Edited by Axel Leijonhufvud

MONETARY THEORY
AND POLICY
EXPERIENCE




Monetary Theory
and Policy Experience

Edited by

Axel Leijonhufvud

University of Trento

in association with
International Economic Association




© International Economic Association 2001

All rights reserved. No reproduction, copy or transmission of
this publication may be made without written permission.

No paragraph of this publication may be reproduced, copied or
transmitted save with written permission or in accordance with
the provisions of the Copyright, Designs and Patents Act 1988,
or under the terms of any licence permitting limited copying
issued by the Copyright Licensing Agency, 90 Tottenham Court
Road, London W1T 4LP.

Any person who does any unauthorised act in relation to this
publication may be liable to criminal prosecution and civil
claims for damages.

The authors have asserted their rights to be identified
as the authors of this work in accordance with the
Copyright, Designs and Patents Act 1988.

First published 2001 by

PALGRAVE

Houndmills, Basingstoke, Hampshire RG21 6XS and
175 Fifth Avenue, New York, N.Y. 10010

Companies and representatives throughout the world

PALGRAVE is the new global academic imprint of
St. Martin’s Press LLC Scholarly and Reference Division and
Palgrave Publishers Ltd (formerly Macmillan Press Ltd).

ISBN 0-333-96089-0

This book is printed on paper suitable for recycling and
made from fully managed and sustained forest sources.

A catalogue record for this book is available
from the British Library.

Library of Congress Cataloging-in-Publication Data

Monetary theory and policy experience : papers of the

IEA conference held in Trento, Italy / edited by Axel Leijonhufvud.

p. cm. — (International Economic Association series)

Papers of the conference held on Sept. 4-7, 1997 at the
University of Trento.
“In association with International Economic Association.”
includes bibliographical references and index.
ISBN 0-333-96089-0
1. Monetary policy—Congresses. 2. Inflation (Finance)
3. Banks and banking, Central. I. Leijonhufvud, Axel.
II. International Economic Association. Ill. Series.

HG230.3 .M664 2001
332.4'6—dc21
2001021734

0 9 8 7 6 5 4 3 2 1
10 09 08 07 06 05 04 03 02 O1

Printed and bound in Great Britain by
Antony Rowe Ltd, Chippenham, Wiltshire



The International Economic
Association

A non-profit organization with purely scientific aims, the International
Economic Association (IEA) was founded in 1950. It is a federation of
some sixty national economic associations in all parts of the world. Its
basic purpose is the development of economics as an intellectual
discipline, recognizing a diversity of problems, systems and values in
the world and taking note of methodological diversities.

The IEA has, since its creation, sought to fulfil that purpose by
promoting mutual understanding among economists through the
organization of scientific meetings and common research programmes,
and by means of publications on problems of fundamental as well as
current importance. Deriving from its long concern to assure professional
contact between East and West, and North and South, the IEA pays special
attention to issues of economies in systemic transition and in the course
of development. During its nearly fifty years of existence, it has organized
more than a hundred round-table conferences for specialists on topics
ranging from fundamental theories to methods and tools of analysis and
major problems of the present-day world. Participation in round tables is
at the invitation of a specialist programme committee, but twelve
triennial World Congresses have regularly attracted the participation of
individual economists from all over the world.

The Association is governed by a Council, comprising representatives of
all member associations, and by a fifteen-member Executive Committee
which is elected by the Council. The Executive Committee (1995-98) at
the time of the Trento Conference was:

President: Professor Jacques H. Dréze, Belgium
Vice-President: Professor Anne Krueger, USA
Treasurer: Professor Erich W. Streissler, Austria
Past President: Professor Michael Bruno, Israel
(deceased 26 December 1996)
Other members: Professor Anthony B. Atkinson, UK

