stake in keeping them.
Despitethese potential advantages, itwould be amistaketo under-
estimate the obstacles that stand in the way of tighter exchangerate
commitments—and even more so, of regional common currency
areas— particularly over the short term. Four of them merit explicit
mention. First, the pace of, and commitment to, increased regional
integrationclearly differ acrosspoles. Europe—with its now 10 years
of successful operation of the EMS, its plansfor 1992, its agenda
for increased monetary policy coordination, and its larger integra-
tion objectives—hasgone way beyond where North Americaor the
Pacific are, or where they may want to go. In a similar vein, the
extent of intraregional tradeis greater in Europe than in either North
America or Asia; Asian countries, in particular, now conduct a
substantial share of their trade with the United States (see Table 4).
Second, greater fixity of exchange rates within regions leaves
unanswered the question of how to respond to real shocks that impact
more severely on some countriesin the currency areathan on others.
Thispointsup theimportanceof factor mobility, real wageflexibility,
and a tax and fiscal transfer system that operates at the level of the
exchange rate union. Each of these adjustment and financing
mechanismswould need to be better developed. Third, in asystem
of currency areas characterized by two-tier exchange rate com-
mitments, there needs to be some coordination of exchange rate policy
across the two tiers; the problem of formulating a consistent dollar
policy for the EMSasawholeisacasein point. Finally, care would
need to be taken to ensure that regiona currency areas adopted an
outward-looking stance and contributed to better global allocation
of resources. Some countries—particularly if they have their own
strong anti-inflationary credibility —may, in fact, view these obstacles
as prohibitive, and opt instead for other exchange arrangements.
At this stage no one can know with any confidence whether the
systemwill evolvein a ¢“tri-polar’” direction. Theoutcome will depend
as much on political developmentsas on economicones. Wedo think,

74 Japan'stradewith therest of Asia hasincreased dramatically, from 18 percent of Japan's
total importsand exportsin 1976 to morethen 25 percent in 1988IV-891. Also, the Japanese
manufacturingindustry hasincreased sharply itsoffshor eproduction in theregion; see Maid-
ment (1989).
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however, that a successful exchange rate regime should recognize
that the optimal degree of exchange rate flexibility is probably not
the same across countriesand that optionsfor reducing exchangerate
variability also include reducing the number of exchange rates, that
is, creating single currency areas.

Thefina topic wetake up in thissectionistheroleof theInterna-
tional Monetary Fund in the coordination process. The Fund has,
for some time now, been assisting the G7 exerciseof policy coor-
dination.’”s Thisisin addition to the Fund's own surveillanceactivities,
including ArticleIV consultation discussions with individual member
countriesand the twice-yearly discussions by the Fund's Executive
Board and the Interim Committee of the staffs World Economic
Outlook.

The standard justificationfor having an internationa institution par-
ticipate in policy coordination isthat it facilitates.use of a common
data base and providesa sourceof impartia analysisfor any dialogue
on policy consistency. When the coordinating group is small, the
international institution may also contribute a systemic perspective
on proposed policy agreements, while still keeping the group small
enough for administrativeefficiency.

A fairly detailed descriptiondf the procedurd framework underlying
current coordination efforts can be found elsewhere.”¢ We smply
note here that the broad policy guidelines discussed earlier raise a
host of thorny analytical issues. Theseinclude: how to check the con-
sistency of large-country internal balance objectives; how to estimate
the"*adding up'* effectsof large-country monetary and fiscal policy
stances; how to distinguish**good™* from **bad"™* externa imbalances;
how to evauate the relative costs of alternativeways of correcting
bad imbalances; and how best to estimateequilibrium real exchange
rates. In our view, agood start has been made on someof these prob-
lems, in part through the application of **economicindicators™ and
theanalysisof alternative medium-term scenarios. Sufficeto say that
more remains to be done to strengthen the analytical foundation of

] 75 The Managing Director of the Fund began to participate in the surveillancedibcussions
of the G-5 Ministersand Governorsin 1982 following the Versailles Summit. A Fund staff
representativebegan to participatein certainmeetingsof G-5 Deputiesin 1986. TheG-5 was
extended to the G-7 in 1987.

76 Crockett (1988).
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policy coordination and that the Fund is committed to contributing
to that effort.

Modd evidence

Thereisaburgeoning literature on the use of econometric models
to evaluate questions,of policy assignment and of internationa
macroeconomic policy coordination.”” Thisliteratureis relevant to
our earlier discussion because it provides some empirical feel for
the relative importance of factorsthat may lead authorities to prefer
one policy strategy over another. At the risk of overestimating the
consensusyet reached acrossdifferent modelsand studies, a number
of conclusions stand out.

Perhaps the main one is that policy rulesthat do better for some
kinds of shockstend to do worsefor other kinds. We seethat as sup-
porting our argument that the first-best policy strategy is to make
the policy response contingent upon the source of the shock. When
thisis notfeas ble, then the second-bestisto assign policy instruments
to targetson the basis of the relative variance of shocks hitting that
economy.

A second messageisthat fixity of nommnal exchange rates performs
on balanceless well than freely flexible exchange rates, at least for
the three largest industrial countries?® (although the results depend
to some extent on how the fixed-rate anchor is modeled). A related
finding—albeit a till hotly debated one—is that variability in exchange
rates (dueto speculativebubbles, fads, or changesin subjectiverisk
perceptions) does not seem to be an important cause of variability
in other macroeconomic variables.”® Again, we find this evidence
consistent with our case against rigid exchange rate commitments.

A third conclusion isthat monetary policy isrelatively ineffective
in hitting narrow real exchange rate targets.® Not surprisingly, this
points toward wide bands if the exchange rate is to be used as an
intermediate target. .

77 See Bryant and others(1989), which includesmodel simulationresultsaswell asa survey
of other evidence.

78 Taylor (1988).

79 Taylor (1988) and Frenkel, Goldstein,and Masson (1988c). Miller. weller, and William-
son (1988), however, dispute this.

80 Frenkel, Goldstein and Masson (1988c).
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L esson number four isthat an attempt to precisely target variables
such as nomina income or rea exchange rates risks throwing the
economy into adynamically unstable pattern.®! Moreover, this risk
appearsto be quite sensitive to the choice of the target path for the
real exchange rate.® We interpret this as favoring *‘gross-tuning”’
over "fine-tuning™ and asemphasizing theimportanceof getting an
accurate estimate of the equilibrium real exchange rate (if it isto
be a policy target).

Wewould regard the evidencedealing with coordination rulesthat
aim at two target variablesas moretentative. Much of thisliterature
has been focused on acomparison of assignment rules with thetradi-
tional assignment pairing monetary policy with external balanceand
fiscal policy to internal balance,?? and with the **reversed assign-
ment* preaching the opposite.8 Asindicated earlier, we have strong
reservations about both these assignments since such rules pay
insufficient attention to the source of the shocks. This being said,
the simulation resultsthusfar suggest that the traditional assignment
outperforms the reversed assignment.®* But these results may be
misleading. Specifically, they assume that the requisite flexibility
existsfor fiscal policy. In the more likely .case where government
spending is subject to time lags and other congtraints related to the
political process, the reversed assignment sounds more sensible. In
such a framework, fiscal policy might be adjusted to an external
balance target, but only infrequently, in response to a clear signa
that current account devel opmentswere unsustainable. In fact, once
fiscal policy isassumed to belessflexible, the better ssmulation per-
formance of the traditional assignment largely disappears. 86

In the section on monetary policy objectives, we argued against
orienting monetary policy exclusively toward domestic targets,
without any weight given to external repercussions. At the sametime,
we argued for a selective and flexible response to both domestic and

81 McKibbin and Sachs (1988).

82 1pid.

83 Williamson and Miller (1987).

84 Genberg and Swoboda (1987) and Boughton (1988).

85 Currie and Wren-Lewis (1988) and Frenkel, Goldstein and Masson (1988c).
86 Frenkel, Goldstein, and Masson (1988c).
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foreign shocks. We illustrate these key points below usng smula-
tionsaf agloba macroeconomic modd developedin the Fund, namdy
MULTIMOD. Given space limitations, the presentation hasto be
abbreviated, but one hopesit can still giveaflavor of themain forces
at work.

We comparethe response of the U.S. economy to shocksto U.S.
consumptionor investment, and al soto changesin the foreign demand
for U.S. exports and for U.S. assets, under severa different
assignments of policy instruments to targets.®?

The three policy rules that we consider are the following:

(1) nomina GNP targeting using short-terminterest rates (with
no external objective),

(2) assigningthe short-term interest rateto a target for the real
effective exchange rate, and government spending to nominal
domestic demand; thisis the ‘‘blueprint’’ of Williamson and
Miller (1987),

(3) assigningthe monetary policy instrumentto nominal GNP,
and government spending to the current account balance; that
IS, the ""reversed assignment."

Chart 2 compares the resulting paths for several macroeconomic
variables, in response to a positive shock occurring in 1988 to con-
sumption or to investment in the United States, and equal in each
caseto 1 percent of U.S. GNP.®2 In the short run, the GNP effects
of thetwo shockson impact aresimilar: they put pressureon supply

87 Themodel used is presented in Masson and others (1988), with the modificationsdescribed
in Frenkel, Goldstein and Masson (1988c). The policy rules are implemented dlightly dif-
ferently than in that paper, however. The ** blueprint™ rule is assumed to use a linear feed-
back relationship of real exchange rates onto interest rates, rather than the cubic equation of
theearlier paper whichwasfound to give unsatisfactory resultswhen the magnitudeof exchange
rate changes differed markedly between countries. The **reversed assignment™* rule targets
nominal GNP here, rather than nominal domestic demand as previously, in order to make
it more comparable to the nominal GNP targeting rule. The latter two rules have a higher
feedback coefficient of nominal GNP in the interest rate equation than previously, permitting
a sharper differentiation of these two rules from the blueprint rule. Qualitatively, however,
the conclusions of the earlier paper still obtain.

88 The shock is a temporary one, but it has persistent effects because the residuals in the
equations for consumption and investment exhibit autocorrelation, and because of dynamics
related to asset stock accumulations and lagged adjustments.
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Chart 2
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Chart 2 (continued)

Responsesof US Variablesto Temporary
Consumptionand I nvestment Shocks
(each equal to 1% of GNP in 1983)

Percent Deviation Consumption Shock

GDP Deflator

Nominal GNP Targeting

Blueprint

Rever ssd Assgnment

-1 1 1 1 1 1 1 1 1 I 1 1

1988 1989 1990 1991 1992 1993 1994 1995 19% 1997 1998 1999 2000

Per cent Deviation Investment Shock

GDP Deflator

Blueprint

Nominal GNP Targeting

-3 2 L " _ L L L L 1 1

1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 19W 2000




International Dimensions of Monetary Policy: Coordination Versus Autonomy

Chart 2 (continued)

Responsesof U.S. Variablesto Temporary
Consumption and I nvestment Shocks
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and tend to force up prices. However, their medium-run implica-
tionsare quitedifferent. If consumptionincreaseswithout an increase
in aggregate supply, it may bring about a persistent current account
deficit whichisunsustainable.?® In thecaseof an increasein invest-
ment, the aggregate demand increase will also be associated with
an increase in aggregate supply. Starting from a balanced current
account, the investment increase will initialy be associated with a
deficit, but if theinvestmentsare profitabl e, the subsequentincrease
in supply will later returnthe current account to balance. In thelight
of their different implications, the appropriate policy responses to
the two types of shocks are also different. None of the rules con-
sidered here, however, is designed to distinguish between the two
types of shocks.

Nominal GNP targeting tends to be dower to neutralize the con-
sumption shock in the smulations. There are two related reasons.
First, unlike the other rules, it must rely solely on monetary policy.
Second, the strength of the feedback from nomina incometo interest
rates is limited by the danger of instrument instability; too strong
areaction would requireareversal asthelagsin effectsof monetary
policy on redl activity and prices worked themselvesout, leading to
a whipsaw movement in interest rates.®® As a result, price level
pressuresbuild up, as doesatrend deteriorationin the current balance,
which only tends to stabilize at the end of the ssimulation period.

The other two rules benefit from an extra instrument —government
spending—and also respond to an external indicator —either the real
exchange rate or the current baance—which gives useful informa-
tion about subsequent effectson output and prices. The shock to con-
sumption leads to large current account deficits, which are not
automatically reversed. The reversed assignment rule, because it
resiststhis trend movement through cutting government spending,
ismost successful in stabilizing output and prices, moreover, monetary
policy leans against the increasein nominal income, and tightens

89 Whether the current account path i sunsustainable dependson the initial external position,
and also whether real interest ratesexceed real growth rates. If thelatter istrue, then growth
will not solve external imbalances, someadjustment in spending will eventually be necessary.

90 The feedback coefficient was chosen in such a way as to give the closest control of the
target, while not producing instrument instability.
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moderately. In contrast, the blueprint assignment of monetary policy
to the real exchange rate leads to some easing of monetary policy
because the consumption shock (increasing the demand for U.S.
goods) leadsto somered appreciationof thedollar, which isresisted
by lower interest rates. Thus, from the point of view of thedomestic
targets of price stability and income stabilization, monetary policy
ismoving in an inappropriatedirection; this is offset to some extent
by atightening of fisca policy in responseto theincreasein domestic
demand.

The shock to U.S. investment, whilegiving rise to similar short-
term effects (that is, stimulusto economic activity, acurrent account
deficit, and exchange rate appreciation) has very different medium-
term implications. The two rulesthat respond to external indicators
tend to resist the investment boom to a greater extent than does
nominal income targeting. As a result, they yield a lower level of
output, a higher price level, and smaller current account surplus at
the end of the simulation period. Here, unlike the case of the con-
sumptionshock, the hypothesized extrainstrument (fiscal policy) does
not necessarily lead to a better outcome.

The genera lesson illustrated by these simulations is that the
responseto short-run deviationsfrom macroeconomic targets should
be conditioned on an assessment of the likely nature and medium-
term implicationsof the underlying shocks. Chart 3 plots outcomes
under the samethree policy rules, thistime when faced with shocks
to two externa variables. One is a shock to foreign portfolio
preferences, which is assumed to lead to a shift out of dollar assets,
causing a5 percent depreciation on impact of thedollar against other
industrial country currencies.®! Such a shock can be interpreted as
""misalignment"* in the sense of Williamson and Miller (1987): the
exchange rate changeis not the result of achangein theequilibrium
competitive position of the United States, nor of achange in the sus-
tainable capital flows facing the United States.

The blueprint rule attempts to offset the shock by raising U.S.
interest rates. It is broadly successful in insulating aggregate output
and the pricelevel (aswdll asthe real exchangerate) in the medium

91 Thereafter, therisk premium isassumed to returnto itsbasdinelevel, in accor dance with
an estimate basad on higtorical data of the degree of persistence of these shocks.
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Chart 3
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Percent Deviation
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Chart 3 (continued)
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Chart 3 (continued)
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term. However, the resulting higher interest rates crowd out to some
extent domestic investment, and lead to lower aggregate supply.
Moreover, higher interest rates causeadeteriorationof the U.S. net
investment income balance (given its position as a net debtor), and
the current account remainsin persistent deficit after the first year.
The other rules allow more stimulus to output in the short run as
a result of improved competitiveness, but.only a moderate amount
of increased inflation. Unless exchange rate stability has other
advantages not captured in the simulations, the superiority of the
blueprint rule is not clear-cut.

The second external shock is (a negative) oneto U.S. exports (a
5 percent declinein manufactured export volumes). It hasasitsprin-
cipd initia effect, adeterioration of the U.S. current account balance,
aswdl asafdl in U.S. GNP. The reversed assignment rule attacks
these symptoms directly, by tightening fiscal policy and easing
monetary policy, at least initidly —with conflicting influences on out-
put and prices. Nomina GNP targeting also leads to an easing of
monetary policy, while the blueprint tightens monetary policy to resist
the depreciationof thedollar (it aso eases fisca policy). Which of
thesedifferent policy mixesisthe most appropriate one? Theanswer
isthat it depends on whether the shock is temporary or permanent,
or moregeneraly, onitspersistence. If thereisa permanent decline
in the demand'for U.S. goods, then in equilibrium a real dollar
depreciationisappropriate; if temporary, then some smoothing may
be desirable. The export shock reported in Chart 3istemporary, but
exhibitsconsiderablepersistence. How much of its effect should be
resisted dependson a judgment about the costs of various variables
being away from long-run equilibrium.
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Commentary on
'International Dimensions of Monetary
Policy: Coordination Versus Autonomy'

Robert Solomon

The paper of Frenkel, Goldstein, and Masson (FGM) addresses
the key policy problemsthat confront theindustrial countriesas they
enter the last decade of the twentieth century.

Out of their experienceastheorists, analysts, and policy advisers,
the three authors offer a number of judgments about the manage-
ment of policy instruments among countries with varying degrees
of mutua interdependence.

