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| nt roducti on

The success of del egating the achievenent of price stability
to an operationally independent Central Bank has been regarded
as so manifest, in the various CECD countries where this
regi ne has been adopted, that the question is now often posed,
"Way not al so delegate fiscal policy to an i ndependent fiscal
aut hority?", (see Blinder, (1998), p 59, for exanple). The
answer that | give to this question is that al nost every
fiscal decision involves choices between priorities and

obj ectives, anongst them macro-stability, mcro-efficiency and
di stributional effects, to name but three. The essence of
politics is to make such difficult choices, and that should
not, in ny view, be delegated to an unelected, and primarily

techni cal, body.

The nost crucial change that has occurred in ny owm lifetine
about our way of thinking about the working of the macro-
econom c systemwas the shift froma belief that the Phillips
curve remai ned downward sl oping, even in the longer term to
the belief that it would becone vertical, (Friedmn (1968) and

Phel ps (1970)). G ven the fornmer downwards sloping Phillips



curve, there remai ned choices to be made, essentially
political choices, about the "best' conbination of inflation
and output. Wth a vertical Phillips curve, all that nonetary
policy could deliver in the medium and | onger termwas price
stability. Moreover, periods of severe price instability,
whet her of high and variable inflation or of deflation, were
inimcal to growh. So the best that the nonetary authorities
could do in the nediumand | onger termfor real growmh is to
achi eve such stability; for the rest, issues relating to

gromh were not primarily in their province.

Such a single objective, price stability, neant that its

achi evenent could now properly be del egated to an i ndependent
Central Bank, which could use its single instrunent, control
over the short-terminterest rate, to achieve that objective.
There remai n sone, sonewhat second-order, questions whether,
havi ng mandat ed t he achi evenent of price stability to the
Central Bank, the political authorities should go further and
quantify nore exactly in nunerical terns what they nean by
that, e.g. to hold the headline CPI nunber between 0 and 3%
annual growth, or sone such. M own belief is that reserving
the exact definition of the inflation target to the political
authorities is desirable; it enhances the denocratic

| egitimacy, and the accountability and transparency of the
exercise. It has the side-effect of commtting the political
authorities to support the process and helps to protect a
Monetary Policy Comnmttee frompolitical (as contrasted with
technical) attack. Al that said, | doubt if this question,

of which constitutional body should quantify the generally



agreed objective of price stability, will make a critical
di fference between outconmes in countries with such
politically-set targets, as in the UK, and without them as in

the ECB and in Japan.

This one objective/one instrunent context does sinplify and
clarify the conduct of nonetary policy enornously. But, of
course, it does not renove all the remaining difficult choices

and problens. In particular, there do remain shorter-run

probl enms of choice, between stabilising inflation around its
target follow ng shocks and stabilising output around its
sustai nable growmh path; in an open econony between
stabilising the internal and external value of the currency,
and in deciding what weight to give to the path of asset
prices, as well as to those of goods and services, in the
achi evenent of the inflation target. | shall turn to these
i ssues in due course. But first |I want to discuss the
question of the del egation of operational independence to a

Central Bank at slightly greater |ength.



1. Wy Del egat e?

The one objective/one instrunment context of nonetary policy
allows for the del egation of nonetary policy wthout any major
enfringenent of denocratic sovereignty. But equally it does
not require it. Mnisters of Finance and Chancell ors of the
Exchequer are (in nost cases) fully aware of the doctrine of

the vertical Phillips curve. Wy can they not thenselves just

continue to fix interest rates so as to achieve price

stability?

The answer to that is that del egating the achi evenent of price
stability to an independent Central Bank, with that objective
specified in public and preferably in quantitative terns, is,
as | shall argue, a commtnent device. Wy mght we need a
comm t mrent mechani sn? The standard answer to this is tine

i nconsi stency. A politician will prom se to achieve price
stability when she first conmes into office, but as the next

El ecti ons cone near, wll be tenpted to renege and generate a
pre-election boom |Its a clever story, and appeals to the
cynicismw th which nost people view politicians. But | am
doubtful whether it is a true story. First, the lags in the
transm ssi on nmechani sm of nonetary policy are so |long, and the
conduct of nonetary policy, i.e. cutting interest rates, so
obvi ous and transparent, that few would be fool ed. People
woul d see the forthcomng inflation, and so the exercise woul d
be largely futile for the governnent anyhow. Second, the

evi dence, as collected by Alesina (1989) and others, does not



confirmthe existence of systematic, nonetarily-driven, pre-

el ecti on boons.

My own viewis that the cause of the politician's inflation
bias is much nore nmundane. Because of the long lags in the
nmonetary transm ssion process, interest rates should be set
today in the light of the forecast bal ance of inflationary
pressures sone six, or nore, quarters hence, when the effect
of interest rates on inflation will be greatest. But future
forecasts of inflation, output, etc., one or two years ahead
are horribly uncertain and inprecise. No one knows wth any
certainty what should be done today to have an optimal effect

on the econony a year, or two, in the future.

