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A non-profit organization with purely scientific aims, the International
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Introduction

Axel Leijonhufvud
University of Trento, Italy

The present volume is one of two resulting from the conference on
'Monetary Theory as a Basis for Monetary Policy’ held in Trento in
September 1997. The second, entitled Monetary Theory and Policy
Experience, is being published separately in the International Economic
Association-Palgrave series.

The planning for the conference began in the summer of 1996, well
before the Asian plunges into depression. But even if the theme did not
adumbrate such dramatic developments or their further ramifications in
Russia and elsewhere, it concerned related issues.

The conference was intended to start a debate over the relationship
between current economic theory and central bank practice. Monetary
neutrality has gained a stronger hold over theory since the inflationary
1970s, starting with the monetarist doctrines that the Philips curve is
vertical and that inflation expectations explain nominal interest rates,
later becoming embedded in more fully articulated models of inter-
temporal general equilibrium. The theory resulting from this develop-
ment leaves central banks with nothing useful to do except to stabilize the
price level. It is not an altogether unwelcome doctrine among central
bankers, as it would make their lives easier: in giving them only a single
goal variable, it frees them from responsibility for difficult trade-offs and,
in addition, it has become the basis of the recent fashion for giving central
banks independence from political authority.

All this takes for granted, however, that central banks can control only
nominal magnitudes and have no useful powers to affect real variables
such as output, growth and employment. Earlier theories of monetary
policy, on the other hand, were based on the belief that they were able to
affect the real interest rate and to regulate the real volume of credit. They
also presumed a need on occasion for policy to dampen the credit cycle or,
that having failed, to step in as a lender of last resort. Implicitly at least,
both central banks and financial markets still pay some heed to these
earlier theories, as the use of Bank Rate is back in fashion and the markets
react to its use in the belief that real growth, and not only inflation, is at
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Introduction xv

stake. And, obviously, recent events have driven home the lesson that it is
not altogether safe to relinquish all responsibility for the credit cycle.

These issues are spelt out at greater length in my introductory essay in
Chapter 1, which also argues that, in the context of monetary regimes
that give the authorities some leverage over real interest rates, the vertical
Phillips curve is an oversimplified hypothesis that needs to be reassessed.

The three chapters in Part I are all written from a general equilibrium
perspective. Jacques Dréze and Heracles Polemarchakis investigate the
scope for monetary policy in a complete markets Arrow-Debreu model
with inside money which is demanded for its convenience in making
payments. The monetary authorities control the nominal interest rates
that constitute the opportunity cost of holding this money. A state-
contingent policy rule for setting these rates will not suffice to control the
variability of inflation. The authors go on, therefore, to explore
‘empirically relevant departures from neutrality’ that would give more
leverage for policy.

Ramon Marimon takes the ‘fiscal theory of money’ as his point of
departure. In this theory, which is associated above all with the names
Sims and Woodford, the price level will stay constant as long as the
government obeys its intertemporal budget constraint in the sense that
the present value of expenditures is covered by the present value of taxes.
If expenditures were to exceed taxes, the price level must move so as to
bring in an equivalent inflation tax. Marimon applies the same reasoning
to the theory of the firm and shows that, in a model which allows for the
possibility that the firm will not honour its intertemporal budget
constraint, the Modigliani-Miller theorem will not hold.

Robert Lucas revives Milton Friedman’s optimum quantity of money
idea and explores the possible welfare gains from deflating at a rate
sufficient to push nominal interest rates to a level near zero.! The welfare
gains are found to vary considerably, depending on how the necessary
extrapolation of empirical demand curves into the near zero interest rate
range is carried out.

Financial instability commands the attention of the first two chapters of
Part II. Both have one thing in common: namely, that they see the
dangers of financial instability as stemming from economic reforms,
changes in regulations or rapid financial development which create an
environment with which market participants and policymakers have not
had sufficient experience. Albert Wojnilower reviews financial develop-
ments in the USA over the past twenty years. Although generalized credit
crunches have been avoided during this period, he finds that the
structural changes that have taken place in American financial markets
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give little assurance that they will not recur in the future. Indeed, he
concludes that, when they do, central banks may find them more difficult
to deal with than in the past.

The chapter by Daniel Heymann, Martin Kaufman and Pablo
Sanguinetti is motivated by a number of Latin-American boom-and-bust
episodes that have followed a roughly similar pattern. The booms were
initiated by comprehensive economic reforms, including inflation
stabilization. For a period, increases in both investment and consumption
could be sustained by trade deficits financed by capital inflows, but
eventually a slowdown in growth would induce a cessation or reversal of
capital flows and trigger sharp recessions. The authors focus on the
difficulties of forming correct expectations of investment returns and
wealth following an abrupt structural break such at that represented by
the reforms. They go on to demonstrate how even fairly sophisticated
expectations-formation schemes may easily produce the kind of over-
shooting and subsequent sharp setbacks that are the stylized facts of these
historical episodes.

Jean-Paul Fitoussi reviews Furopean macroeconomic developments and
the policies of the E15 since the beginning of the 1980s, but focusing
particularly on unemployment problems and the disappointingly ‘soft’
growth in the 1990s. The evidence, he finds, points to high real interest
rates (and a negatively-sloped real term structure) as the proximate cause,
and too restrictive monetary policies as the ultimate culprit. Alternative
explanations are carefully considered but rejected. Fitoussi’s conclusion:
’the battle against inflation must be terminated, because the phenomen-
on has disappeared’. Subsequent to the conference, of course, France and
the other member countries of the European Monetary Union have come
to enjoy the monetary conditions that Fitoussi pleaded for, and their
growth rates have picked up, so far without inflation.

One of the aims of the conference was to restart a debate on the role of
credit in monetary theory and on the role of central banks in the
regulation of the (real) price and volume of credit. In this ambition, the
conference did not quite succeed. But it did bring together a number of
outstanding monetary economists from around the world, and the reader
will find much stimulus from their contributions.

Note

1 This chapter is based on Lucas’s Presidential Lecture to the Econometrics
Society and is reprinted here with the permission of the editor of Econometrica.
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1

Monetary Theory and Central
Banking

Axel Leijonhufvud
University of Trento, Italy

1 Policy doctrines: changing context, changing content

In the 1970s, in the waning days of the so-called Keynesian consensus,
macropolicy was still stabilization policy. It was believed that the private
sector was unstable, but that the discretionary policies of a benevolent,
competent and consistent government could maintain high employment
and reasonable price stability.

This pessimism about the private sector and optimism about govern-
ment of that earlier time has turned into optimism about the market and
pessimism about democratic government. This great, underlying shift in
beliefs and attitudes has changed the context in which monetary policy is
being debated - and therefore, also the content of the debate.

At the time of writing, policy theory has become the art of constraining
governments, of fashioning institutions to prevent politicians from
violating intertemporal budget constraints, and more generally from
engaging in short-sighted, time-inconsistent policies that in the end
produce only inflation. The current vogue for independent central banks
pursuing low inflation targets is largely motivated by this view that
governments must be restrained forcefully from mismanaging public
finances. The arguments for independence meet with little dissent from
within the central banks.

At the same time, in modern theory, the stability of the private sector is
supposed to take care of itself. Stabilization policy, in the old sense, is
regarded as a misguided ambition. This doctrine would relieve the
monetary authorities of any responsibility for unemployment and the
cycle. Yet, it is not one they would be wise to embrace.

This great change in the prevailing political economy did not occur
without reason. It is in large part a response to the great worsening of the