I find mysdlf in whole-hearted agreement with most of the
judgmentsthat are put forth in the paper. | shall, therefore, confine
my comments mainly to onetopic, amnong the many that are covered,
on which | differ with the-authors. That isthe role of fisca policy
in macroeconomic management and, therefore, also in policy
coordination.

| shal not discuss what FGM have to say about exchange rate
guidelinesin the plausible belief that John Williamsonwill focuson
that subject.

Underlyingthe paper's judgmentsabout policy strategiesand policy
instruments is the authors' rejection of three so-called corner solu-
tions. They provide persuasive arguments against the independent
pursuit of policy objectives as advocated by Feldstein (1988) and
others who oppose policy coordination. FGM point out, correctly,
that policy coordination isnot at all inconsistent with the pursuit by
countries of ""their own best interests."

The second comer solution that the authors reject is a regime of
fixed (and even adjustable) exchange rates a la Bretton Woods, the
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EMS, or target zones. Among the reasonsisthat such a regimewould
divert monetary policy fromits primary roleof promoting** internal.
balance' (the term that has come down to us from James Meade
meaning adequate growth with relatively stable prices).

Thethird comer solutionis**sand in the wheds™ of capita mobility
as advocated by Tobin (1978) and others—that is, restrictionsof one
sort or another on international capita flows.

Whileopposing a return to Bretton Woods, FGM would not leave
exchangerates and current account positionssolely to determination
by market:.forces. Although they believe that monetary policy should
beaimed at internal balancein genera and price stability in particular,
they see the need for some exchange rate management.' Thisis so
because exchangerates can misbehave. Speculative bubblescan occur.
So can misalignments. When large differences exist between market
exchange rates and the ** consensusofficial view of the equilibrium
rate,”” FGM advocate coordinated adjustmentsof monetary policies.
Thus they would, a such times, divert monetary policy from its
domestic goals.

Thisleadsthem to consider policy instrumentsthat could comple-
ment monetary policy. With two objectives—interna balance and
some management of exchange rates—two instruments are also
needed.

Regarding serilized interventionin foreign exchange markets, they
arrive at the sensiblemainstream view that it is not powerful enough
to beafull-fledged second instrument, but it can be helpful at times,
especially if it is carried out in a " concerted, coordinated way.""

Thediscussion of fiscal policy is, in my opinion, theleast satisfac-
tory part of the paper, for the following reasons.

First, FGM observethat fiscal policy islessflexiblethan monetary
policy. True; the dialson fiscal policy can be reset less frequently
than thoseon monetary policy. But what mattersis not theflexibility
of instrument setting but the flexibility of impact on target variables.
After al, some well-known monetary theoristsinsst that monetary
policy acts with a lag of one and one-half to two years. The lags
of fiscal policy's impact could be shorter.

Second, the point is not to compare fiscal policy with monetary
policy but to ascertain whether fiscal policy can be used as a second
instrument to complement monetary policy—either to help maintain
internal balance when monetary policy isaimed at the exchange rate
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or to act on the external balance while monetary policy deals with
internal balance.. .

Third, instead of judging fiscal pglicy in this way, FGM.put for-
ward the normative proposition that fiscal policy should be** guided
by considerationsof long-termefficiency, resourcedlocation, income
distribution, and economic growth rather than by short-term con-
siderationsof demand managementand finetuning.”* They takethis
position, in part, because they are concerned about the widespread
increase in the ratio of debt to GDP in the industrial countries.

| would argue that fiscal policy can be used as an instrument of
demand management whilefiscal discipline is respected over time.
In principle, it can be flexed around any desired average level of
fisca restraint.

FGM also characterize fiscal policy as a **more disaggregated
instrument™* than monetary policy. Sinceeither taxes or expenditures
can be altered, choices exist among types of expenditures and tax
rates and so on. Why is this a disadvantage? Once again, the rele-
vant comparisonis not with monetary policy. Thequestionis, isfisca
policy usable as a second instrument?

My view is that we should not allow a decade's misuse of fiscal
policy —primarily by the United States, but a so by some other indus-
trial countriesearlier in the 1980s—to give that policy a bad name.

Let me sum up in four propositions:

1. Nations need to use their macroeconomic policies in a coor-
dinated way in order to maintain adegquate growth and stable prices.

2. Nations also need to influence exchange rates at times. Thus
they require at least two policy instruments.

3. At present, thereisonly oneactive policy instrument—namely,
monetary policy.

4. It isdesirable, therefore, that fiscal policy become usable for
demand management purposes.

Sinceeverythingis up-to-datein Kansas City, perhaps our hosts
would like to sponsor a symposiumon how to reform and improve
fisca policy.

I am old enough to recall the period in the 1950s when we
recognized the postwar “‘revival of monetary policy.” Asatitlefor
the Kansas City Fed's symposium, | would suggest ** The Reviva
of Fiscal Policy.”"
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Commentary on
'International Dimensions of Monetary
Policy: Coordination Versus Autonomy"

John Williamson

I.find the debate in which we are engaged today, which concerns
how to organizethe G7 processof policy coordinationin the short
run, and possibly also, how to institutionalizean international mone-
tary systemin thelong run, a productiveone. | believeit is proving
more productive than **fixed versus floating exchange rates' or
"*monetary versus orthodox theories of the balance of payments,*
in large part, because the parties are less entrenched in positions
encrusted by ideological baggage and morewilling to learn, to adapt,
and to converge. At least, | believe that to be true of myself, and
| find encouraging evidencein this paper that it isalsotrueof Frenke,
Goldstein, and Masson.

Let me start by listing a number of topicson which | endorse the
positions espoused in the paper.

Agreed propostions

(1) The proposition that the choice between policy coordination
and autonomy should be made on the basis of which can yield the
best results, rather than treating either asa priori desirable. | agree
with their judgment that,.on that criterion, coordination is worth
pursuing.

(2) Thethesisthat the choice between coordination and autonomy
is distinct from that 'between rules and discretion.

(3) Rejection of both the propositionthat current imbal ances should
awaysand everywhere be eliminated, and the proposition that cur-
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rent imbalances are a matter of no consequence.

(4) The lost faith in the belief that speculation can be relied on
to be stabilizing. The corollary of this is that the authorities have
a duty to develop their independent evaluation of equilibrium real
exchange rates; | detect encouraging convergence on this issue.

(5) Rejectionof what theauthorsterm ** threeflawed comer solu-
tions.”

(6) Theargument that thelarge marginof error inherent in calcula
tions of equilibrium exchange rates impliesa need for wide bands.

(7) The argument that, whilk a commodity price basket may be
a useful early warning signal, it should not be a target.

(8) The proposition that the multi-polar world of the future will
require a nomina anchor provided collectively by the majbr three
(?) countriesinthesystem. (I note, however, that the authorsdo not
yet seem to have any very specific vision of the form that this col-
lective provision might take. They neither endorse nor criticizethe
""blueprint'* proposal to use collective monetary policy to pursuea
collectivetarget for thegrowth of nominal demand [Williamson and
Miller 1987], nor do they offer an aternativemechanismfor imple-
menting the principle they endorse.)

(9) The proposition that exchange rate commitments should be
looser among the G-3 than, for example, within Europe, where many
smaller countriesmay find a relatively rigid exchange rate peg a useful
way of linking themselves to the system.

That is alot of agreement. In contrast, | can find only two hard
propositions with which | disagree.

Announcement of the band

Thefirst isthat exchange rate bands among the G-3 should be not
only wide but also “‘quiet,” that is, kept secret from the public. To
support this preferencethey arguethat speculative excesses and serious
misalignmentsare probably the exception rather than the rule; they
express the hope that improved macro policy might influencespecula-
tivebehavior favorably; and they seemto believethat announcements
are terribly costly. The latter belief is not stated explicitly but has
to beinferred from their analogy to a sprinkler system that is left
permanently on. If they really believe announcement to be costly,
they owe it to us to explain the nature of those costs rather than to
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takerefugein analogy. Likewise, one can hopethat improved macro
policy will improve speculative behavior, but it would be unwiseto
rely on it. Bubbles and fads are, after al, deviations from the rate
justified by thefundamentals, so it isnot clear that better fundamen-
tals should be expected to resolve the problem.

| agree that speculative excesses and serious misalignments are
probably the exception rather than the rule (although the rise of the
dollar in 1989 suggeststhey arenot al that exceptional). | aso agree .
that intervention and changesin monetary policy should be contingent
responsesto large differences ** between the market rate and the con-
sensusofficia view of theequilibriumrate consistent with fundamen-
tals."* But keeping the band secret preventsit from filling two vital
roles:

(1) creatingKrugman’s "*biasin theband'* which helpsto minimize
the contingencies which will cal for intervention and changes in
monetary policy (Krugman 1987) and . .

(2) improving public policy debate along the lines sought by the
U.S. Congress when it included the exchange rate reporting provi-
sions in the Omnibus Trade Act, a quest so far thwarted by the
Treasury's obsession with secrecy.

Monetary policy and price stability

My second disagreement with Frenkel and the others concernstheir
propositionthat monetary policy should be focused on achieving price
stability. | realize that challenging this proposition in an audience
containing many central bankers exposes me to the danger of being
misinterpreted as the sort of clown who would tell the Pope that he
.should not pray, solet mequickly affirmthat my disagreement does
not stem from any lack of fiddlity to thegod of pricestability. Rather,
| wish to argue that price stability should be pursued by macroeco-
nomic policy in total, rather than just by monetary policy.

Thetroubleis, that if onearguesthat the monetary authority should
concern itsdlf only with pricestability, oneinvitesthe fisca authority
to adopt a strategy of concerning itself only with real growth, the
other half'of theassignment urged by Mundell (1971) in hisinfamous
articleon the palicy nnx. If the Mundellian assgnment isimplemented
in a non-Mundellian world where both monetary and fiscal policy
influence nominal income which, in turn, determinesboth output and
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(the changein) inflation almost regardlessof the monetary-fiscal mix
that produced that income level, the resulting outcome is entirely
predictable: high real interest rates and the rising debt/GNP ratios
shown in Table 2 (and rightly deplored by Frenkd-Goldstein-Masson).

| accept that thereis a second-best political economy argument for
telling central bankersthat their primeresponsibility isto secureprice
stability, since otherwise, theremay be no counterweight to the Dar-
mans of thisworld. But in designingguidelinesfor theG-7, let done
principleson which to base arestored international monetary system,
we should not settlefor second best. And thereis absolutely no doubt
that it is possible to expect better macroeconomic outcomes if one
can use both the expansionary thrust of fiscal-monetary policy to
manage the level of nominal demand and the fiscal-monetary mix
to manage, when needed to counter misalignments, the exchangerate.
Frenkel and the others acknowledgeas much in afootnote. It ismuch
to beregretted that their criticismof the notion of assgnmentismarred
by their endorsement of a rigid assignment of monetary policy to
price stability aone.

Assgnment

Ironically, on severa occasions Frenkel -Gol dstein-Massoncom-
plain about the assignment in the Williamson and Miller (1987)
"blueprint.”” | ambeginningto think that we may have made a tac-
tical error in describing our proposalsthat way, since that language
seems to have spawned a number of misconceptions. | increasingly
suspect that many of our differences are cosmetic rather than
Substantive.

The reason for choosing the language of assignment to describe
apart of our proposals was to emphasize the truth of the argument
developed by Robert Solomon in his comment on the Frenkel-
Goldstein-Masson paper. Specifically, once one has agreed that there
are limits to the exchange rate misalignments that policy should
tolerate, there is no option but to be willing to change interest rate
differentialsin order to manage exchange rates, since unsterilized
intervention is the one policy instrument that can berelied on to work.
(Frenkel and the others acknowledgethis explicitly, and seem will-
ing to go aong with theimplications, even though they clearly hope
that the occasionto resort to exchange rate oriented monetary policy
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will ariseonly rarely.) And once one hasagreed that monetary policy
may have to be used to manage the exchange rate, one has to face
the possible need for a second instrument to achieve an intermediate
target for thegrowth in nomina domestic demand. Fiscal policy fits
thebill. So we summarized apart of our proposalsas assigning interest
differentialsto achieving exchange rate targets and fiscal policy to
achieving the target growth rate of domestic demand.

As noted above, however, our presentation seemsto have nurtured
a whole range of misconceptions. Let me spell these out.

(1) One misconception isthat the blueprint assignsmonetary policy
to external balance and fiscal policy to internal balance. Thisisjust
not so. We summarized our proposals as assigning international dif-

ferences in monetary policy to an intermediatetarget, the exchange
rate, and fiscal policy to another intermediate target, the growth of
nominal domestic demand. Thus the Frenkel-Gol dstein-M assonsum-
mary misrepresentsour summary in two crucial respects. First, it
fails to note that at the world level, monetary policy is assigned as
they would wish, to the control of a relevant nomina magnitude;
itisonly international differencesin monetary policy that are assigned
to exchange rate management. Second, we did not assign the two

" policy instruments.to the two objectives of internal and external
balance, but to the two intermediatetargets of exchange rates and
demand growth; those two intermediate targets are, of course,
calibrated to pursue internal balance (continuously) and external
balance (in the medium run), but to omit mentioningtheintermediate
targetsobscuresthe essential logic of the proposal, whichisto limit
random deviations of exchange rates from the level appropriate to
medium-run needs.

(2) Another misconceptionis that the blueprint implies treating
all incipient changesin payment imba ancesthe same way, as**bad.”’
Not so. The derivation of current balance targets is indeed an
imprecisescience, but it rests on the same factorsthat Frenkel and
the others consider in discussing whether or not a shock (such as
an investment boom) should be financed or adjusted. If an invest-
ment boom is big enough to be discernibleto the authorities, they
can argue with their G7 peersthat this creates a need to appreciate
the exchange rate target and allow a correspondingly larger expan-
sion of domestic demand. And if it is not big enough to be discern-
ibleto theauthoritiesor convincing to their peers, then theappreciation
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needed for the deficit to be financed rather than adjusted awvay can
surely be accommodated within the band.

(3) A third misconception—for which, however, | fear Marcus
Miller and | must bear some responsibility, since we omitted the
implicationsof the wideband from our summary of the assgnment—is
that the blueprintleaveslittle scopefor monetary policy to contribute
to the management of domestic demand. In fact, if badly behaved
foreign exchange markets are the exception rather than the rule, a
country in acyclicaly typica situation will normally’be able to use
monetary policy for that purpose. And even countriesout of line with
the world conjuncturewill normally beableto get substantial domestic
leverageby allowing their exchange rates to leave the center of the
band. (Perhaps recognition of this under-emphasized feature of the
blueprint will make it more palatable to Frenkel and the others?)

(4) A fourth misconception apparently provoked by our casting
the blueprint in terms of assignment is that the whole proposal is
heavily dependent on frequent changes in tax rates. My own view
isthat, under normal circumstances, it will be quite sufficient if the
annual budgetary process pays proper attention to the budget's
implications for aggregate demand as well as to the allocative and
distributiveobjectivesthat providetherationalefor having a budget
atdl. | cannot understand the objectionsto fisca flexibility of Frenkel-
Goldstein-Masson. In what way islong-run efficiency compromised
by ensuring that the cyclically-adjusted deficit is appropriateto the
sateof thecycle?Why doesit matter that theimpact of afisca change
depends on the form of that change? And why do the **delays and
difficultiesassociated with correctingthelarge U S federal budget
deficit undercut the case” —rather than underscorethe need—"*for
greater flexibility of fiscal policy?"*

On reflection, | have decided that the guideline for fiscal policy
embodied in the blueprint cbuld be materially improved by incor-
porating asamedium-runrulethefiscal thrust of the** reverseassgn-
ment."" That is, each country would be asked to identify the medium-
run fiscal stance compatible with its current account target, a sus-
tainable debt position, and a normal real interest rate. It would then
choose a medium-run (say, five-year) path for adjusting its fiscal
deficit toward the target position. Deviations from that target path
might then be dlowed in theinterest of stabilizing demand. One hopes
this reformulation will help the process of convergence.
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Conclusion

This paper contains many constructivepropositions about how to
organize macroeconomic policy coordination among the industrial
countries. Perhapsits principa defect isthat theauthorsaretoo timid;
they alow their analysis to be unduly constrained by the positions
that the G-7 authorities are presently prepared to endorse. In seek-
ing waysto urge these governmentsforward toward more effective
policy coordination, | would suggest that they think lessabout assign-
ment and more about the choice of intermediate targets.
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The Dollar in the 1990s
Competitiveness and the Challenges
of New Economic Blocs

Rudiger Dornbusch

Currency marketsare not known for their long horizon. Far beyond
their view, "the Dollar in the 1990s’’ is best left to academic
speculatorswho can afford to look at fundamentals. And even here
we must be cautious because ** It's not over ‘til it's over'" as Yogi
Berra has taught us to remember. .