Meanwhil e interest rate increases, and reductions in credit
availability, are currently painful. Asset prices fall.
Exchange rates (usually) appreciate. The painis felt nost by
certain concentrated, and politically powerful, groups, e.g.
manuf acturers, construction and property conpani es, homne-
buyers who have taken out nortgages. Wth uncertain
forecasts, but the known political unpopularity of nonetary
tightening, politicians are likely to wait until there is
present incontrovertible evidence of worsening inflation
before they act; and because of those very sanme lags in the
transm ssion nmechanism by the tine they are prepared to act,
it wll be too late. Wth political control of nonetary
policy, 'too little and too late' is likely to be the order of

t he day.



But Central Bankers are likely to be subject to many of the
sane problens and pressures, notably uncertain forecasts. Wy
t hen shoul d del egati on be a good conm tnent device? There are
several reasons. First a Mnister can nore credibly commt to
sacking a Central Banker for failing, than to disciplining

hi msel f. Second, the resulting single focus on achieving the
inflation target will concentrate the m nd of the nonetary
authority. Third the Central Bank, especially if
operationally independent, is likely to becone nost
technically proficient in forecasting and judging the effects
of nonetary neasures. Fourth, a Monetary Policy Authority is
likely to be sonmewhat nore renoved fromdirect |obbying than
the politicians. | have al so advocated payi ng Central Bankers
by results?, what is known as a Wal sh-type contract, but this

has hitherto been rejected on PR (public relations) grounds.

In sone countries, such as New Zeal and and Canada,

1 did soin ny capacity as an external adviser to the
Reserve Bank of New Zealand in the run-up to the RBNZ Act of
1989. Then | had proposed (prior to the publication of

Wal sh's articles in that vein, (1995, a and b) that the
Governor receive a bonus calibrated according to how closely
the target was achieved. That proposal was eventually
scuppered on presentational grounds, the N Z. Treasury fearing
that it mght be clained that the Governor was personally and
financially benefiting frominterest rate increases which
woul d t hrow workers out of jobs. That objection could have
been defl ected by maki ng proper use of the lags in the

transm ssion process, i.e. any bonus to be earned by a

deci si on-maker today should be calibrated on the inflation
outcone two years hence, and any bonus paynent deferred to
that |later date. Hence an interest rate increase now woul d

not benefit the Governor until it had had its full subsequent
effect on inflation, and could be shown ex post facto to have
been appropriate. In any event there is no case known to ne

in which any pecuniary incentive schene has been applied to
the nonetary authorities.



responsibility for the interest rate decision has been

del egated to the individual Central Bank governor, whereas in
ot hers such as the UK, Japan, USA and ECB, it has been vested
in a Conmttee. |In view of the inportance of getting the
technical issues right, i.e. the significance of the forecast,
and the assessnent of future risks, and of the need to provide
sone protection for those nmaking the decision from | obbying
and outside pressures, there is, | believe, a strong case for
the Policy Commttee approach. But in practice nost Governors
woul d surround thensel ves with an advisory Conm ttee anyhow,

so the question is not, perhaps, of the first inportance.

Let me now turn to the main part of the paper, concerning
t hose i ssues where decisions and trade-offs remain to be

taken, despite the vertical nediumterm Phillips curve.



[, Choi ces and Trade-Offs

(a) The Short-Run Bal ance between Inflation and Qut put

At any tinme nom nal magni tudes are anchored by existing

(wage/ price) contracts, the cost of revising prices, current
expectations, etc., and such rigidities provide both the real

| everage that nonetary policy can exert in the short run and a
downwar d sl oping short-run Phillips curve. But this neans
that the effects of nonetary policy will initially be mainly
medi at ed t hrough changes to real output before comng to
affect inflation. |If inflation is perceived as likely to go
of f-course, an attenpt to return it to target quickly, wll,
especi ally because of the lags in the transm ssion nechani sm
tend to cause nmarked deviations in output fromits sustainable
trend. On the other hand attenpts to snooth the course of
output are likely, depending on the stochastic shocks hitting
the econony, so to limt the extent to which nonetary policy
is aggressively used that inflation is not driven back to

target for rather a long tine.

There are several alternative ways of expressing and resol ving
this trade-off. One is by deciding the tine-horizons, the
length of time, for returning inflation to target after sone
digression. Another is to decide on the optimal trade-off

bet ween the deviation of output fromits natural rate and of
inflation fromtarget. The relationship between these two

approaches is shown diagranmmatically in the foll ow ng D agram



taken fromthe Batini/Hal dane paper on " Forward-| ooking rul es
for nonetary policy, (1999). The comonest, and nost popul ar
expression of this trade off is, however, encapsulated in the
Taylor rule, where an interest rate reaction function is
presented as a conbi nation of deviations of inflation from

target and output fromits sustainable rate:-

R =a+hb(_ - _") +by(y-y) + bR,

Note that, so long as the coefficient b, is high enough to
ensure that the target is eventually net, then the
coefficients in this equation (and in the IS curve) determ ne
both how long it takes for inflation to return to target and

the relative variance of output and inflation along the way.

