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Inflation Targeting”
i BB K 1 bsibl

Exchange rate policy has always been
central to the work of the IMF' .Ever since
the breakdown of the Bretton woods
system?, there has been a widespread de-
sire to avoid excessive volatility in the ex-
change rates of the world's major
currencies. And the IMFs bilateral and
multilateral surveillance have become im-
portant ways for the international commu-
nity to signal its views and seek better co-
ordination of underlying economuc policies.
Our Research Department's analysis points
to a persistent overvaluation of the US dol-
lar and the undervaluation of the euro. But
in a world of highly integrated global capi-
tal markets, I do not see my realistic alter-
native to floating exchange rates’ among
the major currencies. So our members need
to deal with currency misalignments by
concentrating on the fundamentals
especially, in the cases of the EU and Japan,
by accelerating the pace of key structural
reforms.

*Source Horst Kohler, Managing Director, Interna-
tional Monetary Fund
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Looling beyond the major currencies,
an 1mportant conclusion of the IMFs re-
search and reviews of country experience
is that no single exchange rate regime is
appropriate for all members in all
circumstances. Nevertheless, there is now
an increasing tendency among our mem-
bers to choose “corner solutions.” A coun-
try that is willing to abandon all monetary
policy discretion may be able to adopt a
hard peg?* such as a currency board
arrangements. Because this deprives the
country of instruments to deal with exter-
nal shocks, living safely under a hard peg
obliges a country to have not only a disci-
plined fiscal policy, but also particularly
sound financial and corporate sectors and
considerable wage and price flexibility. As
shown tragically in Argentina, when these
conditions do not hold, it can be very dif-
ficult for a country to arrange a timely exit
strategy.

We advise emerging market countries
to be very cautious adopting pegged or
heavily managed exchange rate systems.
When a country is open to international
capital flows, the reaction to any hint of
unsustainable macroeconomic policies can
be swift and severe. And a country con-
sidering an exchange rate peg needs to be
fully aware of the associated costs, includ-
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ing the possibility that extraordinarily high
interest might be required at times of se-
vere financial market pressure. Especially,
its domestic financial institutions and busi-
nesses must be well prepared to live with
such policy adjustments. Where there is
doubt that these requirements will be met,
a flexible exchange rate regime is a better
choice.

For other developing countries, there
is in principle a wider range of choice in
exchange rate regimes, provided these are
backed by the appropriate macroeconomic
and structural policies. And we recognize
that very few countries, advanced or
developing, are indifferent to the behavior
of their exchange rates. But on balance,
we see floating exchange rates as the saf-
est solution for a wide range of countries.
Unfortunately, this has the disadvantage of
leaving the public and markets without a
clear anchor, which can make a country
vulnerable to accelerating inflation in re-
sponse to domestic or external shocks

Inflation targeting® has been adopted
by several countries with floating exchange
rate systems, as a way to anchor inflation
expectations. Many other countries are ac-
uvely considering this possibility, and some
are committed to do so under Fund-sup-
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ported programs. After a decade of
experience, we have seen inflation target-
ing regimes in action through all phases of
the business cycle, and we are beginning
to have a basis for assessing their perfor-
mance and refining our views on how best
to manage them.

As the IMF stresses to countries that
are considering the adoption of inflation
targeting, the keys to success are trans-
parency and credibility. Once a political de-
cision has been taken to make the inflation
target the primary objective of monetary
policy, it is crucial for the monetary au-
thorities to keep the public regularly in-
formed about their actions to meet that
objective and the basis for the judgments
that they make. Perhaps even more that
other monetary regimes, inflation target-
ing obliges the central bank to safeguard
its credibility in pursuing the inflation goal.
For this reason, inflation targeters are al-
most invariably countries in which the cen-
tral bank has a high degree of operational
independence. But it is also important to
avoid a deflationary bias, which would
impose unnecessary costs on society and
risk undermining the political basis for the
inflation targeting regime and the indepen-
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dence of the central bank.

While there are now many analyses of
the experience under inflation targeting,
relatively little has been writien about the
implications for economic statistics. This
is an important omission. In preparing for
inflation targeting, most countries have
adopted an existing, well-known price 1n-
dex as the target-generallv the the national
consumer price index-and they have used
a selection of available data series in fore-
casting inflation and assessing the effects
of monetary policy. Moving forward, it will
be important to explore whether this is the
most appropriate index to target, whether
some components of the CPI should be
systematically excluded or added to the
index, and what new statistics might be
needed for related analysis and forecasting.

It is also possible that the institutional
arrangements for producing economic sta-
tistics may need to be adapted in a country
with an inflation targeting regime. Just as
with a central bank, it is important for the
national staustical agency to be operation-
ally independent, while receiving adequate
resources from the government to do its
job. At the same time, there should be good
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coordination with the central bank.