Thetopicisbroad, ranging in interpretationfrom theinternational
monetary syslem—fixed or flexible, with rules of the game and
coordination—to the specific level of exchangerates asthey arelikely
to emergefrom adjustmentsthat are overdue, trend inflation differen-
tials and dynamic comparative advantage. There are three impor-
tant reasons to expect a change in the international financia system
in the next decade. They are respectively:

— dissatisfaction with the current system because of excess
volatility, persstent misalignment and thelack of an adjustment
mechanism;

— increased international financial intermediation resulting
from domestic deregulation; and

— amajor repogitioning of 'the United States in the world
economy as a consequence of the emergence of competing
economic blocs.

I will speculate here on how these three factors are likely to shape
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theinternationa roleof thedollar. Specifically | concentrateon two
guestions: what will be the value of thedollar in 1995 and what are
the consegquences of enhanced intermediation and competing economic
blocs.

Problems of the current monetary system

The systemic problems of the post-1973 international monetary
system have been amply discussed and need only a reminder. They
are mainly three: volatility, misalignment, and the lack of an effec-
tive adjustment mechanism.

Excess volatility

Mussa (1986) and Stockman (1988) have drawn attention to the
sharply increasedleve of real exchangerate volétility in the post-1973
monetary system. The variability of real exchangerates, which was
practically absent under fixed rates, has become quite extraordinary
as Chart 1 makes clear for the United States-Germany case.

Chart1l

Real Exchange Rate Changes
United States- Germany

Percent PerMonth

12§

T 1.1 1 T 1T 1T 1 T 1. 7171
'68 "70 '72 '74 '76 '78 '80 °'82 '84 '86 '88 'N0



The Dollar in the 1990s: Competitivenessand rhe Challenges 247

Chart 1 shows relative consumer prices measured in & common
currency. Under the Bretton Woodssystem, real exchange ratesfluc-
tuated very moderately and there were only .rare spikes from
adjustments in .the fixed rates. Since 1973, volatility has been the
rule. The discussion has not closed on the question of whether the
volatility reflectsincreased variability of the equilibrium real exchange
rate as a result of increased variability of underlying fundamentals
or smply instability that is visited on foreign exchange markets by
the conjunction of relatively sticky goods pricesand highly volatile
nominal exchange rates. Thereis no proof that there might not be
an equilibrium model to explain these facts, but none hasbeen offered
and the suspicion is by now pervasive that the volatility is contrived
rather than of an ,equilibriumvariety.

It isinteresting to observethat the higher volatility of real exchange
rates is accompanied by higher volatility of real commodity prices,
but not by increased volatility of U.S. nominal short-term interest
rates. This is shown in Table 1.

Tablel
Volatility (Coefficient of variation)

1958-71  1973-89  1979-89

U.S.-German Exchange Rate*

Red 5.4 20.0 20.2
Nominal 4.9 17.1 19.7
Rea Commodity Prices** 6.1 26.5 23.1
U.S. Interest Rates 374 34.1 314

*Using consumer prices
**IMF non-oil commodity price index deflated by U S CPI

It would be interesting to trace further where else in the macro-
economy Vvolatility has risen. If real variables have not, in fact,
exhibited increased real variability, as Stockman and Baxter (1988)
claim, then we should not expect on equilibriumgroundstheir higher
real exchange rate variability. After all, why would all the adjustment
be in red prices, and none in real quantities?
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Misalignment

Chart 2 showsthe red exchangerateof thedollar (usng the Morgan
Guaranty data for the multilateral rate, including LDCs.) The argu-
ment for pers stent misalignments centers on episodes such as 1980-85
wherethereal vaue of thedollar appreciated without, at least in the
end phase, ay plausible fundamentals. The rising rea vaue of the
dollar in 1988-89 is of much the same nature.

Chart2
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To have afirmview of whether an exchangerateisor is not mis-
aligned it is, of course, necessary to have some modd of the
equilibrium exchange rate. What equilibrium rates might be is wide
open to discussion, but plausible limits might be set. One possible
and timely way was suggested by Krugman (1986) where the sus-
tainability of external deficits wes used as a rough criterion.

Any suggestion that market rates are anything but equilibrium rates,
properly reflecting fundamentals, raises immediately very serious
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methodol ogical questions. To judge whether a rate is right we need
amodd. The commonly accepted model uses, beyond the structural
equations, the assumptions of informed, rational speculation. On this
basis, whatever the market yields must be right, even if an observer
cannot understand what possiblefundamentals the market seesto war-
rant apparently aberrant moves. It is tempting to reject the entire
rational speculation paradigm, but two difficulties emerge. First,
rejectionis not enough sinceit hasto be rgjection in favor of an alter-
nativeparadigm and the fact is that we do not have a better one.
Second, the rationa paradigm is methodologically very powerful; a
good example is the peso problem where events, not observed for
adecadein thedata, werein the mindsaof speculatorswho ultimately
turned out to be rightly concerned.

But even though the rational paradigmisattractive, and dternatives
are unavailable, there is now overwhelming evidence that the
hypothesisof informed, rational speculation must be rejected. The
important body of work by Frankel and Froot (1987) as well as the
impressiveevidence assembled by 1to (1988) smply reject as plausi-
ble this. paradigm.

Thesearchison for a better model not only asa matter of intellec-
tual curiosity, but more fundamentally, because if markets malfunc-
tion, interventionin oneform or another becomesappropriate. Which
form it should take dependson our understandingof how the market
malfunctions. But even as the search for a better paradigm is on, it
is tempting to look for immediate remedies. For some, specifically
Williamson and Miller (1987), destabilizing speculation should be
limited by target zones. Others, including Tobin, Summers (1989),
and Dornbusch (1988) have suggested financial transactionstaxes. The
purpose of a financia transactions tax is to penalize short horizon
speculation and that way, stretch traders' horizons; it is hoped that
the longer horizon will lead them to support rea exchange rates that
more nearly reflect fundamentals.

Lack of an adjustment mechanism

In the 1960s, under fixed exchange rates, the lack of a constraint
on US inflation policy wes seen asthe chief defect of flexible exchange
rates. Deficit countries had to adjust because of reserve shortages;
surplus countries had to adjust because of import inflation, and the



250 . Rudiger Dornbusch

U.S could afford not to adjust because it was running the system.’

If flexible exchange rates were thought to resolve the adjustment
problem, they certainly have failed to do so. Today, the main con-
cernisthat U.S fiscal policy is not effectively checked. The spillover
effect of the fiscal stance (viatrade imbalances, real exchange rate
misalignment, and real interest rates) is widely seen as a systemic
problem. The reason the adjustment problem i s present isthat capital
flows dominate real exchange rate movements and thus'createinter-
dependence effects. This applies, as was well kiown from theory,
to fiscal policy. Perhaps surprisingly, the stickinessaof pricesor infla-
tion made it even more true for changes in monetary policy.

Thelack of an adjustment mechanismistypicaly cited for thecase
d the United States, but also for Germany inside the European
Monetary Sysem (EMS). The adjustment problem reflects the fact
that economiesareinterdependent, whatever theexchangera e regime.
As long as imbalances are regarded as "'policy problems” thereis
an issuedf coordination. One response is to argue that imbalances
are not a policy issue: governments optimize fiscal policy intertem-
porally to achievetax smoothing,? monetary policy has no real effects
(except for noise and surprise) under conditionsof rational expecta-
tionsequilibriumeconomics, and fisca policy likewise has no effects
if households are appropriately Ricardian.

In such a world, imbalan:%s;_:reﬂect equilibrium responses to
intertemporal tastes and opportunities. Thereis no reason for policy
to interfere with imbalances sifice they are the outcome of intertem-
poral optimization decisions. One common rendition of thisview is
to argue that Japan's surpluses reflect predominantly demographic fac-
tors that are self-correcting over the next half century.

The dternative view is that imbalances do present a policy issue.
If governments do not optimize in setting'the intertemporal tax and
debt policy, if money is not neutral or if householdsare not exhaus-
tively Ricardian, then thereis a policy issue. And it is enough for
any of these conditions not to be met in one country for a worldwide
coordination issue to arise. From the now extensive work on coor-
dination, it is clear that there are no easy answers. Differences'in

1 See Mundell (1968, 1971), Mundell and Swoboda (1968). and Officer and Willett (1969).
2 See Lucas (1988), and Barro (1989).
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economic structure, beliefs about the model, objectives, structureof
gamesall come together, as Frankel has shown, to leave the adjustment
and coordination problem wide open. Once again, unlessthereis a
good model of what is wrong with the way the economy operates
(including policymakers), it is difficult to argue how to do better.

There is little evidence to support the equilibrium model, but it
is hard to define the alternative, preferred paradigm. Without such
a paradigm, prescription of exact guidelines, as in Williamson and
Miller (1987), is hard to rationaize. Discussion of the problem of
coordination has rapidly gone to the point of recognition that there
is certainly no easy answer.?

In summary, once more with Yog Berra, whatever the exchange
rate regimethereisasense of ""dgavu, al over agan.” Inthe 1960s
the United States was blamed for overal deficits; this time round,
it isthe current account deficit. In either event, the system do& not
work to keep deficits and spilloversin limits.

We movefrom hereto adiscussion of two central questions under-
lying an analysisdf the dollar in the 1990s: is the dollar overvalued
today and what will happen when U.S fisca correction ultimately
occurs.

Dadllar overvaluation

Thequestion of thelong-run value of the dollar issimply this: can
the U.S. achievea reduction in the fiscal deficit—which | assume will
be accomplished over the next five or six yeears—a the current rea
exchangerate under conditionsaf full employment? Adherentsof PPP
exchange rate theory believethat the questionis basicaly misplaced,
while students of trade theory would argue that red depreciation is
required to affect atransfer asisimplied by areduction in net foreign
borrowing. -

There are two views on the current level of thedollar. Oneis that
the dollar is probably overpriced, that it will decline significantly,
and that policy should not seek to interfere with depreciation. This
view has been argued by Feldstein (1988, 1989), or Dornbusch and

3 See Cooper and others (1989), Federal Reserve Bank of Boston (1989), and Franke! and Rockett
(1989).
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others (1989). The second view, advocated primarily by McKinnon
(1988, 1989), isthat thedollar is undervalued relativeto the deutsche
mark and the yen, that dollar appreciation is appropriate, and that
it should be brought about by tighter U.S. monetary policy? Follow-
ing appreciation, thedollar should befixad in this view. Wefirst review
the PPP model.

PAP and equilibrium exchange rates

Thelargedecline of the dollar since 1985 has led some observers
to arguethat, on PPP grounds, thedollar isbroadly in the right place
today, if not, in fact, overvaued. Indeed, as noted above, McKinnon
and Ohno have argued that the dollar is undervalued.

Since Casseall invented PPP the theory has not failed to be con-
troversial > Some have argued that, more often than not, it gives the
wrong indication of where equilibrium exchange rates should be. It
must be remembered that the theory emerged during massive war-
time changes in relative national price levels. When-price leve
divergencesare moderateand real disturbances arelarge, thetheory
iscertainly apoor guide. From tradetheory it isaccepted that changes
in fundamental s (tastes, technology, resource endowments, redl govern-
ment spending, and the like) do have effects on equilibrium real
exchange rates. Whenever these changes take place, exchange rates
should move away' from PPP patterns to dlow adjustments in
equilibrium relative prices. The PPPview, contrary to trade theory,
implicitly holds that these relative price changesare unnecessary as
part of any adjustment, that they are quantitatively negligible, or that
there were no significant real disturbances in the first place.

A closerelatived PPPistherdativewageview. Hereit isargued
that changesin relative unit labor cost or smply in absolute hourly
compensation (measured in a common currency) are now such that
the dollar is properly aigned.

Both approachesare thoroughly mideading becausethey implicitly
assumethat the underlying redl economiesdo not experiencedivergent
trends in fundamentas. | will argue, on the contrary, that these
divergent trends were, in fact, very important.

4 See, too, Ohno (1989).

5 For a review, see Dornbusch (1989).
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Consider first the relative PPP theory. The equilibrium exchange
rate derived by McKinnon, for example, is based on the trends in
pricesdf a basket of traded goodsin the United States and in Japan.
Using a benchmark year, the required depreciation or appreciation,
relativeto the base year, of the dollar is measured by the inflation
differential.

The essentid difficulty here comesfrom two directions. First, the
obvious point that the base year need not represent an equilibrium
situation. More importantly, the calculation assumes constant
equilibrium relative prices. But, of course, the point is that the
equilibrium relative price may need to change for one of two reasons.
Foreign goods may have become better in some quality attributeor,
as o given attributes, consumer tastes may have shifted from home
to foreign goods. In either event, the real price of foreign goods should
rise (barring very special cost conditions) and that means the real
exchangeratedf thedollar hasto depreciate. If goodswereidentical,
their real priceswould be unchanged. But inaworld of product diver-
sification, changes in relative prices are to be expected.

Going beyond this argument, it is also important to note that, in
fact, thedecline of the dollar since 1985 has not even restored com-
petitiveness pervasively. Chart 3 shows the relative price of exports

Chart3
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in terms of imports for.scientific instruments and for nonelectric
machinery in the United States. For theformer, thereisalossin com-
petitivenessrelativeto 1980; for the latter, thereis a moderate gain.
It istruethat since 1985 the United States has gained competitiveness,
but compared to 1980 for example, that is not uniformly the case.
Indeed, in many industries, import pricestoday are even below their
1980 levels while U.S. export prices have increased significantly. If
welook at the 1980s as a period wheredeve oping countries and Japan
have made major progress in manufacturing, the return to the 1980
level of relativepricesisentirely insufficient. Table2 showsthe U.S

bilateral trade balance in manufacturing with developing countries.
Thedataleavelittledoubt thet thereis massive structural change under-
way. The debt crisisaccounts for some, but most of the change reflects
the extraordinary manufacturing performance in -Asia.

Table 2
U.S. Manufacturing Trade with Developing Countries
(in Billions of $)
Exports Imports Balance
1981 67.3 39.1 284
1988 78.0 ' 108.8 -30.8

Source: U.S. Department of Commerce, Highlights d Foreign Trade

Just as price comparisons, wage-based PPP is misleading. Con-
sider the datain Table 3 on hourly compensation measured in U.S
dollars. On the surface, the United States, at current exchange rates,
isalow wage country compared to Germany. In that perspective, the
dollar has gone far enough. But two adjustmentsare essential: what
islabor productivity and whet is produced. On the second point, Ger-
many produces high vaue added, upper level products (BMWs,
Mercedes, and so forth), whereasthe United States producesa much
less desirablerange of goods. The high German wage is justified by
the fact that workers sell differentiated products that can command
rentsin aweay that U.S. firmstoday cannot rival. Thusthe U.S wage
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may well betoo high, consideringwhat U.S. workers producetoda&.
It istrue, foreign direct investment here may change that, but for
the time being, wage comparisons are not enough.

Table 3 _
Hourly,Compensation in Manufacturing
(1988 Wage in U.S. $, Index U.S.= 100)

United States 100 Korea 18
Germany 130 : Taiwan 19
Italy 93 = = Hong Kong 17
Japan 95 Singapore 19
France 93 Mexico* 12
_. United Kingdom 76 Brazil* 11
Spain 63
*1987 data

Adjustment for productivity isshownin Table4. The productivity
adjustment leavestheimpressionaf a very favorable devel opment for
U.S. labor costs over the past decade. But once again, the question
must be asked about what is being produced.

Table4
Unit'Labor Cogtsin Dollars
(Index 1977=100)

United States Germany Japan Korea
1970 71 .43 59 53
1977 100 100 100 100
1980 131 150 117 146
1985 143 101 : 107 130
1988 142 180 188 - 158
Source: US Department of Labor W

Data such as those shown in Table 4 have been used to argue that
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the United States has had a substantial improvement in competitiveness.
Chart 4 (from the U.S. Bureau of Labor Statistics) triesto makes that
point.

Chart4
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The measurement of productivity includes adjustment for quality.
In the United States, these adjustmentsar e sophisticated and overstated.
When that consideration is taken into account, most of the U.S
superior productivity performancein the 1980s vanishesand with that
aso, the foundationfor arguing that U.S. relative cost performance
has been strong. If we add the fact that there may have been a large
change in the relative demand for foreign-type goods (based on
characteristicsand learning) the argument is further weakened.

All this suggests that a much closer scrutiny of the datais required.
One simple possibility is that the mix of products has shifted over
the years, and the mix of demand. Even at a very high value of the
deutsche mark or the yen, their goods continue to be sold. On that
interpretation, imbalancesmust be corrected by expenditurechanges
combined with rea exchange rate changes that assure a market for
U.S goodsthat do not sell well even when they are relatively cheap.
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PPP and full employment

The preceding discussion has turned on whether the dollar isover
or undervalued; al participantsin thedebate, at least implicitly, accept
that market valuation can depart from the equilibrium rate. The dif-
ferencein view, therefore, isprimarily adifferencedf theequilibrium
different observershave in mind and a differenceas to what rolethe
exchange rate is to play.