In theory, if one could identify the shocks hitting the
econony, were confident in one's nodel and forecast of the
econony, and could specify a clear |oss function, then one
coul d use optimal control theory to mnimse |osses.? The
probl ens are that, except on quite rare occasions, the current
shocks are not easily identifiable, few people who have had
actually to take decisions based on nodel forecasts are
actual ly confident about such nodels and forecasts, and for a
vari ety of good, practical reasons neither politicians nor
Central Bankers are keen to pin thensel ves down by offering,

even introspectively, to set a fornmal |oss function for

2 This ignores sonme remaini ng sonewhat abstruse concerns about
mani pul ati ng expectations in a tinme-consistent fashion
[ Wodf ord 1999], but | am happy to do just that.
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thenselves. "It all depends on circunstances.”

So such optimal control nethods have not been nuch used, if at
all. In particular they seemvery sensitive to the structure
of the nodel and the precise formof the shock, neither of
which is generally obvious, (see Batini/Nel son, Bank of

Engl and Wor ki ng Paper 119).

One inportant elenent in (the nodel of) the econony is whether
(inflation) expectations are forward, or backward, | ooking.

| f expectations are forward | ooking, and the nonetary
authorities are credible, then a price level target is better
than an inflation target, since the forward-| ooking
expectations help with stabilisation, see Gaspar and Snets,
(2000). MWy own judgnent is that under normal circunstances
nmost ordi nary people base their expectations on devel opnent in
the (recent) past. |If so, with such backwards-| ooking
expectations, it is safer to stick with inflation targets, as

Central Banks have all chosen to do.?

So, there are several potential approaches to reconciling the
gquestion of balancing the (short-run) volatility of output
agai nst that of deviations of inflation around its target.

But, on exam nation, they all anpbunt to nuch the sane thing.

® Note that the choice of price level, or inflation, targets
is largely, but not entirely, independent of the issue of

whet her the inflation target should incorporate a margi n above
zero. A price level target can also be rising over tine.
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(b) Open Econony |ssues

Most of the tinme a floating exchange rate works with the grain
of nonetary policy to support the work of the nonetary
authorities. Wen the econony is grow ng above trend, and
incipient inflationary pressure are seen to nount, investors
see an enticing conbination of rising profitability and rising
relative interest rates. Capital flows in and the exchange
rate rises. That increase in exchange rates helps to limt
the boom and the inflationary upsurge, and hence reduces the
rise in donestic interest rates necessary to restore price
stability. And vice versa, of course, when the econony
weakens. Those who seek to peg their exchange rate cl ose off
a highly desirable safety valve, and introduce a serious
danger that nonetary policy would frequently find that the
needs of donestic stabilisation and the aimto maintain the

external peg would run counter to each other.

| f the exchange rate woul d have varied as the proponents of
floating had i nagi ned and expected, novenents in nom nal
exchange rates woul d have offset, virtually one for one,
nmovenents in relative inflation rates. This would have neant
that real exchange rates would and should only have responded
to relative real shocks, such as changes in productivity; and
the (academ c) expectation (at |east back in the 1960s before
generalised floating was adopted) was that such novenents in
real rates would have been relatively nodest. So the

achi evenent of conparable low inflation rates in two currency

zones with floating exchange rates between them shoul d,
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according to such theories, tend to | eave both nom nal and
real exchange rates unaffected. |If that had been the case in
practice, as it was in theory, the argunents for conbining the
obj ective of donestic price stability at honme with externally
fl oati ng nom nal exchange rates woul d have been even stronger,

i ndeed usual |y overwhel m ng.

As is well known, however, the novenents of nom nal and rea
exchange rates have not corresponded well with the initial,
hopeful, theory. Wy that may have been is still not clear;
in m own view one of the reasons for this is the virtual
absence of |long-term specul ators prepared to take a bet on the
exchange rate reverting over tine to sone (fundanental)

equi librium Just as there are good bacteria, as well as bad
bacteria, so there can be good speculators as well as bad
specul ators, and one has to worry whet her neasures to prevent

specul ation may worsen rather than inprove market volatility.

Instead, in reality, both nom nal and real exchange rates have
been disturbingly, and unpredictably, volatile. Let ne take
an exanple. Between the begi nning of 1999 and April 2001,
inflation in the euro-zone was marginally higher than in the
UK and lower than in the USA. But the euro |ost sone 25% or
so, in value against both currencies, with equival ent changes,
nmore or less, in real exchange rates as well. And this, alas,
is not an isolated exanple. Over the 1980s the dollar first
appreci ated and then declined by even nore in real ternms. The
fluctuations of the yen have been equally dramatic. Movenents

in real exchange rates anongst all countries, at all stages of
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devel opnent, have been nuch | arger than could be accounted for

by econom ¢ fundanental s.