For countnies with inflation targeting
regimes, forward-looking indicators such
as stock indices, real estate prices, and de-
rivatives yields provide yields provide cru-
cial information for assessing the appro-
priateness of monetary policy. This type
of data 1s also important for the work of
the IMF in promoting stability of domestic
and international capital markets, and we
often face gaps 1n information and ques-
tions over the suttabihty over of what we
do have. While such information is gener-
ally produced by markets or private firms,
there nught be a role for the public sector-
erther 1n collecting these statistics, setting
standards or guidelines, or at least encour-
aging full disclosure of the methodology
that was used to assemble the data.
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Breaking the banks”
IR P G

Abstract:

With one thrust, New York State at-
torney general Eliot Spitzer 1s accomplish-
ing what the SEC and the US Attorney’s
office have failed to do: force radical re-
form on Wall Street research. But the
Spitzer investigation will do far more than,
say, separate analysts’ pay from invest-
ment banking deals; 1t could also vastly
increase the financial damages Wall Street
faces. The threats against Wall Street lurk
in 2 corners. First, the settlements with
New York and other states over corrupt
research will be costly. Perhaps more
damaging, however, is that Spitzer's inves-
tigation could add momentum to civil suite
over Wall Street’s handling of IPO s.

Full Text:
In early April, a squarejawed reformer
named Eliot Spitzer shook with Poseidon-

*Source Fortune New York May 27 2002
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F 2 FFE

RO E R E S N, W
BEAHME TR EIEL & Sk
AMBEDAE A B
RABEIR . HEahie R
Z i RIRT ST AR R T o
B, HREBBCRATEA AN
ik angk— Rk T
i Y e 5 e B SR Tl 95 4>
B K, XA AR
A SR AR S i e RO G L FE L
feoRtrElE &N AL, o
o, FFRICTWAT LR
PR 2% ]k ot HCTE 5 2 B A TR
A AL R I AN BIS
WIRREER I, TOLER
WA, HE R BT,
W BRI e REFF S LR
% AR R T AL IR
AN RATAMHIRFIFIRE
s

HEMA, —fAHET
TEM. AM3sSr - Wik



Finance Regulation

like force at Merrill Lynch’s rickety repu-
tation for research and left it in shambles.
The New York State attorney general un-
earthed now-infamous e-mails in which
Merrill analysts derided stocks they touted
to small investors ad “dogs” and “pieces of
junk.” Within days Merrill switched from
outrage to surrender: At its annual meeting
in late April, CEQ' David Komansky ab-
jectly apologized to his clients.

With one thrust, Spitzer is accom-
phshing what the SEC” have failed to do:
force radical reform on Wall Street
research. “The markets depend on integ-
rity and honesty of informa-tion,” says Saul
Cohen, a lawyer at Proskauer Rose in New
York. “The SEC failed to ensure that honesty.
Spitzer stepped into the vacuum.”

But the Spitzer investigation will do
far more than, say, separate analysts’ pay
from mvestment banking deals; it could also
vastly increase the financial damages Wall
Street faces. That has investors worried:
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Stnce Spitzer released the damning e-mails
on April 8, Merrill Lynch stock has tumbled
23%. The six leading U.S. banks have since
shed $48 billion, one-tenth of their market
capitalization.

The threats against Wall Street lurk in
two corners, First, the settlements with
New York and other states over corrupt
research will be costly, especially for
Merrill. Spitzer is demanding around $100
million 1n fines. But dozens of other states
and their chagrined M. 11ll clients will likely
win lesser amounts. David Trone of Pru-
dential Securities reckons that Merrill will
have to pay between $500 million and $1
billion. Spitzer is now examining Salomon
Smith Barney, Goldman Sachs, and other
firms. If e-mails show that their analysts
purposely misled investors, they may face
Merrill-sized payments too.

Perhaps more damaging, however, is
that Spitzer’s investigation could add mo-
mentum to civil suits over Wall Street’s
handling of IPO s. A Who’s Who of class-
action attorneys. from Fred Isquith 10 Mel
Weiss, have filed 310 lawsuits against 45
underwriters and the flimsy startups they

Finance Regulation
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brought public, demanding $50 billion to
$60 billion 1n damages. Investors are mostly
ignoring these suits. given the precedent
(Credit Suisse First Boston settled a similar
case last year with the SEC for a modest
$100 million). “The market underestimated
the financial threat to the other firms when
the SEC and the Justice Department failed
to file more serious charges against CSFB
for market manipulation,” says John Coffee,
a securities-law professor at Columbia
University. An aggressive SEC investiga-
tion could immensely strengthen the civil
lawsuits.

And the SEC, clearly embarrassed
by Spitzer’s crusade, 1s anxious to show
renewed zeal 1n punishing wrongdoing
on Wall Street. The agency is now pur-
suing a charge far more serious than in-
flated commussions, a practice known as
“laddering.” Undcr laddering, an under-
writer agrees to give fund managers IPO
shares only 1f they agree to buy even
more shares at higher prices after the
stock goes public. Laddering inflates the
prices that small investors then pay and
is “blatantly 1llegal market mampulation,”
“says Coffee.”
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FORTUNE has learned that the SEC
may have found a smoking gun. On April
29, the SEC’s New York office summoned
Nicholas Maier, the former syndicate man-
ager for hedge fund Cramer & Co. and
author of the recent Trading With the
Enemy, to testify Maier confirmed that
firms he dealt with regularly engaged in
the practice. The SEC lawyers then showed
Maier a document, known in the trade as
an IPO “book”, from a leading Wall Street
firm for a 2000 offering. The lawyers made
1t clear that they believe the sheet demon-
strates laddering by showing the amounts
and share prices at which the funds prom-
1sed to buy a stock before it opened for
trading. Typically, the banks dumped the
shares shortly thereafter.

If the SEC can prove laddering, 1t
could collect several hundred million from
each of the guilty firms, according to legal
experts. Then the chance that investors will
win their civil suits improves dramatically,
as plaintiffs could use the same evidence
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