For McKinnon and Ohno, the PPP exchange rate view is a policy
prescription as to theleve at which the dollar should be fixed once
and for all. Monetary policy isthen charged with defending the chosen
paritiesby appropriateratesof credit expansion, and fiscal policy looks
after balanced trade. In this assignment, thereis no policy variable
that assures full employment! Specifically, in the current U.S. con-
text, a tightening of money (resulting in dollar appreciation) com-
bined with fiscal tightening might balancetrade, although that is not
clear, but the combination would definitely create unemployment.In
this sense, the McKinnon-Ohno recommendationwould seem a ques-
tionable policy. To see a more complete picture, we have to look at
the transfer issue.

Tranders and real exchange rates

Consider now a simple two-country model where excess demand
in each country (at full employment) dependson thered interest rete,
the rea exchange rate, and on fisca policy:

O YR,r,H=0
(2) Y*R,r,f)=0

where R = P/eP* is the red exchangerate, r the real interest rate
and f and f* denote a measure of the structural fiscal posture. It is
assumed that home real depreciation increases demand for domestic
output and reduces demand for foreign goods while higher red interest
rates reduce demand in each country. Figure 1 shows the internal
balance schedules YY for the home country and Y*Y* for the rest
of the world. Point A represents the initial full employment
equilibrium.
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Figurel

P/eP*

A restrictivefiscal policy at homewill createan excesssupply and
therefore requires, for full employment, either layered red interest
rates or a real depreciation. This is shown by the shift of the home
country's internal balance schedule down and to the left to Y'Y 7. In
the new full employment equilibrium at A" both countries goods
markets are, once again, in balance.

The transfer exercise has two important lessons to offer. The first
is negative: under current fiscal policy, an easy money policy in the
United States and resulting real depreciation from A to a point like
A'isundesirable. Abroad, it would leaveemployment unchanged as
the U.S gain in competitivenessand trade deficit reduction is offset
by higher investment spending, (that is, we move dong Y*Y*). But
in the United States, becausefiscal policy has not changed, both red
depreciation and lower redl interest ratesareexpansionary. Asa result
there will be excess demand for goods and inflation. Thus calling
for alower dollar viaessy money (or even a an unchanged red interest
rate, if that were possible) is poor policy. advice.

The second important lesson is that when and if fiscal policy in
the U.S is contracting, the resulting slack needs to be corrected by
acombinationof lower world real interest ratesand by ared deprecia-
tion of the dollar. The view that fiscal correction can be achieved
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at full employment without any changein competitivenessis difficult
to understand? .

What leve for the dollar?

If theargument i s accepted that U.S fiscal correction will take place,
and that U.S. full employment is desirableand that real exchange rate
adjustmentsare required to accommodatethe change, how much must
thedollar fal? The extent of dollar decline dependson three factors.
A first element is the extent to which foreign direct investment in
the United States will createdemand for U.S. labor. The higher direct
investment, theless real depreciationisrequired. Of course, in mak-
ing that statement it is assumed that direct investment replaces, at
least in significant part, imports rather than other domestic production.

The second qualificationcomesfrom thedirection of market access.
Today marketsin many devel oping countriesand, of coursein Japan,
areclosed to U.S. exports. If market opening policiesare successful
then thisis, of course, a preferred dternative to real depreciation.
It createsdemand for U.S. goods and services and hence, for U.S.
labor. As aresult, it would help accommodatea restrictivefiscal policy
in the U.S7

A third qualification concerns currency blocs. Relative to which
currencies can the dollar depreciate? There is little prospect of
increased lending to Latin America and as a result, that bloc will
stay with thedollar and so will Canada. That leavesonly haf or less
of US trade to be affected by currency depreciation. The real
depreciation relative to these trading partners—Japan and Europe—
will have to be substantially larger so that the average comes out
right. If a 15 percent real depreciation of the dollar is required to
yield full employment after fiscal tightening, then 30 percent relative
to the yen and thedeutsche mark will beappropriate. Moreover, with
ongoing inflationdifferentialsof 3-4 percent (reinforced by thedirec-

6 | believeOhno (1989) ar guesthat U.S. homegoods pricestiight declineeven through relative
traded goods pricesremain unchanged. That raisesthe question of why internal deflation should
be preferred to exchange rate movements.

7 Some caution must be taken about what happens to the resour cesreleased abroad by the
market opening. It is assumed that they'aredirected to meeting the increasein real demand
that results from the real income gain abroad.
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tion of exchange rate trends) there is an extra 15 percent deprecia-
tion just to keep real exchange rates constant over a five-to-six-year
horizon. The combination, without much strain, leadsto the conclu-
sion that the dollar-yen exchange rate will have to move upward of
45 percent in the next few years.

What will assurethat therate, in fact, movestherequired amount?
If monetary policy is devoted to full employment and fiscal policy
to balancing the budget, then rates will fall as easy money accom-
modatesfiscal tightening. The only risk isthat fiscal policy balances
the budget and monetary policy isoverconsciousof inflation. In that
case, thedollar could remain overpriced and unemployment would
be the certain result. Ireland in the 1980s offers a striking example
of this inappropriate policy mix.

Crowding in and intermediation

An important question in the context of U S fisca adjustment in
the coming yearsis how it will affect theexternal balance. Will budget
cuts trandlate into trade improvement or into increased domestic
investment? Our standard answer would be that capital marketsare
integrated internationally and that real interest rates cannot movefar
apart internationally over any significant period of time. Thisleads
to the conclusion that real exchange rate changes would have to do
at least part, and perhaps most, of the crowding-in of demand. An
entirely different view on this subject has been developed by
Feldstein.8

Feldsteinand Horioka discovered a surprisingly tight link between
national saving and investment rates. Thisis shown in Chart 5 for
the 26-year averagesfor industrialized countries. The finding says
that if a country increases its saving rate, then (on average) its
investment rate will rise by a significant portion of the increasein
saving. In other words, increased savings are retained nationaly;
they do not flow out into theworld capital market. Onlatest estimates,
three-quartersof theincreasein saving would be retained in higher
investment and only one-third would flow out. That implies U S
budget cutting has only minor current account effects and primarily
raises investment.

8 See Feldstein (1983), and Dooley and others (1987).
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At question today is the interpretation of the strong saving-
investment correlation. Themost plausiblestory isthat capita markets
work on two levels: thereis a wholesale market which isintensely
integrated at the international level and a retail market which has
few, if any, linkages. A good example might be the U.S. housing
market. In the 1960s, U.S. housing was dominantly intermediated
by local saving and loan ingtitutions which attracted local deposits
and made local housing loans. This housing finance was virtually
nontraded. Today, housingloansare administered by local financia
institutions, but the homogeneous claims are traded nationaly,
packaged for the wholesale market. Asaresult of thederegulation,
saving from anywhere can go to housing investment anywhere.

Thus the Feldstein finding may well tell us that a central feature
of the world capital market is its extreme segmentation. Thisis, of
course, a very striking suggestion since al casua evidence points
in exactly the other direction: intense speculation across borders at
the dightest sign of capital gains. But the housing exampleis useful
becauseit isclear that in the U.S. capital market of the 1970s, non-
traded mortgagescoexisted with a highly efficient wholesalemarket.
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If the Feldstein finding reflects primarily nontraded credit there
isanother striking implication: financial deregulation and competi-
tion will give low saving countriesaccess to the saving pool of high
saving regions. As a result, the world economy will operate more
in allocating credit by interest ratesand world credit rating and less
by local availability.

Chart 6 showsthe U.S. saving and investment ratesin the 1960-86
period. The black dots refer to the 1980s. We note the striking
discrepancy between the 1980s (marked as black dots) and theearlier
period. It is clear that the general positive correlation observed in
the period averagesin 1960-86 broke down in the United States in
recent years. Current account deficits have becomelarge asthedecline
in the nationa saving rate was not matched by a correspondingdecline
in the investment rate.

It isinteresting to specul ate whether this new devel opment reflects
a worldwide breaking down of reluctance to cross-border lending
or whether it is peculiar to the U.S. case. Thelatter could beargued
if foreign investorscare which country they finance. It may make
adifferencewhether the declinein saving occursin alarge country
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with a developed financial market or in a small country with little
scopefor uncomplicated cross-border investment. Moreover,.it may
make an important difference whether the decline in saving arises
in the private sector or in the public sector. With adevel oped market
in government debt there may be scopefor easy cross-border finan-
cing while adeclinein private saving may require more complicated
intermediation.

More thorough going financia integration may be removing the
strong positive correlation of saving and investment that used to be
the rule. Perhaps, in the tradition of Goodhart's rule, the Feldstein
regularity disappearsjust asitisfirmly established. Inthe U.S. case,
European and Japanese saving are finding their way into the U.S.
capital market as large indtitutional investorsstart looking at world
outlets for their local saving pool.

In the context of Europe 1992, financia integration will have a
major bearing on saving-investment relations. There will bealevel-
ing effect introduced so that high saving countriesmay retain much
less of their saving. If imperfect international capital mobility is, in
fact, the basisfor the observed correlations, we would expect more
organizations to develop means of overcoming the risks that stand
in the way of capital flows. It may be risky to borrow for 30 years
in dollarsin the United States in order to make yen loansin Japan.
But. multinational corporationswho operatein multiple marketsare
natural agentsfor diversifyingaway the'risksand thus exploit cost
of capital differences. Direct foreign investment, which is becom-
ing very sizable, may then be a reflection of the cost of capital dif-
ferentials arising from cross-border reluctance of portfolio capital
flows.

We noted abovethat for the United Statesin the 1980sthe saving-
investment correlation seems to be diverging from the traditional
pattern. The two complementary interpretationsare that the saving
reduction wasdue, in part, to budget deficitsand hence, moreeasily
financed in the world market and that the United States wasincreas-
ingly deregulatingthe nontraded credit market. Asaresult, low saving
has trandated increasingly into deficits rather than local crowding
out. By implication, crowding in will not be the automatic counter-
part of increased public sector saving. .Hence, once again, real
exchange rate changes will be necessary.

Theother implication of thisanalysisisto recognizethat domestic
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financid deregulationwill increasingly affect thedomesticvs. externa
crowding out induced by budget deficits. Specificdly, if the Japanese
saving ratefalls, in aderegulated financial setting, arelatively large
external balance effect could be expected. |s that sufficient comfort
to expect that the Japanese surplusis self-liquidating? We argue in
the next section that this is not the case.

New world economic blocs

U.S. fisca adjustment over the next few years is not the most
important determinant of dollar prospectsand of theroleof the United
Statesin the world economy. The moredecisivedevel opment is that
the United Stateswill become**smdler'* —the emergenceof an Asan
co-prosperity areaand Europe 1992 offer the prospect of twolarge,
competing blocsthat areinward looking, with atight internal exchange
rate link. These areas are bad news for U.S. trade prospects, and
they create for the first time, serious competition for the dollar as
an international asset.

The Japan problem

Japanese external capital flows have macroeconomic, micro-
economic, and political implications. The macroeconomics keep the
dollar overly strong and postpone adjustment; the microeconomics
run the other way, financing U.S restructuringof U.S. industry and
thus, lessening the need for even more massivedollar realignment.
The political implicationsare plain: Japan will want to buy a front
sedt at the negotiating table of world politics. It isdifficult to decide
which is the more lasting, decisive, and divisive factor.

Therearethree mgor scenariosfor international capital flows. First,
amajor U.S. adjustment of the national saving rate and as a result,
(with the help of dollar depreciation) an end to the U.S. deficit.
Second, the formation of three relatively closed trade and financia
blocs; one would be centered in Asaaround Japan, onein an enlarged
Europedriven by Europe 1992 and theirresistibleintegrationtenden-
ciesthisforceson adjacent countries, and the third built around the
United States. Finally, thereisthe alternativeof adrop in Japanese
saving rates and a phasing out of Japan's external surpluses.

Isall this temporary? A good starting point is an assessment of
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thechanging pattern of net foreignassets: the United Statesis rapidly
becoming alarge net debtor; Japan ison theother sideof the swing,
acquiring an increasingly large piece of the world economy. Estimates
by the International Monetary Fund report the massive changein net
foreigninvestment positions, including portfolio investment as well
as direct foreign investment. (See, too, Chart 7.)

Table 5
Net External Assts
(in Billions of $)
1982 ' 1989
Canada -107 . -172
United States- 126 -710
Japan 24 419
France -12 -10
Germany 27 © 233
[taly o =21 -37
United Kingdom 56 143

Note: These datainclude not only the net position in government ddbt, but also private port-
folio and direct investment.
Source: | MF World Economic Outlook

Chart 7
Net External Assets

Percent of GDP

SE United States
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The question today is whether we must extrapol ate these trendsinto
an ever widening U.S net debtor status and an ever increasing Japanese
accumulation of clamsand assetsfrom Hawali to Detroit, from Manila
to Seoul. Theimmediateinstinct ought to bea memory of the 1970s
At that time, many observers predicted that by the early 1990s the
oil producing countriesof the Middle East would own not only Lon-
don and New Yok but most of the world. The oil producers have
disappeared as an economic forceas fast as they came on the scene;
will the same happen with Japan?

The Japaneserole in world tradeand payments, unlikethat of Saudi
Arabia, isirreversibly on the rise. The ascent of Japan is built not
on the throw of adicein commodity markets (or even morefragile,
onacartel), but rather on thefirm foundationsof a massveaccumula-
tion of human capital, progressin manufacturing, and an extraordinary
closed system that protects the gains from progress against sharing
with other countries. It is conceivablethat the Japanese miracle might
be brought down—the most obviousway is if world competition is
forced onto the Japanesedomestic distribution system, on land pric-
ing, and on the fantastically inefficient agriculture. But that is not
about to happen, even with Super 301 action by the United States.
Japan smply will not push al the way the measuresthat would bring
down the high Japanese saving rate.

Table 6
Gross National Saving Rates
(Percent of GNP/GDP)

1960-79 1980-86
United States 19.8 17.1
Japan 344 31.0
Europe 24.5 20.8

Source: OECD Historical Statistics

There will, no doubt, be some internationalizationof the Japanese
economy, but thereis little chance that the Japanese model will fal
apart. Those who see cracks in the Japan, Inc. model are overly
~ optimistic; the central fact remains that Japan is a closed, insular
economy that is looking backward to the memories of vulnerability
in the 1930s (however imagined), the aftermath of theoil crises, and
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the Nixon commodity shocks. Such an economy does not embrace
full-scale economic revolution, throwing out the structure that has
protected the economy and society in the last few decades.

The redlity, then, isa continuing high rate of Japanese saving and,
asacounterpart, growth of Japaneseacquisitionof assetsworldwide.
But if that is the case, in which directions will Japan expand?

US. Adjustment? So far, thereis no friction; the United States has
large deficitsand low privatesaving and Japan providesthe matching
finance. The United States has strong demand and overspends and
Japan ddliversboth the goodsand thefinance. U.S deficitsthus appear
an amost essential counterpart to the Japanese surpluses. Can one
exist without the other? What happens if the United States adjusts?

Today the United States saves | ess than in any previous decadeand
the prominent budget deficitisonly haf the bad news. Moredisturb-
ing istheextraordinarily low privatesaving rate. Wedo not even know
why net private saving has declined from 7.6 percent of GNPin 1950-/9
to only 56 percent in the 1980s. The reasonsfor low private saving
are poorly understood and therefore, there .is little reason to believe
that anything will change. And public policy in the form of incen-
tivesis a poor wey to help out; private saving would rise, but this
would comeat the cost of a more-than-offsetting increasein the budget
deficit. Thebrunt of theadjustment will, therefore, haveto comefrom
budget correction.

The most plausible scenario involves a mgjor, early U.S. adjust-
ment in the budget. It is not difficult economically to achievethe higher
saving; the difficulty is ""only" on the political side. Economically,
the adjustment is not difficult because taxation is broad-based and
tax administration is highly efficient. Asa result, taxation produces
very little disincentives. At low margina tax rates there is little
disincentive from taxation on work effort, saving or investment and
only avery moderate risein marginal rates would sufficeto balance
the budget. The introduction of a 5 percent value added tax would
accomplish the same even better. But, of course, the politics is not
essy. ("Read my lips'!) The consensusisthat it will take acrisisto
changethe nation's attitudeand perhapsa major dollar collapse might
be the trigger for more responsible policy. Until further notice, the
United States will, therefore, borrow and that means Japan, or someone
else, will lend.

But when budget adjustment does take place we would need
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crowding in: at that timelower interest rates and a sharply lower dollar
would close the external gap and with it the need for externa bor-
rowing. With the United States disappearing as a borrower in world
capital markets Japan's net lending would have to go elsewhere,
whether it be Ada or Latin America. Of course, baanced trade
accounts for the United States would not mean an end to Japanese
direct foreign investment. On the contrary, the lower the dollar the
larger the incentive for Japanese firms to use the United States as
a workshop with cheap labor.