This then causes sonething of a problemfor those focussing on
donestic price stabilisation, while maintaining a floating
exchange rate. |If real exchange rates do massively overshoot
their equilibrium then concentrating on donmestic price

stability in aggregate may result, say, in price deflation in

the tradeabl e goods sector being bal anced by (excessive)
inflation in the non-tradeable (service) sector, if the rea
exchange has appreciated too nuch, and vice versa if the
opposite has occurred. O course, in large, relatively

cl osed, econom es, such as the USA or euro-zone, externa
trade is so small relative to internal that the conplications
and problens arising fromvolatile real exchange rates can be
|argely ignored. Even in the case of the euro, however, the
political desiderata of wanting the new currency to appear to
be reasonably strong in the public eye neant that concern
about its depreciation transcended sinple cal cul ati ons about
its effect on the future inpact on the Euro-Stats Harnoni sed

| ndex of Consuner Prices (H CP).

But in smaller, nore open, econom es can one afford to
concentrate just on the donestic price |level in aggregate,
ignoring the potential wenching effects of novenents in

(real) exchange rates on exposed parts of the econony?

Di ck Cooper has argued that, just as nuch of the adverse

effects of domestic inflation arise froma deterioration in
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the allocative efficiency of the price nechanism so

di sturbances to both nom nal and real exchange rate can reduce
the efficiency of the price nmechanismin an open econony.

Not e, however, that, unless the greater part of one's trade is
done with a single partner country, then |inking one's
currency to one other single currency will not resolve the
probl em because there is then the risk of variations in the
real value of that currency. 1In the UK s case, however, nore
than 50% of trade is now done with the euro-zone which is one
reason why nost of the tradeable good sector is keen on euro-
entry; if that proportion had been bel ow, say, 30% then the

opposition to euro-entry woul d have been even nore w despread.

There is, still, the possibility of trying to peg, or link,
ones own currency to a trade-wei ghted basket of currencies, as
was attenpted for a tinme in Australia for exanple. But one
problemwith that is that it does not have the sinplicity or
transparency that a good nom nal anchor shoul d possess.

People will be cynical about the weighting process, and find
it difficult to predict or understand the reasons for interest
rate changes or other nonetary policy neasures. It wll
hardly serve to anchor expectations or to allow a sinple,

strai ghtforward expl anati on of nonetary policy neasures.

The next problemthat currency-linking involves is that the
pegger has to accept whatever interest rates are set at the
centre, and dependi ng on constitutional circunmstances the
pegger may, or may not, have any part to play in setting such

rates. As the saying goes, One size has to fit all', but of
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course rarely does. But asymmetric shocks occur al nost as
much within countries as well as between countries. Wat is
the glue that holds a within-country nonetary uni on together,
whi | e maki ng between-country nonetary uni ons sonewhat fragile?
My own answer to this is that countries normally enjoy both an
internal political union and comty, augnented by a fiscal, or
ot her, burden-sharing nechanism that have been traditionally
absent between countries, (but is in the process of

construction, sonewhat slowy and painfully, in Europe).

Essentially, if the maintenance of a pegged or |inked currency
i nvol ves donestic econom ¢ and political pain greater than the
wll of the people and of the politicians who represent them
to bear, then that link will snap. Such a break-point depends
on a host of circunstances, political and historical as well
as economc, including the extent of donestic wage/price
flexibility, the other options for nonetary policy reginmes
that are available, etc. |If the pain-barrier, or break-point,
is perceived as low, then a currency peg will not be very
credi ble. Mreover, standard neasures to protect a currency,
such as raising interest rates or raising taxes, may even turn
out to be counter-productive beyond sone, unknown, |evel since
they will only nmake outside observers feel that the political

br eak- poi nt has been brought that nuch cl oser.

Circunstances - often as nuch political and historical as
economc - lead to currency pegs, and |inks of various kinds,
(ranging fromconplete unification, through currency boards

down to pegged, but adjustable, exchange rates), facing
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differing intensities of pain with varying break-points. |
have at various tinmes in ny own career strongly advocated
fixed currency links in a few cases*, in other cases | have
been doubtful whether the necessary political and econom c
infrastructure has been in place, as with the euro; and in
other cases it is patently obvious that such infrastructure is
not in place, as with relationships across the Atlantic
between the Euro and the dollar. It all depends, of course,

on political, historical and econom c circunstances.

Assum ng that a country has adopted an internal inflation
target, then what should be done, if anything, about potenti al
overshoots in the exchange rate? There are a range of
options. The first, and mnimalist, is just to take account
of the exchange rate in so far as it is expected to affect
donestic inflation. The second is to give a sonewhat |arger
wei ght to the exchange rate in the inplicit Central Bank
reaction (or loss) function. This could be formalised in a
Monetary Conditions Index (or MCl) which gives a higher weight
to the exchange rate than its (normal) effect on donestic
inflation would justify. But wth such an MCl there is the
inherent difficulty that the exchange rate can vary for a
range of reasons, caused by honme or foreign shocks, portfolio
or real shifts. Because of such diversity, the directly
measured (reduced form effects of exchange rate changes on

donestic variables, e.g. inflation, output and exports, are

* As in Hong Kong where | advised on the link in 1983 and have
remai ned i nvol ved much of the tinme since then.
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very heterogeneous. So, any fornmalisation of response to
exchange rate fluctuations, e.g. as attenpted in Canada and
New Zeal and, is likely to, and did, go awy. There is no

substitute for (discretionary) judgnent in an open econony.

The next option then is to nmake a judgnent as to when (real)
exchange rates have overshot, and then aimoff on interest
rates in response, at |east tenporarily. Gven an ultinmate
tendency for the exchange rate to revert to equilibrium this
can even be interpreted as fully consistent with | onger-run
inflation (price level) targeting (see Cecchetti, et al,

2000). Problens lie in assessing the extent of overshoot, the
appearance of sone favouritismto one (tradeabl e goods) sector
of the econony, and a perception of sone willingness to
conprom se with donestic targets. But at |east one nenber of

the UK's MPC has argued for such an approach.

If there are two, separate objectives, i.e. donestic price
stability, and stable real exchange rates, (and | have argued
that, while this should not have been so in theory, it often
is in practice), then that naturally leads to a hunt for a
second instrunent. In this field two conme to mnd, sterilised
i ntervention and exchange controls. Sterilised intervention
is arelatively weak nmechanism The signal is obscure at

best, (often indicating a desire for a different exchange rate
but an unwillingness to take real actions to achieve that,

i.e. it signals weakness, not strength), and the scal e of
portfolio adjustnent usually tiny relative to the market.

Even so, if the scale of exchange rate disequilibriumis so
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|arge that the Central Bank is convinced that it can reap
mediumtermprofits, then why should the authorities not
thensel ves act as a profit-making | ong-term stabilising

specul ator? Too few other such specul ators exist, and |

cannot see why a Central Bank should sign a self-denying

ordi nance to abjure potential profitable and stabilising
opportunities. The danger, instead, conmes when a Central Bank
is required to defend a (probably indefensible) pegged rate;
not when it tries to intervene as a well-inforned |ong-term

specul ator on an essentially floating rate.

That | eaves exchange controls. Sone kinds of capital flows
have exhi bited great volatility, especially short termflows
bet ween devel oped and devel oping countries. Such volatility
can place great pressures on the stability of the internal
financial structure of an energing country. There is a quite
w despread agreenent now that countries that have sheltered
behi nd exchange controls, such as China, should not be
pressured to renove these barriers until their banking
structure is reformed and comrerci al bank bal ance sheet
strength regai ned, and until the system of banking regul ation
and supervision has really becone efficient. In the
sequential programfor financial |iberalisation and reform

exchange control renoval cones right towards the end.

The issues are, however, rather different when the question is
not one of long-termstructural change, but of the
intermttent use of tine-varying exchange controls as an

instrunment to stabilize the exchange rate, while nonetary
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policy is used for internal, donestic stabilisation. As is
wel | known, the (Washi ngton) consensus was violently opposed
to such use of exchange controls. More recently there has
been sone softening of attitudes with a willingness to
contenplate controls on certain capital inflows, with the aim
of | essening the otherw se unpal atable alternatives, for the
nmore successful energing countries, of either facing rapidly
appreci ati ng exchange rates or an unduly | ax donestic nonetary
policy. But note nmy comrent at the outset of this Section

t hat sonme appreciation in such circunstances serves to support
the ainms of nonetary policy. Trying to hold exchange rates
bel ow their fundanental equilibriumw !l not only be
ultimately unavailing, but will also distort the econony in
the nmeantinme. But how does one assess what that equilibrium

may be; a good, but |argely unanswerabl e, question?

How about the reintroduction of outward exchange controls in a
crisis? |If they can be effectively adm nistered (w thout
corruption), (sonetines a big If), and in certain
circunstances (e.g. where further capital inflows are not
necessary to sustain the exchange rate), they nay prove
successful, as | believe may well have been the case in

Mal aysia during the Asian crisis. One problemis that the
nmore that such an exercise is perceived as successful, the
nmore others may be tenpted to enulate; and the nore w despread
becones the resort to exchange controls, especially if done at
the first whiff of trouble, the greater will be the
disintegration of the international capital nmarket. There is

a global tine inconsistency problem perhaps especially so the
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nmore successful reintroduction of exchange controls in the

initial countries are perceived as being.