Japan with balanced trade? Thereisa second scenario where Japan
spends rather than lends, with trade balanced and net foreign assets
steady rather than rising. This would take adrop in the high Japanese
saving rate. In time, it will happen. Demographic trends make for
amuch morerapid aging in Japan than in other OECD countriesand
the aging will involve more spending, less saving.

Table 7
Changing Age Structure in OECD Countries
(Percent of Population Age 65 and Over)

Japan United States Germany OECD

1980 9.1 11.3 15.5 12.2
2000 15.2 12.2 17.1 13.9
2020 20.9 16.2 21.7 17.9
Source: OECD

But, as the table shows, the demographic factors will take three
decades to come fully into operation. That is far too distant to be
of comfort today. The reality of the moment istoo large and concen-
trated surpluses, too much visibility of Japanese capital. Japan will
have to look for amost bottomless opportunities of investment for
the next three decades. The United States will not be the major bor-
rower for long, nor will Europe. Asaand Latin America are plaus-
iblefor directinvestment althoughit isdifficultto seeascale of tens
of billionsof dollars. After al, all of Latin America hasa deficit on
goods and services of less than $20 hillion!
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Japan go home. Another scenarioisoutright disturbing and unat-
tractive. This scenario is one where Japan's $uccess and increasing
vishility leadsto a political backlash worldwidewhich, in turn, drives
Japan into a retreat, consolidating her position in Asia.

It is no secret that there is a worldwide résentment against Japan.
Among the reasonsis the perception of avery closed Japanesesociety,
apparent lack of agenuineand sincereinterest in progressa theworld
economy, and the sheer envy for Jgpan's success. Japan has donelit-
tle or nothing to dampen this growing problem: promisesof develop-
ment capital for Latin America have not come off and cooperation
in the Brady Plan, for example, has shrunk to little. Japan suffers
theambiguity of having been afreerider too long, inexperienced and
dy, yet tempted to play a big-timerole. Japan is an outsider in the
western world and just as she herself cannot make up her mind to
play the game full out, the mgor industrialized countries and their
electorates cannot get accustomed to treating Japan other than as a
very distant, very rich relative who shows up at a family gathering
mostly unwelcomeand uninvited. The rich unclefrom Americawes
naive and jovid; the rich Japanese relative does not fit in.

There is resentment and there is insecurity and fear in America
because the United Statesis no longer #. All this will find its way
into commercia policy and the regulation of direct foreign invest-
ment before long. Debtor countriesin Europe and Latin Americahave
endlessly paraded the signs saying ""Yankee Go Home;" how long
will it take before we see "Jgpan Go Home'" in the streets o
industrialized countries? There is a genuineambivaence about foreign
direct invesment—it does create jobsand isfar better than the alter-
nativedf imports, but it does bring inaforeignlandlord. Foreign direct
investment fosters productive change, but it evokes from those who
must changeand adapt, areaction of hogtility all the moreirtational,
the easier the focus on the "foreign™ takeover.

World paliticswill, in theend, set the pattern for trade and payments
flows. The United States is, of course, #1, but no longer strong or
determined enough to provide-the leadership for the world economy.
Japan is clearly far too small to assume the top position and it cer-
tainly isentirely unacceptablethat Japan dominate the industrialized
countries world. Germany and Britain have traded placesand France,
de facto, has dipped beow Itay, but thereis no room at the top for
Japan. Neither the United States nor the emerging European bloc
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would accept Japan at the top. The clear implication is a tri-polar
world.

Japan will be driven to develop her own trade and finance zone
in Asia. Japan is a high saving country, in part for demographic
reasons, and the investment opportunities in Japan are faling short
of saving potentia. Capital export, therefore, isinevitable. In the past,
the chief concentrationdf Japaneseassets wasin securitiesand direct
investment in the United States. Thiswill not stop, but adeteriorating
climate will make Japan focus increasingly on aternative markets.
It is difficult to avoid the conclusion that Japan's energies will
increasingly focus on developing the Asian region rather than trying
to own and operate Wl Street.

The wey Japan, Inc. operates also facilitatesthe formation of an
Asan co-prosperity zone: government and business work hand-in-
glove and business moves jointly. They move together as a group,
becausethey are so keenly awaredf vulnerability on their own. The
decision will be made by consensus, and the rest is routine.

The Asan co-prosperity schemeisthemost likely option for Japan.
But aso, Japan might look to Russia as a new and major market.
Oneisdrawnto the conclusion that Japan will look for a much more
substantial, extraordinary market for Japanese money, technology, and
capital goods.

Thelink between money and politicsisalmost inevitable. At stake
IS not whether Japan getsa seat on the United Nations Security Council
or the position of managing director at the International Monetary
Fund. Japan's massive saving ratesaf the next threedecades (and the
lack of economic motivationin the United States) will forcea change
in world politics. It islikely to go beyond trade and finance zones;
because Japan isinvolved and Japan isdifferent, it cannot be business
as usua. The pos-World Wer 1T status quo will go.

Just as apparent as the Japanese co-prosperity is the development
of an inward-looking Europe. Thevery ideadf Europe 1992 hasturned
the areafrom Euro-sclerosisto Euro-phoria. Wherea few yearsago
policymakersdid not know how to cope with the prospect of dismal
growth, today's growthisof the best kind—generated by anima spirits.

An important part of the new Europeis a strong commitment to
negligibleinflation. The convergence to German inflation has been
substantially achieved and is credited with the return to growth. It
is very unlikely that this success would be easily jettisoned. Fixed



The Dollar in the 1990s: Competitiveness and the Challenges n

exchangeratesare now the rule asisapparent from the heroic Spanish
entry into the Emns, without devaluation at a conspicuously over-
valued exchange rate. European exchange rate arrangements were
invented to fight more effectively the lack of symmetry in the inter-
national adjustment process. In theend, they have becomeaformidable
detriment to U.S policy interests.

At the present time, significant risk premia continue to prevail for
softer currency countries. Given the commitment to fixed rates, and
lessthan full credibility, these countriesexperience high real interest
ratesand hence high growth rates of their internal debts. Increasingly,
these countrieswill strive to maketheir currency commitmentsharder.
Thus Europeis moving effectively t over d a singlecurrency. The intra-
European removad of all and any restraints on capital flows and the
freedom to provide financia services across borders complements
the fixed rates in creating a single financial bloc.

For thedallar, theintra-European trade integration and the finan-
cial integration cannot be seen as other than as bad news. The trade
integration isaready provokingdefenseinvestment by U.S firms inside
Europe with adverse consequencesfor U.S located production. Finan-
cia integration abroad undermines the dollar as a world currency.
The combination certainly reinforcesthedollar decline that is aready
required by the current imbalance.
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Commentary on

‘The Dallar in the 1990s:
Competitiveness and the Challenges
of New Economic Blocs

" Jeffrey A. Frankel

Rudi Dornbusch loves to be controversial, and by that criterion
he has clearly succeeded.

His paper on the dollar touches briefly on a great many issues.
| am tempted to make an analogy with yesterday's raft trip on the
Snake River. The point is not just that both the paper and the raft
trip concern experiences with floating. In both cases, oneis bregthless
by the end of the ride, yet the white-water parts have gone by so
fast that one is not quite sure what one has seen. Rather than review-
ing the whole ride from beginning to end, | will pick out some of
the most spectacular rapids.

One section ison the famous Feldstein-Horiokafinding. Feldstein
and Horioka upset conventional wisdom in 1980 when they found
that changes in countries' national-saving rates were not offset by
borrowing from abroad at the going interest rate, but rather, were
mostly reflected as crowding out of investment within the country—
and when they interpreted the finding as evidence of low interna-
tional capital mobility. The correlation between saving and invest-
ment across countries can be seen in Rudi’s Chart 6.

Dozensof papersinspired by Feldstein-Horioka have gppeared over
thelast 10 years (25 are cited in Frankel, 1989a), many essentially
making the econometric point that national saving, particularly the
government budget deficit, is endogenous. But when one corrects
for such endogeneity, theresultschangelittle. In my view, thesaving-
invesment correlationdoes, inlarge part, reflect failureof red interest
rates to be equalized across countries. But real interest differentials



276 Jeffrey A. Frankel

have several components, of which barriersto the movement of capital
across national boundaries constitute just one. (The others concern
the currency of denomination of assets, rather than the country of
issuance)

The best measure of barriersto international financia integration
is the magnitude of the covered interest differential. Covered dif-
ferentials do show what one would expect: near-perfect financial
integration for most major industrial countries by the beginning of
the 1980s, with the United Kingdom and Japan having joined the
club in 1979. Three-month covered interest differentialsshow that
during the decade the most rapidly liberalizing countries, in descen-
ding order, havebeen: Portugal, Spain, France, New Zealand, Den-
mark, and Australia' In the case of the European countries, the
removal of capital controlsisassociated with the plansfor 1992 inte-
gration, as discussed in the Dornbusch paper.

There are several reasons why changes in national saving could
havelarge effects on investment despitethe perfect international inte-
grationof markets in short-term deposits and bills. Rudi raisesone
of the most interesting and important for future research: due to
informationimperfections, investmentsin real estateand other kinds
of real capital are not perfect substitutesfor short-term deposits, or
for smilar investmentsin other countries. Thisimperfection has as
much to do with financia integrationwithin countries as acrosscoun-
tries. Nevertheless, it can explain why one country's shortfall in,
for example, corporateretained earnings, resultsin less businessfixed
investment (the cost to the corporation of selling bonds, whether to
domestic or foreign residents, being greater than the cost of internal
financing).

It follows that, not only liberalization internationally, but also
deregulation and innovation domestically, should be reducing the
saving-investment coefficient over time. The paper points out some
implications of this greater ease of financing shortfallsin saving.

For the United Statesin the 1980s, the major implication has been
that thelarge fal in national saving, particularly theincreasein the
federal budget deficit in the early 1980s, was reflected primarily as
a capita inflow from abroad, appreciation-of the dollar, and trade

1 Frankel (1989c).
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deficit (especialy vis-a-vis Japan), rather than as crowding out of
investment. One would expect that the saving-investment coefficient
would have falen in the 1980s. The U.S. time seriesis plotted in
Chart 7. As Rudi notes, theinclusion of the 1980s hasindeed reduced
the correlation. | compute that the regression coefficient has fallen
from .9 (in the period 1929 to 1979) to .2 in the 1980s.2

Rudi notes, ‘It is interesting to specul ate whether this new develop-
ment reflectsa worl dwide bresking down of reluctanceto cross-border
lending or whether it is peculiar to the U.S. case."* The answer to
this question is availablefrom Feldstein’s latest word on the sub-
ject. Feldstein and Bacchetta (1989) find for across-sectionof coun-
tries that the coefficient has indeed fallen, from .9 (in the 1960s)
to .6 in the 1980s.

There is also an implication for the 1990s. On demographic
grounds, it iswiddly expected that the saving ratein Japan will decline
over the next 20 to 40 years. In a deregulated financial setting, the
implication isthat the Japanese current account surpluswill fall com-
mensurately. (Rudi warnsus away from complacency regardingthe
Japan-U.S. trade imbalance, .however, with the assertion that ** Of
course, Japan is closed to U.S. exports.””)

The central topic now is U.S. adjustment. A lot of nonsense has
been written on the -question of how the U.S. trade deficit should
or will bereduced, and here | am entirely with Rudi. First, | agree
with his view that the U.S. deficit is an issue that merits concern.
It is important for economists to keep explaining that some trade
deficitsare good; but this deficit is not one of them. | don't believe
that the American people, if presented the choiceexplicitly, would
opt for the reduced standard of living for their children that current
low levels of national saving and current account balance imply.
Second, | agree that because policymakers have little control over
private saving, the solution liesin raising public saving, in part by
raising taxes. (Rudi’s preferred tax isa5 per cent V.A.T. Mineis
afederal gasolinetax comparableto those in Europe and Japan. It
could be sold palitically as necessary on environmental grounds—
which it is—and at the same time, it would raise enough revenue
to solve the deficit problems.) There is also the question of policy

2 Theregressionsusethedependency ratio and the shareof military spending as instrumental
variables(for privateand public saving, respectively). The sour ceisFrankel (1989a), Table2.
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coordination: if we succeed in cuttingour budget deficit, should we
ask something in return from our G7 trading partners, and if so,
what? | will return to this question later.

The third point on which | agree with Rudi is that a depreciation
of thedollar isa desirablepart of the needed U.S. adjustment. One
often hears attacks on the ** devauationist school." The empirical
proposition is that **no relationshipis observed between the dollar
and the trade deficit."" The theoretical statement is that **a change
in thevalueof thedollar is neither necessary nor sufficient toimprove
the trade balance."" Both of these propositionsare true, as literaly
stated, but they miss the point.

The effect on the trade balance depends on the circumstances in
which the dollar falls. Rudi points out the two important lessons of
thetheory of thetransfer problem that are precisaly appropriatehere.

(1) A dollar depreciationthat resuited from a monetary expansion
would be undesirableunder present conditions, becauseit would lead
to excess demand for goods and to inflation. | would also add that
the effect on the trade balance would be small, and perhapsnot even
positive (because the effect of higher demand on imports would
counteract the exchange rate effect).

(2) ""When and if fiscal policy in the United States (is adjusted),
resulting dlack (will) need to be corrected by a combinationof lower
. . . real interest ratesand by areal depreciationof thedollar.”” This
IS not the same as saying that the dollar necessarily will fal; only
that afiscal correctionwithout adeclinein thered interest rate and
the dollar would lead to a possible recession and would thus be
undesirable?

| have been less certain than some economistslike Feldstein that
thedollar will, in fact, fall in the short run. Calculating from trade
fundamentals, Rudi reaches "*the conclusion that the dollar/yen
exchange rate will have to move upward of 45 percent in the next
few years."" (Elsewhere we are told that the horizon is five or six
years, which takes Us to 1995, the center of the decadethat wasthe
assigned topic for the paper.) At the current rate of 144 ¥-/$, the
forecast goes below 100 ¥-/$. Thisisabet | would be willing to
take. | don't have the usua economists objection: that if such a

3 |n ¢de aftermath of a fiscal contraction, if a red depreciation did not come about as the
imm  ateconsequence of a nominal depreciation, it well might come about as the eventual
conseguence of deflation.
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forecast were a good one, market investors would aready know it,
would sell dollars today, and thus drive the dollar down instantly.
My reasoning is rather that the market can and does depart from
economic fundamentals for relatively prolonged periods of time.*

A survey of foreign exchange forecasting services and multina-
tional corporations, conducted the week before this conference by
Currency Forecasters' Digest, reported a consensusforecast that the
dollar would appreciate to 190 ¥-/$ by theend of 1993, a 33 per-
cent increase (with even a larger appreciation forecast against the
mark: 40 percent, to 2.34). This is the sort of forecast that Ron
McKinnon has been making on Purchasing Power Parity grounds.
TheDigestalso reportsadifferential in expectedinflation ratesthat,
cumulating to 1993, gives an expected real appreciation of 45 per-
cent against the yen! Thisforecast is probably wrong; it is another
bet that | would take. With that level for the dollar, in the absence
of recession, the U S trade deficit would probably climb to $200
billion (with appropriate lags).

One reason that many market participantsare bullish on thedollar
at the moment isthat they have heard forecastslike Rudi's **45 per-
cent depreciation' for years, and such forecasts have usualy been
wrong. The market shiftsover time therelativeweight it assignsto
forecastsof the Dombusch type and forecastsof the McKinnon type.
Because thereis so little consensus on the right modd for theexchange
rate, the market is perfectly capable of extrapolating the upward trend
that thedollar has shown thusfar in 1989, buying dollars and send-
ing its value higher still..If economists like Dornbusch, Feldstein
and Krugman think that the market iscomputing fundamentalsincor-
rectly, it isuseful for them to point thisout. But when making a one-
year-forecast, it doesn't help to know that the current market level
is""wrong,"" if themarket might still be wrong one year from now.3

4 Euromoney magazinerunsa yearly August review of between 10and 27 foreign exchange
forecasting services. During the period 1978 to 1981, most reported that they used models
based on economic fundamentals; only one or two said they relied on technical analysis. By
the mid-1980sthis patternhad rever sed. In the 1988 review, 12 reported using only technical
models; one, only fundamental models, and 12 employed a combination of techniques.

5 Admittedly, Rudi's assigned task of predicting the developmentsof the coming decadeis
impossibly difficult.
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Thereisonly one part of the paper to which | take definiteexcep-
tion. That.is Section 1V, where Rudi signs on to the view that
Americansshould lieawake at night worrying that thedollar economic
bloc is losing ground to a yen economic bloc in Asa and a 1992
bloc in Europe. There is darmist talk of Japan's establishing an
"' Adan co-prosperity zone,"" and equally alarmist talk about Europe.
The concluding paragraph contains the striking sentence, ** For the
dollar, theintra-European trade integration and thefinancia integra-
tion cannot be seen other than as bad news."