Against that it could be argued that Ml aysia's exanpl e during
the Asian crisis had no apparent knock-on effect on other
countries' policies, perhaps because of the role of the I M.
Mor eover historical experience suggests that nenories in
international capital nmarkets are (bl essedly) short, so that
the adverse effects on such markets of previous waves of

controls, defaults, etc., have been quite limted in tine.

(c) Oher Asset Prices

Just as there may be structural, and other, reasons for giving
nmore wei ght (in nonetary decisions) to novenents in the
exchange rate than can be justified by its directly neasured
effect on future inflation, so the sane argunent can be used
for a variety of other asset prices; two sets of assets are
comonly considered in this respect, first housing and

property, and second equity.

There are several argunents that can be used in this respect.
The first is that the standard, sticky-price extended
Keynesi an nodel perhaps, for a variety of reasons, nay
underestimate the effect of asset prices on future output and
inflation. For exanple, sinpler reduced-form VARs often give
a hi gher weight to housing than the |arger Keynesian nodel s,
(Goodhart and Hof mann, 2000). But this is a weak argunent,

since the correct response to such a discrepancy is to anal yse
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why the two nodel ling approaches give different answers, and

to try to inprove the nodel s thensel ves.

The second argunent is that asset prices should be included in
a correct neasurenent of inflation. For exanple, Japan's CPI
has remai ned extrenely steady since 1985. By this neasure,
Japan's nonetary policy has been one of the nbst successful in
the world over the |ast two decades. But few believe that!

Al chian and Klein (1973) give theoretical reasons for

i ncludi ng asset prices in any index of the cost of living. |If
taken literally, their preferred neasure so overwei ghts asset
prices that the resulting index becones too volatile to use.
But in an econony in which people use a significant share of
their income to buy housing, and in those econom es where
peopl e are now using much of their inconme to buy equities
(e.g. to provide for their retirenment), excluding the prices
of these purchases altogether fromthe price index (relevant
for the neasurenent of inflation) seens m sguided. The fact
that the question of the best way to neasure housing inflation
IS quite contentious is not a satisfactory excuse for not

doing so at all

The third argunent, and perhaps the strongest, is that the
extension of credit by financial internediaries, and the
profitability and stability of those sane internediaries, is
intimately linked (e.g. via collateralisation) with the

val uation of property, (and, but to a nuch | esser extent, with
equities). The credit channel, anal ysed by Kiyotaki and

Moor e, Bernanke and Certler, M nsky, and many others, depends
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| argely on property valuation. So, a rise (fall) in property
prices will have effects on expenditures, output and inflation
that nmay not be exactly correlated with, or well neasured by,
the pure interest rate channel. Again, however, if the
argunent is that the workings of the credit channel is not
adequately neasured in standard forecasting nodels, then the

first best solution is to inprove the nodels.

But even if the nodels are inproved to take appropriate
account of the credit channel, (not an easy exercise),
fluctuations in housing and property prices nay cause simlar
fluctuations in financial conditions, notably in the stability
of the banking system One of the objectives/functions of a
Central Bank is to nmaintain the systemc stability of the
banki ng system This is partly because of the |inkages

bet ween financi al devel opnent and output and grow h (Levine et
al, 2000), and partly for its own sake. Volatility in asset,
especially property, prices endangers that stability.

Exanpl es are nunerous and obvi ous.

The question is how to respond, especially when an asset price
boom coi ncides with stable current goods and services prices.
Ber nanke and Gertler (2000) advocate doing so only in so far
as asset price novenents now will affect future forecast goods
and services prices; Cecchetti et al (2000) woul d have
monetary policy aimoff by nore. W already rehearsed this

when di scussi ng exchange rates.

One point that needs further consideration in this context is
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the potential availability of other instrunents; here | am

t hi nki ng of prudential requirenents. |In practice, however,
such prudential requirenents usually have the effect of
anplifying, rather than restraining, macro-economc cycles.
Capital adequacy is rarely a problem when an asset boom
expands profitability and bal ance sheet values, while limting
bad debts. Falls in asset values weaken (bank) bal ance
sheets, so prudential requirenents tend to reinforce bank

reluctance to |l end during deflationary downturns.

Can anyt hing be done about this, especially during the
precedi ng asset boonf? One of the problens, (as with exchange
rates), is identifying the (unsustainable) deviation from
fundanental equilibrium Gven the difficulty of doing so,
and the strength of special interest |obbying, it is hard to
raise the | evel of prudential requirenents, e.g. capital
adequacy ratios, mninmumloan margins, etc., when asset prices
are high. One proposal, which I think has sonme nerit, is to
tie changes in prudential requirenents to the change in (sone
i ndex of) asset prices over sone preceding period. For
exanpl e, suppose that housing and property prices grow
normal ly by 2% nore than retail prices; then each quarter one
coul d change the required margi n on housing | oans by X, where
X = 1.2(Y - (2+)))
where Y is the annualised growmh in housing prices, and _ is

the rate of growth of RPI.