Theincreasing share of the yen in trade and financeat the expense
of thedollar is an undeniable, but relatively minor, phenomenon.
The sameistrue of the deutsche mark and ECU. It is true that the
United States as the issuer of the dollar may lose a small amount
of resourcesin the form of seigniorage. However, the dollar will
remain the world's key currency, not just in thecoming decade, but
well into the coming century.

A far more mgor phenomenonis theincreasing share of Japanese
and European industry as a percentage of world output. This trend
isindependent of questionsof currency usageor of integration within
Europe and Asia. Just because integration is good for Europe (and
| believethat it is), doesnot mean that it isbad for the United States.
The problem, | sometimes think, is that the American newspaper
readership has confused the financial pages rankings of countries
inthe Group of 7 with the sportspages rankings of teamsin baseball's
National League. | agreethat dow productivity growth in the United
Statesover thelast 15 yearsisa problem: | do not agree that greater
success among our trading partnersis, in itself, a bad thing.

| return to the central policy proposition of the paper with which
| agree: to reduceitscurrent account deficit, the United States should
cut its budget deficit and Alan Greenspan should then allow thered
interest rate and dollar to decline. Thefind question isthecoordination
one: should we ask something of our G-7 partnersin return? Rudi
kindly refersto my resultson coordination under uncertainty. Because
of uncertainty regarding disturbances, goals, and models, the United
States doesn't even know what to ask of our trading partnersin a
G-7 mesting. Currently, such mestingsfocuson alist of **indicators,"
including trade balances, money growth rates, and inflation. | don't
think we should ask for trade balance targets; they are too close to
"*managed trade"" (whichBusi ness Wesk and the others have recently
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pronounced the latest **revisionist™ fad). | aso don't think the G-7
should set targetsfor M1; there istoo much uncertainty in velocity,
and wedon't even know whether aforeign monetary expansionwould
have a positive or negative effect on the U.S. economy. Rather, if
we are going to coordinate policies to any extent with our trading
partners, | favor focusing on targets for nomina GNP.¢
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Commentary on

‘The Dollar in the 1990s:
Competitiveness and the Challenges
of New Economic Blocs

Alexander K. Swoboda

At the risk of oversmplifying and of losing both the subtlety of
the argument and the many insights contained in its development,
Rudiger Dornbusch's message can be summarized in three major
points.

First, persistent current account imbalances are evidence of the
lack of a (satisfactory) adjustment mechanism in today's world
economy. To correct such imbalances from a U.S. perspective
requires a massive improvement in the U.S. trade balance and, for
that purpose, given foreseeable productivity trends, a large real
depreciationof thedollar will have to take place in the 1990s. The
real depreciationwill haveto bethelarger if, asshould occur, a cor-
rection of the U.S. budget deficit takes place. Asfor monetary policy,
it should be eased to maintain full employment and stable growth.
In addition, an aggressivecommercial policy that priesopenforeign
markets, especially the closed Japanese one, should be pursued and,
if successful, would help correct the U.S. external deficit significantly.

Second, domestic financiad market deregulationwill increaseinter-
national capital mobility or, more precisely, the portion of changes
in national savingsratesthat resultin changesin the current account
rather than in changes in investment. Thus, budget cutting in the
United States would result in a significant, though far from one-to-
one, improvement in the U.S. current account, the counterpart to
which will, again, have to be dollar depreciation in real terms.

Third, thiswill not beenough to make what Dornbusch calls**the
Japan problem™ —the Japanese current account surplus and desire
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to accumulate foreign and especially U.S. assets, thus “'overvalu-
ing"* thedollar —go away. When the U.S. budget isfinally brought
into equilibrium, and with rising resentment against Japanese direct
foreign investment in the United States and in Europe, Japan will
havetolook elsewherefor an outlet for itsexcesssaving. A Japanese
led Asian co-prosperity zoneisthelikely outcomeleading, with the
emergence of post-1992 Europe, to a tri-polar economic and cur-
rency world. And the tone, if not the letter, of Dornbusch's argu-
ment suggests that the three blocs are likely to be inward looking
and hostile to one another. The conclusion, in Dornbusch's words,
isthat these trends certainly reinforcethedollar declinethat isaready
required by the current account imbalance.

I will dividemy commentson Dornbusch's paper into three parts.
I will begin by addressing someof the pointsmadein the paper itself.
| will do so only briefly since a detailed commentary would add
another paper to the conferenceproceedings. Second and again briefly,
I will raise a few ,questionsas to the future role of thedollar in the
international financial and monetary syslem—rather than as to its
futurevalue. Finally, | will sketch, but only sketch, someaof theimpli-
cations | seefor the conduct of macroeconomic policy and for inter-
national coordination of such policies.

Thelatter two partsof my remarksare offered to provoke adiscus-
sion of some of theissues raised in the agenda prepared by thiscon-
ference's organizers but not taken up in detail in Dornbusch's paper.

Dornbusch's argument

Even though | agree with a number of Dornbusch's conclusions,
notably on thetrend toward a tri-polar world, the declining interna-
tional roleof thedollar, or the proper assgnment of U.S. fiscal and
monetary policy, | also have qualms about some of his reasoning,
about some of his policy recommendations, and about his vision
(explicit or implicit in the tone of some of his remarks) of Japan,
Europe, the United States, and of the relationship among the three.
Let metry to'group my many commentson individual parts of his
argument into five main points.

(1) On the required real depreciation of the U.S. dollar, Dorn-
busch may well be right, but then, he may almost as well be wrong.
Among the many reasons | would be skeptical about any prediction
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such as his, let mejust list four. First, we don't know how much
of agiven transfer can be effected at constant terms of trade. Second,
we have very littleinformationon the elagticity of the trade balance
with respect to theterms of trade, and even less with respect to the
real exchangerate. And it is not Smpleregressionsaof oneendogenous
variableon another oneover an arbitrary sample period that will sort
this issue out. Third, even if.we had a fair idea of the response of
the trade balance and the rea exchange rate to'a particular shock,
we havelittleidea whereon that path theeconomy currently is. (Put
another way, hasthedollar already depreciated as much asit should,
given theinitial supposedly fiscal shock of theearly eighties, or does
it havestill someway to go beforeit starts up again and then, when?).
Fourth and specifically on theyen-dollar rate, Rudiger Dornbusch's
estimate may be overpessimistic since that rate affects not only
Japanese-American trade but also U.S. competitiveness in third
markets.

Inany event, theimportanceof dollar depreciation can beoverem-
phasized and tends to raise the real exchange rate to the status of
a target, or intermediateinstrument of policy, a status it does not
deserve. After al, the real exchange rate is an endogenous variable
set, inthelong run, by redl factorssuchas *‘real”’ (structura of which
possibly fiscal) policies, tastes, technology and endowments,
something that Dornbusch fully recognizes.

(2) Underlying much of Dornbusch's discussion is the notion of
an equilibrium or target current account and of thelack of an adjust-
ment mechanism to reach it. | would argue that there indeed exists
an effective adjustment mechanism: current accounts, real exchange
rates, interest rates, and output levelsall adjust to underlying saving-
investment balances. Of course, we may not like the outcome. The
basic reason why wemay notis, | believe, because exigting differences
between nationa saving and national investment and the associated
current account imbalances may reflect distortionsin savers and
investors choices, asocidly inappropriatelevel of the budget deficit,
an inappropriatestructure of taxes, and so on. The obvious way to
deal with the problem isto removethedistortionsand do so at source,
without overdue attention to theimpact on real exchangerates. After
having adopted the proper policies we may not—we will certainly
not—end with current account balance, but with a pattern of current
account deficits and surpluses we can live with.
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(3) Animmediatepolicy implication of thislast point istheassign-
ment that Charles Freedman emphasizesin his paper for this con-
ference, that Rudiger Dornbusch also proposes, and that Hans
Genberg and | have recently analyzed and developed.’ The natural
assignment to adopt under floating exchange ratesis to assign fiscal
policy (both thelevel and structureof taxesand spending) to the cur-
rent account, and monetary policy to the price level in thelong run
and, possibly, to income stabilization in the short run.

(4) Does.all this have a bearing, as Dornbusch sometimes seems
to imply, on the choice between fixed and flexible rates? Some but
not all that much. The traditional argument that countriessubject to
largetermsof tradeshockswould, if they peg, suffer largeincipient
variations in nomina pricesand, if the latter are rigid downward,
in employment is, of course, correct. But, as the variability of the
real exchange rate (RER) is itself a function of the exchange rate
regime, the evidenceon the required variationsin RERs drawn from
the flexible rate period, where nominal exchange rate fluctuations
dominate RER fluctuations,is not much of aguide to the magnitude
of domestic price-level variability that pegging would have entailed.

(5) Thereis, finally, Dornbusch's view of Japan and Europe as
inward-looking, protectionist, areas. There is here an underlying
** Jgpan-bashing™ tone which | find, to say theleast, unhelpful. Not
only does the attitude not help if, asis obvious, we should al hope
the emerging tri-polar world will be open, competitive in markets,
and cooperativein policy, it aso raises false hopes. The decline of
the United States, if thereisone (which| personally doubt), cannot,
in my view, bearrested by an opening up of Japan and the disman-
tling of **Japan Inc.”” The opening up of Japan and the reform of
its distribution system is no doubt desirable, would benefit world
income, and should, indeed, be pursued, partly with the help of an
active commercia policy. But the prime beneficiary will be the
Japanese and the contribution to redressing saving-investment
imbalancesand moderating required RER changesisat best marginal.

The international role of the ddllar

Dornbusch's paper focuses on the future value rather than on the

I see Genberg and Swoboda (1987) and (1989).
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future role of the dollar in the international monetary system. To
do justice to thelatter topic would take a full paper but afew com-
ments are, nevertheless, offered below.

First, thereis no doubt that thedollar is till, and by far, the domi-
nant international currency, beit asareservecurrency, an invoicing
currency, or in the denomination of internationally traded financial
assets. The question is whether it will continueto play thisleading
roleand if so, for how long? A few figures, taken from a recent paper
by Black (1989), indicate that the role of the dollar is decreasing,
but fairly dowly. For instance, athoughthedollar remainsthe main
currency of issuein theinternational bond market, its share declined
from 56.5 percent in 1982 to 43.2 percent in 1987, whilethat of the
yen rose from 6.5 percent to 12.4 percent. The share of the other
important currencies, the Swiss franc and the deutsche mark, held
relatively steady over the same period. Asfar as the currency com-
positionof banks externa assetsisconcerned, thedollar again plays
the dominant role by far with 56.9 percent of the total. However,
the role of the yen has been rising rapidly to third place with 14.6
percent, thus coming very closeto the deutsche mark's 14.9 percent
in 1987. Turningto the role of the dollar as an international reserve
asset, Black's figures confirm that it is declining slowly, though it
till retains avery high share of 70.6 percent of thetotal by theend
of 1987.

Thereare severa reasonsto believethat theroleof thedollar will -
decline further but only slowly, unless U.S. policy turns unstable
and the three emerging blocs becomevery hostile. In thefirst place,
thedeclinedf the dollar reflectschangesin the underlyingworld struc-
ture of economicand political power. But theevolutiontoward atri-
polar currency world islikely to lag behind geopolitics. Just as becom-
ing an international financial center and an international currency
isadow process in which geography and historical accident have
important roles to play, the decline of such centers and currencies
isadrawn-out process as the case of sterling illustrates. Substantial
capital has been built up and invested in the dollar's role and the
United States still has the world's most open, broad, deep, resilient,
and transparent financial markets.

One might till ask, with this conference's organizers, whether a
continued strong international role of the dollar is compatible with
aU.S. net debtor status? | think the answer must be yes but not with
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a continuoudly rising net debtor position, continued large current
account deficitswhich are seen as signalling an incipient crisis and
theclosing down of U.S. financial and goods markets. Thisis why
inappropriate macroeconomic policieson the part of the United States
and/or a threat of economic warfare could abruptly accelerate the
otherwise dow decline of the international position of the dollar.

But, you may ask as Robert Mundell recently has, would not con-
tinued demand for ** quality international assets'* imply a continued
net capital inflow into the United States and force a continued U.S.
current account deficit? | think not, even though | do agree that the
United States remains a dominant supplier of quality international
assets. For, continued foreign demandfor U.S. assetscan be satisfied
with a balanced American current account. We are back to theques-
tionsof the 1960s. It is not impossibleto envisage U.S. grossforeign
assetsand liabilitiesgrowing whilethe U.S. international investment
position remains balanced, the growth in short-term liabilities being
matched by a growth in its long-term assets.

That having been said, we are moving toward a tri-polar world.
The crucial question, of course, iswhether the blocs will be hostile
and closed, or open and cooperative; herel am more optimistic than
Dornbusch. Bethat as it may, in the medium run the decline in the
international role of the dollar should give some scopefor increased
concentration on U.S. domestic goalswithout bringing forth policy
reactions from abroad that frustrate U.S. policy.

Implications for macroeconomic policy and coor dination

Assuming that we are, indeed, moving toward a tri-polar world,
at least at the industrialized countries core, what are the implications
for the conduct of monetary policy within the blocs and for coor-
dination among them if a breakdown into hostile blocs is to be
avoided? Thisis obviously too broad a topic to be taken up in any
depth here.2 A few remarks may, however, be in order.

Within the currency blocs, national monetary policy will have to
bedictated by the requirementsof external balanceif exchangerates
are to be credibly fixed within each area. And, within each area,

2 For a discussion of this topic see Swoboda (1989).
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the n—1 problem will have to be faced and solved. These are the
requirementsfor the smooth internal functioningof the blocs which,
in turn, would seem to be necessary for relatively open competition
and effectivecoordination of policy among them. Thetwin hypotheses
that goods and asset markets will be even more closely integrated
worldwide tomorrow than today—and Dornbusch would agree, |
believe, that all market pressures are working in that direction,—
and that current account imbalances will continue for better or for
worse to be concernsof policy have a number of implications for
the shape that such coordination of policies should take.

In such a world, it is particularly important that fiscal policy, or
more broadly saving-investment policy, be assigned thetask of cor-
recting current account imbalances. (It is also important that some
modicum of international agreement exist as to what constitutes,
roughly speaking, balance in that respect.) Focus on the exchange
rate, rea or nominal, as an instrument for, or intermediate target
with respect to, current account balance distractsattention from the
basic problem and may well prove destabilizing rather than stabiliz-
ing. Whether relations between the three blocs should be ruled by
afixed or aflexibleexchange rate system is a separate issue, to be
settled on other than current account equilibrium grounds. Having
said that, it must be recognized that it is hard to imagine a fixed
exchangerate system survivinglarge and protracted current account
imbalances; but it should also be recognizedthat aflexible rate system
is unlikely to function smoothly with such imbalances.

Whichever exchangerate systemischosento rulerelationsamong
the three blocs, what matters is that the choice must be a clear one
and that national monetary and macroeconomic policies will be run
in afashion that is consistent with thelogic of the chosen system.
Contingent rules of the assignment type would be helpful in that
respect. In addition, there is a need for a credible commitment on
the part of all magjor playersto a basic code of conduct that includes
openness of tradein goods, servicesand assets, multilateralism and
the avoidance of competitive depreciation. With such a code, an
appropriate coordination of policiesof thetypejust outlined, and the
will to addressinternational imbalancesat source, thereisno reason
why relations among the three emerging blocs should not be
characterized by competitive markets, cooperation, and a modicum
of civility.
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Overview:
Central Bank Perspectives

John W Crow

I'd like to share with you some thoughts on three main areas for
monetary policy, with the benefit of the exposure they have been
given these past couple of days. | will start with some remarks on
monetary policy objectives, then comment more briefly on some
pointsrelated to monetary policy transmission, and end on the vexed
guestion of the international dimension.

My remarkswill likely reflect to a degreethe fact that Canadais
a smdl “large economy.”’

TheBank of Canada Act, inits preamble, calls upon the Bank "to
regulatecurrency and credit in the best interests of the economiclife
of thenation, to control and protect theexternal valueof the national
monetary unit and to mitigate, by its influence, fluctuations in the
genera level of production, trade, prices, and employment.*

Now, thisisalong list of objectives for one instrument. | trust,
therefore, that you'll begratifiedto learn that the preamblecontinues
*“ .. . sofarasmay be possblewithin thescopeof monetary action."

And the one thing that | would emphasize in thisis that what is
very clearly within the scope of monetary action is to preserve the
valuedf money—to striveto provideasolid anchor for nomina values
in the economic system.

The dimension of monetary policy is right for this purpose, even
if it isnot the only public policy affecting aggregate spending. And
experiencetellsusthat the value of money will not, realistically, be
preserved—broad price stability will not be attained —unless monetary
policy isframed and executed in such away asto give pricestability
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strategic importance. If monetary or credit aggregates as intermediate
targets or information variables help in this endeavor, they should
be used.

Pricestability isa valuable input into a well-functioningeconomy.
In particular, the persistently popular notion that price stability gets
in the way of growth does not, in my view, bear critical scrutiny.
Since our economies are based on money, markets, and informa-
tion, the reverse has to be true.

Thistruthis, of course, well brought out in those many cases where
the domestic monetary system has been badly treated, for whatever
reason that seemed good at the time. But even if we discard the
extremes, we should not discard the key point. What we can most
usefully worry about, and encourageothersto think about, now and
in the future, is how to assure price stability.

The policy alternativeto price stability might be characterized as
a policy of making gestures at holding the rate of inflation where
it happensto be. Given the element of inertiain cost and pricefor-
mation, such arate of inflation might conceivably be held in the short
run without necessarily provoking an erosion of confidence. And any
inflation slippage can be attributed to bad luck. In practice, thiskind
of approachis bound to lead to a ratcheting up of inflation and an
erosion of confidence, because the risks with inflation are taken
systematically in an upward direction. Eventually, of course, theprice
and cost pressures haveto be subdued, but then in amore wrenching
manner than would have been needed if price stability had been sought
earlier. Furthermore, you don't really get back to whereyou started,
becausecredibility has been lost in the process, and restoring credi-
bility seems to take longer still.

Any emphasis on the responsibility of monetary policy for price
stability does not imply that fiscal policy and monetary policy are
two solitudes—just that they havedifferent qualitiesand are, therefore,
not smple substitutes. The stance of fiscal policy can make monetary
policy's jobeasier. And lookingat it the other way, thereiscertainly
afeedback from monetary policy to thestance of fiscal policy through
monetary policy's effect on interest charges on public debt. Still, the
distinction between monetary and fiscal policy, inthisage of deficits
and public debt overhangs, isavita oneto underline. It emphasizes
that monetary policy should not, intheend, beadigned in such away
as to make financing fiscal deficits either easier or more difficult.
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Monetary policy's macroeconomic concerns—for monetary expan-
sionand tota spending, for the path of inflation, and for price stability
—are challenges enough to be getting on with.

In this vein, let me emphasize one thing that isdifferent about the
late 1980s, compared with a period that | think about quite abit these
days, thelate1960s. What isdifferent isthat now we have the dubious
benefit of having experienced the economic vicisstudesof the 1970s—
inflation, recession, stagflation. Many countries' monetary policies
in the late 1960s, and very early 1970s for that matter, were not,
in retrospect, asunyieldingin resisting inflation asthey might usefully
have been. The reasons are complex, asthey were bound to be, and
were well-analyzed by Arthur Burnsin his Per Jacobsson L ecture,
**The Anguish of Central Banking."* However, without any doubt,
the result was that the inflation problem was alowed to fester. It
then got out of hand in ways we all know too well, and that isin

.Important measure why the 1970sas a wholewere such bad economic
news. So given this lesson, and given the readiness of monetary
authoritiesto act onit, we can trust that the 1990s will, to that crucial
extent, not be like the 1970s.

| have managed to get this far without mentioning the exchange
rate. Let me now introduce it.

My first comment is somewhat parochial. Our colleagues across
the Pacific seem to see us as more tied in to the U.S. dollar than
we see ourselves. Thisis not the place to speak extensively on the
subject, but | should emphasize that in Canada we do operate under
aflexible exchange rate regime and find no reason to change at this
time. Someamong you will recall that Canada, reflecting the world-
pricevolatility of natural resourceoutput, which makesup asizable
part of our total output, and alarge share of our exports, was one
of themoreinveteratefloatersthroughthe period of the Bretton \Woods
regime. Perhaps my counterparts comments reflect thefact that while
the Canadian dollar has certainly moyed vis-a-vis the U.S. dollar
in recent years, the amplitude has, unsurprisingly | think, not been
nearly as great as for the Australian dollar or the Japanese yen.

Oneof theoldest phrasesin the monetary policy hymn book, com-
ing right after ** carrying the burden, isthe acknowledged need to
balanceexternal and domestic objectives. In thisspirit, let merecall
for you one phrase of our preamble *“ . . . to control and protect
theexternd vaueof the national monetary unit . . . ** Thiscan, quite
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reasonably, be taken to mean that monetary policy should have a
specia care for the exchange rate. Thisis at one level reasonable
because monetary policy istechnicaly well-fitted to the task —certainly
better than fisca policy. Indeed, thereisamost no comparison. And
as we have been reminded today, with the best will in the world,
exchange market intervention cannot be viewed as playing morethan
a stopgap role.

However, while recognizing the technical point, | would suggest
that we not lose sight of what isreally important here. For example,
inviting you to consider again our preamble, let me suggest that the
surest way to **protect the external value of the national currency
unit™ is by holding to a domestic monetary framework that protects
itsdomestic purchasing power. Put another way, there cannot really
be an exchangerate policy divorced from thefundamenta principles
driving monetary policy.

I"ll come back to some aspects of this question alittlelater in the
context of international considerations, but first some observations
on monetary policy transmission.

My first isthat the growth in the relativesize of the public debt,
especialy when public debt is heavily weighted with floating rate
debt, meanswe probably haveto accept thefact that short-terminterest
rates may well have to move more, or to hang in more, to have the
same impact on aggregatespending as earlier. Furthermore, every-
thing we see indicates that the channels of private sector financing
are so much moreflexible than they used to be. Thisalso meansthat
interest rates have to work harder than before.

On the other hand, with floating rate debt much more common
than it used to be among private borrowers as well, interest rate
changes have more leverage on the current decisions of past bor-
rowers and not just on those currently contempl ating a spending deci-
sion. However, in this general area of private sector debt, let me
point out also that the Canadian corporate sector has not seen its
indebtedness, and interest rate risk, pushed up in the way that has
apparently occurred in the United States and was analyzed yester-
day by Ben Friedman.

My fina observation on transmission isin a somewhat different
category. Since actions of monetary easing or tightening pop out in
both exchange markets and money markets, it is quite appropriate
a onelevd at least to regard the exchangerate as part of the monetary
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transmission mechanism. Indeed, it is possible to construct a
*"monetary conditionsindex'* that incorporates both effects, weighted
by their estimated shorter- to medium-term impact on spending. One
important caveat, especially in the case of Canada, where we have
undergone magjor swingsin our internationa termsof trade reflect-
ing fluctuationsin world commodity prices, isthat not al exchange
rate movementsare to be laid at the door of monetary policy. But
in any case, itisclear that taking into account thetransmission through
the exchange market can add measurably to one's view of the strength
of the transmission to the domestic economy from monetary policy
actions.

However, since exchange rates are ratios between respective
nationa monies, this bringsmeright up against my fina set of preoc-
cupations, those regarding the international dimension.

Asl| noted at the beginning, theinternational dimension of monetary
policy is, in my view, aparticularly difficult aspect to grapplewith.
And the Kansas City Fed, not ducking the issues, has alocated a
good hdf of the symposium's time to it. Echoing Bob Solomon,
perhaps next year the Kansas City Fed will follow up with a sym-
posium on the international .dimensionof fiscal policy. Let mejust
note herethat it was very appropriatefor fiscal policy to be referred
to this morning.

The essence of the challengeis easy to catch—""hang together or
hang separately;™” **never send to know for whom the bell tolls,**
and so on. Isthereredlly achoicein a strongly interconnectedworld
between policy autonomy and someform of policy coordination?In
putting it this way, | am accepting the point, implicit it seems for
those choosing the program wording for this conference, that the
weaker form exercise of systematic cooperation, which is clearly
benign, in practiceleads to the stronger form, coordination. At the
sametime, accepting, like the universe, coordinationdoes not imply
that coordination has to be continuous or at the same intensity al
the time.

And, of course, most of the practicaly interesting and important
questions lie somewhere between the poles of all-out coordination
and all-out autonomy. Furthermore, they have, like all interesting
and important questions, given riseto a vast literature, although not
to date generating any very robust, that is, all-purpose, analytical
conclusions. Still, the coordination process has continued, and will
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continue, with, at the very least, the justification that it can help to
block off one clearly damaging possibility —that of the industrial
world, and therefore everyoneel se, diding into a protectionismborn
of frustrationwith current account imbalances. Whilethisjustifica-
tion may indeed be compelling, it must also be conceded that it is
hardly inspiring.

In any event, let me orient my observations by asking what inter-
national economic coordination implies for monetary policy.

| began these commentsby emphasizing the crucial responsibility
of monetary policy for monetary stability. Thiswasinanationa con- -
text. Theissuethat concernsmeis how, if at all, monetary stability
can be pursued in a global coordination context. And | think that
it may safely be added that thisis certainly an issuefor the 1990s,
because it has not been settled in the 1980s.

Theremay, of course, be many reasonswhy it has not been settled,
not least of which isthe inherent difficulty of constructing interna-
tional monetary arrangementsamong sovereign nations. It will not
be easy in Europe, despitethe aready existing strong sense of com-
munity, as Governor Leigh-Pemberton reminded us yesterday.

The point, however, that | want to dwell upon is more specific.
Whatever the theory of internationa economic coordination, the way
the process seems to have worked over the most recent years has
been to emphasizethe role of monetary policies, policiesof achiev-
ing particular patternsof short-term interest rate differentialsamong
countries, in stabilizing exchange rates while the necessary fiscal or
structural changes are made to address the underlying imbalances.

This may not be so bad, as a kind of short-term fix. As | noted
earlier, monetary policy has a comparative advantage over other
instruments in exchange rate matters. But there are also very evi-
dent dangersthat stem from the fact that the approach is essentially
relativistic—thereis no clear central anchor —and the undeniabl efact
that the saving-investmentimbalances are not being corrected very
quickly.

There is another element to this—an element that could, in fact,
have implicationswithin Europe, given the intracontinental current
account differences, as well as on the broader international scene.
Sincethese saving-investmentimbal ancesare morereadily tolerated
on arising tide of demand, the temptation is evidently more than
usudly present to search for reasonsfor seeing the economic system
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as demand deficient. Clearly the potentia of the combination of a
relativistic, or non-anchored, approach to monetary policy, with a
presumption that the problem to be guarded against most strongly
isashortageof spending, can be a-powerful force behind inflation.

From thisangle, the broad challenge to monetary policies may be
to avoid being put upon—to avoid playing too many rolesand finishing
up making things worse both domestically and internationally. But,
of course, the extent with which thisis avoided brings us into areas
beyond the strict purview of monetary policy.
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Leonhard Gleske

First | would like to join others in expressing nmy thanks to the
Federal ReserveBank of Kansas City and its president, Roger Guffey,
and to Tom Davisfor inviting meto this symposium that takes place
in such an exciting environment herein Jackson Hole. | am especialy
pleased to be here because participation in this symposium is one
of thelast activitiesin my professional lifeasa central banker. After
having served for more than 25 years as a member of the, Bundes-
bank's Central Bank Council, | shal retire at theend of this month.
But, of course, | will continue to take a close interest in monetary
policy issues; even though | will no longer take an active part in
policymaking in the 1990s.

Oneof themain issuesfor the 1990sis the evolution of the Euro-
pean Economic Community toward an Economic and Monetary
Union. Governor Leigh-Pemberton,in hisluncheon address of yester-
day, dedlt with the implications for monetary policy of **Europe
1992.”’ | was tempted to add a few remarks on thisissue from the
point of view of a central bank whose economy and currency, the
deutsche mark, have grown into a rolethat has, somewhat critically,
sometimes been called dominant but, more positively, hasserved and
continues to serve as a stability anchor for the European Monetary
System. During the transition period, before the full implementa-
tion of economicand monetary union, monetary policy will continue
to be conducted under nationa responsibility, but more and more
in an environment which is characterized by full freedom of capita
movementsand increasing integration of financial markets. For the
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monetary policy of the Bundesbank this will be, of course, a very
important issue in the 1990s. But my time is too short to deal with
this question here, so | resist this temptation.

Instead, | will concentratemy remarks on two points. The first
one concernsthe role of monetary aggregatesas an intermediatefor-
mal target or as aguidefor the conduct of monetary policy. Charles
Freedman makes some very interesting points on thisissue in his
paper.

The second issue concerns the likely development of the inter-
national monetary system into a tri-polar currency system and the
implications such achange might have for exchange rateand monetary
policy. In his paper, Yoshio Suzuki predicts that such a tri-polar
system will be in place by the mid-1990s.

Let me begin with the issueof monetary targeting. It has always
been a strong convictionin the Bundesbank and its predecessor (the
so-cdled Bank Deutscher L ander which was establishedin 1948 under
American influence), that the primary goal for acentral bank isprice
stability. | have nothing to add to what Charles Freedman has said
in formulating convincing argumentsin favor of such astrict defini-
tion of thecentral bank’s task. It isthe primary role of central banks
tolook after the stability of domestic prices. Asoneimportant achieve-
ment of the EMSS, all participating central banks have now endorsed
this principle. Officially, it was first expressed in 1987 in the so-
called Base-Nyborg report of EEC Governors on the functioning
of the EMS and recently repeated in a draft decision to be adopted
by the EEC Council of Ministers which the governors were asked
to formulate. This decision will extend and strengthen the role and
responsibilities of the Committeeof Governorsof EEC central banks
in the first stage of the Economic and Monetary Union. This Com-
mittee of Governorswill likely develop in the 1990s into something
that can be called a European Federal Reserve Board or a European
Central Bank Council.

Monetary targeting can be very helpful in achieving thefinal god
of domestic price stability. For myself, | was never as strongly con-
vinced as many monetaristsare, of a close relationship between the
monetary aggregatesand the real economy. Under most circumstances
it will be a useful concept. But, in some circumstances, strict
adherence to an aggregate without further analysis as an indicator
for policy can lead one to wrong conclusions.
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In the political and socioeconomical environment in which central
banks have to act, a monetary policy based on an aggregate as an
intermediatetarget can facilitate the task of convincing politicians
and the general public of the appropriatenessaf a policy that other-
wise could provoke strong opposition. That will be the case, in par-
ticular, when a central bank, in order to fight inflation or to prevent
inflationary forcesfrom spreading to all sectorsof the economy, has
to embark on a restrictive path, necessarily accompanied by high
interest rates. In the early 1970s, when inflation rates in Germany
during the last stage of the Bretton Woods System reached
unprecedented levels, the Bundesbank came under severe pressure
to demonstrate its ability and firm determination to pursue a non-
accommodating monetary policy in order to break the domestic
inflation spiral. Thiswasthedominant political consideration which
led to the adoption of aforma monetary targeting framework in Ger-
many in the mid-1970s.

In the given German context, this strategy was designed to give
private and public decisionmakers clear guidance about the general
stance of monetary policy and give them a monetary framework for
nominal spending and price and wage setting. The ultimateaim was
to facilitate agreement among the social groups, minimize friction
between the variousareas of economic policy, and reducethe potentia
output and employment costs of inflation control.

Although target-guided policiescould not alwaysbe implemented
without frictionand, for a number of years, we had to accept strong
deviations from our annual targets, the Bundesbank has adhered to
this practice up to now. Monetary targeting proved to be particularly
useful in breakinginflation spirals after thefirst and second oil price
hikesin 1974 and 1979 and after the deutschemark’s ** depreciation
crisis’ in the early 1980s. Since then, a supply-side orientation of
economic policy, the budget consolidation course pursued by the
federal government, moderate wage settlements, and the temporary
market falls in world energy and raw material prices have greatly
facilitated the Bundesbank's task. In 1988, inflation was down to a
record low of lessthan 1 percent. The Bundeshank feel sthat adherence
to monetary targets may be a good method of consolidating this
disinflation process, even though it has proved especialy difficult
in thelast few years to reconcile domestic monetary targeting with
the requirements of exchange rate management.
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The reason why atarget-based monetary policy has been repeatedly
confronted with difficultiesin the case of Germany is not so much
because dof deregulationin thefinancial markets, as hasbeen thecase
in other countries. Interest rate regul ationswere abolished more than
20 years ago and monetary policy in Germany has been conducted
on the basis of market oriented instruments. Deregulation has had
only alimited effect on the aggregates. But, as amedium-sized country
which isthebiggest exporter in the world economy and which, since
the second half of the 1950s, has had practically no restrictionson
capital movements, external factors are playing an important role
with far-reaching implicationsfor the monetary aggregates. With the
globalization of internationa financial marketsand thegrowing role
of the deutsche mark as a reserve and investment currency, these
influences have become even more important. Repeatedly, German
monetary policy has been confronted with the problem of reconcil-
ing itstarget-oriented policy with the need to avoid, asfar as possi-
ble, amisdignment of theexchangerate of thedeutschemark, without
endangering the achievement of the final goal of its policy which
is domestic price stability. The development of the aggregates has
not always been a reliableguide in deciding about the appropriate
direction of monetary policy.