What that brings nme on towards, rather neatly, is the putative

role of the Central Bank in supervision and regul ation.
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V. The Role of the Central Bank in

Reqgul ati on and Supervi si on

It is not possible to mintain macro-stability if the
financial system becones seriously wunstable; nor is it
possible to maintain financial stability with any confidence
if macro-stability is lost, especially if (asset) prices
become unstable and go through a boon'bust sequence.
Accordingly pursuit of the objectives of macro/price and
financial stability have always been seen as conplenentary.
The history of Central Banks reveals how such objectives were
jointly pursued. The earliest great texts on Central Banking,
Thornton 1802 and Bagehot 1873, described how the authorities
should respond in conditions when a |liquidity crisis
t hr eat ened. Even though such donmestic crises typically arose
when there was also an external currency drain, (which by
itself would seem to require nore restrictive nonetary
policies), the proposed renedy was |iberal donestic |ending
(Lender of Last Resort), albeit with safeguards, (collateral,

high interest rates and concern with reputation).

G ven the conplenentarity of objectives and of information,
e.g. supervisory information on banks can help to influence
macro-policies and the Central Bank's role in running
paynents' systens and operating in markets can help to inform
t he supervisors, there would seem to be a strong case for
having the supervision of comrercial banks undertaken wi thin

the same institution, the Central Bank, charged with also
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mai ntai ni ng macro/ price stability. To sonme extent this was
what was done historically. But it nust also be noted that,
over the period 1930-70, a conbination of direct controls on
commerci al bank credit extensions, and on their freedom to
conpete in pricing, and on new entry, led to a cartelised
structure. In this system there was a |argely guaranteed
oligopolistic profit margin and a sizeable franchise val ue.
Little supervision was required, and was often largely self-

regul ation.

Li beralisation of the financial system has led in al

countries to conpetition, the renoval of automatic franchise
val ues and greater risk. The need for banking supervision has
increased sharply. Nevert hel ess despite historica

precedents, and the conmplementarity of financial and
macro/ price stability, in many devel oped CECD countries, the
trend has been recently running strongly for hiving off bank
supervision fromthe Central Bank and vesting it in a separate

uni fied financial supervisory authority.

Perhaps the main reason for this trend anongst devel oped OECD
countries is that this sanme liberalisation, allied wth
t echnol ogi cal innovation, notably in IT and now in e-finance,

has been breaking down the dividing lines between differing

kinds of financial intermediaries. The old separations
bet ween commercial banking, i1nvestnent banking, insurance
conpani es, fund managenent, etc., have becone irreversibly
bl urred. Devel opments in e-finance will conplicate the

pi cture further.
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In a financial system w thout clear boundaries the naintenance
of institutionally-organi zed separate supervisors was not
efficient, involving over-laps and/or gaps. There is a clear
argunent that a single, though anorphous, financial system
needs to be matched by a single, conprehensive regulator,
(n.b. the argunent that conpetition in regulation is also
desirable can be nmet by noting that the effective conpetition

in nmost cases is international).

But if supervision needs to be wundertaken in a unified
authority across the whole financial spectrum it would take
Central Banks beyond their normal area of expertise. I n any
case much, probably nost, supervision in several of these
ot her areas, e.g. fund nmanagenent, nortgages and pensions, is
essentially concerned with custoner protection, not wth
system c stability. Is this a field which a Central Bank

woul d want to enter?

Moreover, if a Central Bank were to be made responsible for
supervision of the whole financial system it would becone a
huge power centre, even nore so if it was at the sane tine
given nore operational independence for determning the
conduct of macro nonetary policy. There are questions whet her
an (unelected) body, such as a Central Bank, should be

del egated quite so nmuch power within a denobcratic system

Then there are the perennial issues of potential conflicts of

i nterest between the functions of supervision/regulation on



27

the one hand and of nacro nonetary managenent on the other

At the nobst nundane |evel, there is conpetition for senior
managerial attention. Management time is limted, and
handling financial crises can be extrenely time-consum ng.
Agai n the purpose of supervision/regulation is to prevent bad
t hi ngs happening; so it wusually only gets noticed when such
di sasters occur. To be blunt, financial supervisors are
either largely invisible to the wider public (no disaster) or
get a very bad Press (disaster). Does a Central Bank which
seeks credibility and a good reputation for its nacro/ nonetary
policy really want to face the potential opprobrium of also

bei ng responsi ble for financial supervision?