I will givejust oneexample: in 1986 and 1987, non-banksin Ger-
many recorded a hugeinflow of foreign exchangeviaagrowing cur-
rent account surplus, accentuated by stronginflowsof short and long-
term capital. Accordingly, we saw astrongovershooting of monetary
targets. After thorough analysis, we came to the conclusion that to
toleratethis overshooting was better than to react to it with amone-
tarist answer of further tightening monetary conditions. The main
cause of this overshooting was not, as happened quite often in the
1960s and 1970s, an export induced surplusin a worldwide expan-
sionary and sometimesinflationary environment, but an import price-
induced surplusin a world economy characterized by uncertainties
and moderate growth rates. In Germany, thisovershooting took place
at atimeof astrong appreciationof thedeutschemark with welcome
stability effectson the one side, but contributing to the uncertainties
in the businesscommunity on the other side. At thesametime, grow-
ing real imports, welcomed in theframework of the adjustment pro-
cess, were a cause for low domestic real growth rates.

Let me add another scenario. In Germany now, we are close to
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our monetary target for 1989. There seems to be, from this point
of view, no need for a further tightening of monetary policy. The
high liquidity preferenceaf Germaninvestors, which wasone of the
reasons for overshooting in previous months, has normalized after
the announcement that the plan to introduce a withholding tax on
interest rates has been abolished. But, at the same time, the huge
net capital outflow which had itscause, inlarge part, in withholding
tax considerations, has been reversedinto a capital inflow to the non-
banking sector of theeconomy. An even larger current account surplus
than last year, combined with a capital inflow to non-banks, could
easily lead again to a similar overshooting of aggregates as was the
case from 1986 to 1988. But this time, the causes and the environ-
ment are both totally different. The growth in the current account
surplusis, to alarge extent, export induced. In addition, weareliv-
ing in a world economy with strong real growth in a number of
industrial countries, mainly in Europe, some of which are experi-
encing inflationary pressures, and with a domestic economy that is
fully employing all its physical capacities and a deutschemark, that
has been, for sometime, more on thewesk side. Under those condi-
tions, a new overshooting could not get the same answer as a few
years ago and monetary policy would have to react. To avoid mis-
understanding, | am not saying that such a scenario will become a
reality. My intention is only to demonstrate that the devel opment of
the money supply, in light of the complex interrelationshipbetween
monetary aggregates and the real economy, needs a careful inter-
pretation and anadysisof the causes behind the growth of the monetary
aggregates. Monetary policymakers must examine whether the fac-
tors contributing to monetary growth reflect inflationary .forces at
homeand whether an ample money supply, evenif caused by noninfla:
tionary factors, in a certain environment could induce inflationary
dangers. The concept of a policy based on monetary targeting is not
as smple as it seems to be to a number of monetarists.

| have much sympathy with the view of Charles Freedman when
he says that it is most useful to think of financial aggregates, both
money and credit, as playing the role of policy guides, rather than
that of formal targetsfor the next few years. But | also agree with
him that the distinction between these two concepts—policy guide
and formal target—isone of degreerather than substance. Initspalicy,
the Bundesbank has proved to be flexible. In the context of its
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monetary policy, the Bundesbank repeatedly has also taken into
account other factors, especidly external influences, and has accepted
an overshooting of its monetary target when justifiable.

But we do see, also, the danger for a central bank in using afor-
mal target. It could become confronted with aloss of confidencein
the chosen aggregate, and even more, aloss of its own credibility
if it appearsnot to be ableand willing to achieve the announced target
growth rate for the chosen aggregate on most occasions. Frequent
or continued overshooting or undershooting can, indeed, pose a
credibility problem. But we believe that this risk may be controlled
as long as the fina objective, price stability, is achieved. In Ger-
many, this has been the case over all the years since 1986, when
we accepted and tolerated the overshooting. At any rate, the Bundes-
bank has alwaysendeavored to give a convincingjustification to the
public asto why it would not have been appropriateto try to attain
a specific monetary target at any cost. This, too, may have contributed
to the maintenance of its credibility.

Charles Freedman makes another remark in his paper in the con-
text of monetary targeting which brings me to my second point:
namely, theimplicationsfor monetary policy of an emerging tri-polar
international monetary system. Asone of the conditionsunder which
an aggregate could be used as a formal target for monetary policy,
Freedman mentions a stable relationship between the monetary
aggregate and thetarget variable, either nominal spending or prices.
The example of Germany shows that countries that are strongly
integrated into the world economy may have a more complex inter-
rel ationshi pbetween the devel opment of their money supply and the
real economy than countries where—like the United States—the
domestic economy, because of its size, is much less influenced by
external factors. In the case of Germany, the export of goods and
services counts for one-third of GNP. The figure for Japan is not
even hdf thissize, and for the United States, thisfigureisstill, even
after astrong increaseover thelast two decades, below 10 percent.
Imbalancesin the combined account of current transactionsand capita
movementsof non-banks, oneof thedetermining factorsfor monetary
aggregatesbes des domestic credit expansion and domestic monetary
capital formation, have often been quitelargein Germany, whilethey
compensate each other much more in Japan and the United States.
Under those conditions, monetary targeting is confronted with very
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difficult problems. Small countriesin Europe, normally with an even
higher shareof foreigntradein their GNP, have, therefore, refrained
from thetargeting of monetary aggregates. They pursue an exchange
rate oriented policy and, in anumber of cases, havetied their exchange
ratesto thoseof their most important trading partnerssincethey are
satisfied with the resultsof the economic policiesof these partners,
mainly in terms of price stability.

Surely, the United States as'well has had some problems as far
as the money supply as a monetary target was concerned. But these
problems had more to do with the effects of financia deregulation
than with external factorsand they were, | suppose, moreof atrans-
tional nature. | agreewith Lyle Gramley and others, that theinnova-
tion process will probably continue in the future and influence the
money supply. But | believe that innovation will develop more
smoothly than in the past and not in such an erratic way asin the
early 1980s, so that a target oriented monetary policy will be able
to copewith it better than at sometimein the past. | have noted also
the point made by Lyle Gramley and by some othersin the discus-
sion, that the external factors will.also be playing a larger role for
the United Statesin the conduct of monetary policy than in the past.
But still, compared to GNP, theexterna factorswill remain relatively
small and theimpact on monetary aggregates, as well as on the real
economy, will remain much smaller than isthe casefor most medium
and small-sized economies in Europe.

Normally, there will, | suppose, continue to exist a more stable
relationshipin the United States between the monetary aggregates
and the real economy than in economiesof a smaller size. Perhaps
it is no accident that monetarismas a theoretical concept was invented
in the United States, after Milton Friedman and Anna Schwartz had
written their famous book on American monetary history.

One consequence of regional integration into a single market of
a big size will be a substantial reduction of the foreign sector for
this now bigger economy, compared to the sometimesextremely high
proportion for individual member economies. This will be the case
in Europe, whereinterregional tradeis playingavery important role.
Such a development will presumably create better conditionsfor a
monetary policy that is based on aggregate targets. But theimplemen-
tation of such amonetary policy for thewholeareawill becomefeas-
ble only after a common monetary authority has been established.



306 Leonhard Gleske

Thisis a political aim for Europe, but we are still far away from
thisand | doubt whether this will ever happen in the Pacific area.
Anyway, | do not believeit will be an issuein the 1990s, at least
not in the terms | just described.

But | can imagine that, in a continuing process of integration,
monetary coherence withinthese areas will increasewith oneor more
countriesof sufficient size pursuing a policy with the aim of form-
ing a core of monetary stability, thus providing the whole system
with an anchor resulting in relative exchangerate stability within each
area. One of the challenges of the world in the 1990s will be, as
Y oshio Suzuki outlines in his paper, how to make the **domestic™*
stability in each currency area compatible with the stability of
exchangerates among these threeareas whilemaintainingfree trade
and free capital movements in the world under the free floating
exchange rate system. | agree with Yoshio Suzuki that, on the
domestic front, tri-polar countries should conduct monetary policies
which emphasize money growth as the intermedi atetllrget and give .
top priority to domestic price stability. Thiswould, inheed, limit the
scopefor influencingforeign exchangerates in the shortterm through
interventions and manipulation of interest rate differentials.

However, large currency areasmay enjoy lessexternal constraints
for their real economy than individual countries under the present
system, and exchangerate movements among big currency blocs may
become, if they appear, more tolerable than under present condi-
tions. The impact of exchange rate movements on these large
**domedtic’* markets would be much smaller than today for a number
of medium and small-sized economies. This does not mean pleading
for a policy of **benign neglect” as to the exchangerates of these
currency blocs. But as the United States with its repeated policy of
““benign neglect™ in the past has shown, at |east to some degreeand
for a certain time, a large domestic market can absorb the impact
of exchangerate movementsbetter than economieswith arelatively
large foreign sector.

However, thisdoes not mean that there would no longer bea need
for close cooperation among these currency blocs. Governor Leigh-
Pemberton has rightly pointed out that such a cooperation would
remain necessary and it should be based on thepriority goal of price
stability. But even a close cooperation will not aways exclude the
possibility of capital flows causing exchange rate movements that
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influence the real economies. Therefore, there remains a need for
someelasticity of exchange rates between those currency areas. But
becauseof their size, they would bein a better position to cope with
such exchange rate movementsnow than would smaller economies.






Overview:
Central Bank Perspectives

Alan Greenspan

Much of this conference has focused on thefact that our markets
and financia systemsare evolving at a pace not fully envisioned only
afew yearsago. They are enhancing the avenuesof credit available
to borrowersand the convenienceof efficiency of financial markets
and services. However, the changes are also adding immensdly to
the complexity of our financia system and are accordingly closing
therisks. Now, if thisisasideissueto the central focusof this con-
ference, monetary policy will not befunctioningin avacuum during
the 1990s.

With the memory of October 1987 still fresh in our minds, it is
important that westand back, not only to take stock of what has hap-
pened, but to understand better the economic causes of financia
innovation and globalizationand to identify potential accompanying
risks and ways to limit such risks. Fending off such risks will be
one of the roles of central banking in the 1990s.

Contributing to the evolving of our financial marketsis a process
that | have described el sewhere as the downsizing of economic out-
put. That is, the creation of economic value has shifted increasingly
toward conceptual and intangiblevalues with decidedly less reliance
on physical volumes. In fact, if theweight of all materials (thetons
of grain, cotton, ore, coal, steel, cement and so forth) we produce
were added up, their average volume per capita might not be much
greater today than it was say 50 or 75 yearsago. This would mean
that increases in the conceptual componentsof GNP, that is, those
reflecting advances of knowledgeand ideas, would explain, by far,
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the major part of the risein real GNP in the United States and
presumably, the industrial world as a whole.

Downsizing haslargely been a response to the need to reducethe
costs of moving goodsand servicesto their most highly valued use,
thereby conserving on energy, labor, and other valuable resources.
Reinforcing this process has been quantum advancesin technology
spurred by economic forces. In recent years, the explosive growth
of information gathering and processing techniques has grestly
extended our analytical capabilitiesof substitutingideasfor physica
volume. Since irreversible conceptua gains are propelling the
downsi zing process, thesetrendsalmost surely will continueinto the
twenty-first century. The purpose of production of economic value
will not change. It will continue to serve human needs and values,
but the form of output will be increasingly less palpable.

Understandably, downsizing is having a profound impact on inter-
nationa trade. Obviously, thelessthe bulk and thelower the weight,
theeasier it isto move goods. Clearly, as cross-border trade grows
irreversibly over the long run, worldwide surplusesand offsetting
deficits on current accounts can be expected to grow as well. That
is, owing to the forces that are acting to boost the share of output
going to trade, net cross-border financia claimsrelativeto GNP can
be expected to continue to rise.

Moreover, new technology, especially computer and telecom-
muni cations technology, is boosting gross financia transactions at
an even faster pace than the net transactions required to finance cur-
rent account deficits. Rapidly expanding data processing and virtualy
simultaneous or instantaneousinformation transmission capacity are
facilitating the development of a broad spectrum of complex finan-
cia instruments which can be tailored to the hedging, funding, and
investment needs of a growing array of market participants. Some
of this has involved an unbundling of financia risk to meet the
increasing specialized risk-avoidance requirements of market par-
ticipants. Exchange rate and interest rate swaps, together with financia
futures and options, have become important means by which cur-
rency and interest rate risks get shifted to those most willing to take
it on. The proliferationof financial instruments, in turn, impliesan
increasing number of arbitrage opportunities which tend to further
boost gross financial transactions volume in relation to outpui.

Portfolio considerations also are playing an important rolein the
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globalization of securitiesmarkets. As the welfare of peoplein the
United States and abroad becomes more dependent on the perfor-
mance of external economies and exchange market developments,
itis naturd for both individua investorsand ingtitutions which directly
or indirectly manage the assets of individualsto acquireor raise the
sharedf foreign securitiesin investment portfolios. Such diversifica-
tion provides investors a means of protecting against depreciation
of the local currency on foreign exchange markets and domestic
economic disturbances affecting asset values on local markets.

Clearly, as internationa trade continues to expand more rapidly
than global output and domestic economiesbecomeeven more closey
linked to those abroad, the objective of diversifying internationa
securities portfolios, will become increasingly important. Moreover,
sincethe U.S. dollar isstill thekey international currency, such diver-
sification has been and may continue to be disproportionately into
thedollar asaproxy for all nondomestic currencies. This, of course,
presumes the continued role of the dollar as the key international
currency, which | do.

As international financial trading and transactions have surged,
demands for clearing services across a wide range of financia
instruments haveexpanded rapidly, placing pressureson clearingand
settlement systems. Partly as a consequence, volumes on payment
systems, both domestically and crossborder, have mushroomed. As
the magnitudes of transactionsescalate, monetary authoritieswill have
to become increasingly concerned about systemic risk. Existing
schedul e settlement and payment del ays rai sethe spector of defaults
in any of the myriad of uncovered transactions which can ricochet
through the financial markets both domestically and acrossborders.

Thevariousclearing, settlement, and payment systems have been
endeavoring to reducethe systemic risk by shortening the time lags
between commitment and final settlement, in effect, endeavoring to
reducefloat. Obvioudly, if dl financial transactions were completed
concurrently and with finality, float would disappear and systemic
risk resulting from the time differencesin settlement, clearing, and
payments, would beeliminated. Perhapsin 20 or 30 years, computer
technology will have advanced to the point where such an overall
world financial system would be feasible. But in the period immedi-
ately ahead, this is clearly not yet practical.

To be sure, technology exists today to maintain a real time con-
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current settlement, clearing, and payment system which would reduce
levelsof float to zero. The reluctance to introduce such a system
presumably impliesthat thecost of implementationexceedsthe present
cost of the risks of systemic failure. Hence, pending the ultimate
rationalization of financial transactionsand the elimination of float,
one of the mgor concernsof monetary authoritiesin the 1990s and
the early part of the next century is going to be the substantial
acceleration of float. Since this will be a factor in the stability of
theworld financia system, it will, of necessity, impact on our various
monetary policy strategies.

It isworth noting that computer and tel ecommuni cationstechnol ogy,
while an important factor contributing to theglobalization of securities
marketsand to certain financial system risks, can be used and isbeing
used to limit risk. Information systemsincreasingly are permitting
securities firms to monitor their globa positionson a timely basis
and virtualy around-the-clock trading in some securities enables
market participantsto shed unwanted risk promptly. Such technology
also permits clearing systems to monitor member positionsin their
own markets on a timely basisand to share member position infor-
mation with other clearing systems, thereby enhancing control of
overall risk to clearing and settlement systems.

To an important degree, more standardization in the areas such
as clearing and settlement and capital standards holds the promise
of enhancing efficiency while, a the sametime, strengthening market
structures. Moreover, international coordination of policiesin these
areas will act to reduce the scopefor so-called regulatory arbitrage;
that is, artificial reasonsfor investors or securitiesadvisersto favor
one national market over others.

At the present time, a considerable amount of effort is being
expended to coordinate within and across borders in these various
areas. |n some cases, this involves regulatory authorities; in some
other cases, it involvesthe privatesector and still others, it involves
the combinationof both. For example, therearea number of bilateral
discussions between the SEC and securities market regulatorsin other
countries on issues relating to the exchange of information and
enforcement of securities market laws. Also, central banks within
thecontext of their responsibilitiesfor national payment syssemshave
been addressing risksassociated with securities, clearing and settle-
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ment and areworking to coordinatepolicieson payment system netting
arrangements.

In closing, the stability of our financia markets must, of course,
at root, rest on the performanceof the world economy. Thus, at the
very top of our consideration in maintaining asound financial struc-
tureisthe pursuit of sound economic policiesboth domestically and,
to the extent relevant, on a coordinated international basis. In this
regard, conferenceslike this, by identifying and addressing impor-
tant policy issues, can make a valuable contribution.

At the sametime, we must seek to strengthen that financial struc-
ture through appropriate market performance, recognizingthat even
systemswith formidablesafeguards will be unableto ensure against
the disruption resulting from a massive speculative imbalance.
Through the cooperativeeffortsof the privateand public sectorswe
can go a considerabledistance in improving the safety and sound-
nessof our financial marketssystemsbut we cannot redlistically expect
to eliminate al risks in these systems.
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