But the main plank of the conflict of interest argunent is
that responsibility for supervision my adversely influence
monetary policy. | believe that the nmain concern in this case
is that the nonetary authorities will, on occasions, nake
monetary policy too lax in order to support fragile financia
institutions. There have been cases when Central Banks have
argued against pushing interest rates sky-high in order to
mai ntain a pegged exchange rate, partly, but not only, out of
concern for donestic financial stability. But was this
necessarily wong in itself? For the rest, the evidence of
conflicts of interest of this genre adversely affecting macro
nmonet ary policy seem sonewhat sparse.

Agai nst such argunments, there is the point that separation
would be likely to weaken the flow of information, primarily
from supervisor to Central Bank, but also possibly in the

reverse direction, given the Bank's involvenent in the
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payments' system and financial markets. The focus and
professional skills of a separate unified supervisor are
likely to diverge from those of a Central Bank, (tending
towards |awyers and customer protection and away from
econom sts and system c stability). One can pose this point
in terms of the question, "Can a financial crisis be run as
well by a Conmttee as by the Central Bank on its own?' Since
the trend towards establishing a wunified, specialist,
financial supervisor is quite recent, we are unlikely to learn

the answer to this question until many years have passed.

| doubt whether the pressures to establish a wunified,
speci al i st, supervisory agency are quite so strong in npst
devel opi ng countri es. The financial systemis |ess conplex,
and dividing lines less blurred. Comrercial banks remain the
key pl ayers. Moreover, the Central Bank in npst devel opi ng
countries is relatively well placed for funding, is a centre
of technical excellence, and can nmaintain greater independence
from the | obbying of comrercial and political interests on
behal f of certain favoured institutions. If the supervisory
agency is placed under the aegis of the Central Bank, it
should share in these benefits of better funding, technical
skills and independence. There are too many cases of
supervi sory bodies, outside Central Banks, failing in such

respects.

For such reasons | do not believe that the case for
separation, which has becone stronger in developed countries,

shoul d be transposed al so to devel oping countri es.
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V. Concl usions: VWhere will Central Banks

be in ten years' tine?

Let me conclude with a peek into the future: -

(a) Can the nobnetary authorities control donestic inflation

and nmaintain price stability?

Here | am cautiously optimstic. So long as the politicians
allow, or require, the Central Bank to focus on this

obj ective, then, with operational independence, we know enough

to stop any inflationary bias. The mai n danger, as always,
wll cone froma breakdown of good governance, e.g. during war
or civil unrest, especially if that involves an escalating

fiscal deficit.

Because of the lags in the transm ssion mechanism the
appropriate target is an inflation forecast. Because
forecasts are always uncertain and subject to unforeseen
shocks, inflation can never be controlled perfectly. But it

can be held at the desired rate on average.

(b) Can the Central Bank, consistent with its role of
stabilising goods and services prices, also tanme |arge

fluctuations in asset prices?

This seenms nmuch nore doubtful. Asset price fluctuations,

whet her of exchange rates, property prices and equities, do
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not seem to have dimnished in recent years, (though equally
there is no evidence of them getting worse, especially in
comparison with the turbulent 1970s). There is rarely
agreenent on where the fundanental equilibrium my be, and
little evidence of nuch | onger term speculation to drive asset
prices back to their equilibrium G ven this uncertainty,
Central Banks are always liable to criticism for intervening
to affect asset prices. Al though it is agreed that Centra
Banks should respond in so far as asset price fluctuations are
assessed in the forecasting nodels as affecting future
inflation, such effects are not confidently nodell ed. Mor e
inportant, there is disagreenent on whether, and how nmuch, a
Central Bank should shade policy to take account of the
i nportant connections between the housing/property market and
financial stability, and between the exchange rate and the

health of the tradeabl e goods sector.

(c) Can we sinmultaneously achieve, and nmaintain, internal and

external price stability?

The extraordinary volatility of real exchange rates has been,
per haps, the greatest macro-econom c puzzle of our age. There
are no good theoretical reasons, nor enpirical explanations,
of why it has occurred. So long as it continues, it wll
present a problemto all but the |largest econom es. \hatever
the argunent for capital controls in times of crisis, they
woul d be neither feasible nor desirable as a longer run
solution to this problem | have argued that a nmmjor cause of

such volatility is an unfortunate absence of stabilising
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specul ators; so any neasure that further penalises specul ators

could just as easily worsen volatility.

A conbi nation of continuing volatility in real exchange rates,
(conmbined with a growi ng ease of undertaking e-comrerce in any
currency at any tine with any counter-party), could lead to a
growi ng pressure for the greater use of a regional currency.
South Anerica, as well as North, nmy beconme even nore
explicitly a dollar area, while Europe and Africa adopt the
euro. Asia presents nore of a problemin this respect. One
super - power tenporarily fallen on hard tines, and two energing
giants, can neither fall in behind a single hegenon, as in the
Anericas, nor benefit from a rapprochenent, such as achieved
by France and Ger nmany. The future of international nonetary
policy in Asia |ooks, at |least from a distance, particularly

opaque.
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