Professor Vittorio Corbo, Chile
Professor Karel Dyba, Czech Republic
Professor Jean-Michel Grandmont, France
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Professor Yujiro Hayami, Japan
Professor Seppo Honkapohja, Finland
Professor Valery Makarov, Russia
Professor Luigi Pasinetti, Italy
Professor Hans-Werner Sinn, Germany
Professor Rehman Sobhan, Bangladesh
Professor Alan D. Woodland, Australia
Advisers: Professor Kenneth J. Arrow, USA
Academician Oleg T. Bogomolov, Russia
Professor Mustapha Nabli, Tunisia
Professor Amartya Sen, India
Secretary-General: Professor Jean-Paul Fitoussi, France
General Editor: Professor Michael Kaser, UK

Sir Austin Robinson was an active Adviser on the publication of IEA
Conference proceedings from 1954 until his final short illness in 1993.

The Association has also been fortunate in having secured many
outstanding economists to serve as President:

Gottfried Haberler (1950-53), Howard S. Ellis (1953-56), Erik Lindahl
(1956-59), E.A.G. Robinson (1959-62), Ugo Papi (1962-65), Paul A.
Samuelson (1965-68), Erik Lundberg (1968-71), Fritz Machlup (1971-74),
Edmund Malinvaud (1974-77), Shigeto Tsuru (1977-80), Victor L.
Urquidi (1980-83), Kenneth J. Arrow (1983-86), Amartya Sen (1986-
89), Anthony B. Atkinson (1989-92), and Michael Bruno (1992-95).

The activities of the Association are mainly funded from the subscrip-
tions of members and grants from a number of organizations, including
continuing support from UNESCO, through the International Social
Science Council.
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Introduction xv

combine to provide certainty about the right course of action, but the
policymaker has to decide and to act regardless of this. If this makes
monetary policy in some measure an 'art’, the licence given to the ‘artist’
needs to be constrained by rules or by institutional arrangements.

Kumiharu Shigehara reviews and compares the monetary policies of
Japan and the USA in the 1980s and 1990s. The Japanese authorities had
to confront a number of difficult problems in this period that the Federal
Reserve was spared. In particular, one notes that, by standard measures,
inflation was both low and steady in the late-1980s build-up of what
turned out to be an unsustainable asset price bubble. (Inflation targeting
would not have helped much.) Even in retrospect, it is not clear that
monetary policy, utilizing conventional instruments, could have done
significantly better, either to dampen the asset-price inflation or to
accelerate the painfully slow recovery.

Pedro Pou begins by listing some lessons for central bankers from
academic research, but his chapter is mainly devoted to lessons for
monetary economists to be drawn from Argentine experience. In
particular, he reports on extensive studies of the variability of relative
prices during the high inflation and since the 1990 'Convertibility Plan’
stabilization. Although relative price variability is strongly correlated with
inflation, Pou makes the case that, once the 'noise’ stemming from price
changes that are quickly reversed is removed, relative prices are in effect
more flexible and the price mechanism functions better within the stable
monetary framework.

Part II focuses on the conduct of monetary policy. Niels Thygesen
analyzes inflation and exchange-rate targets in the context of recent
European experience and current European issues. He recapitulates the
emergence of a strong consensus that monetary policy should be confined
to the achievement of nominal stability. In practice, this has come
increasingly to mean low inflation targets. For countries not joining the
EMU, Thygesen sees exchange-rate targets as a useful shorter-term adjunct
to long-term inflation targets. For the ECB, on the other hand, the
exchange rate will be of little consequence, while monetary aggregates are
likely to be useful, not just as indicators, but also as short-term
supplements to the longer-run inflation target.

Dale Henderson and Jinill Kim present a model that succeeds in
encompassing most of the earlier literature on monetary policy reaction
functions while adding new results. They evaluate seven different targets
with respect to three types of shock. Nominal stickiness is taken as given,
but the authors consider various forms it may take and show that in some
instances results depend on whether wages or prices, or both, are sticky.
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Part 11I, on monetary regimes, begins with Sylvester Eijffinger’s survey
of the literature on central bank independence. A variety of arguments
and models tend to support the notion that countries with independent
central banks will tend to have lower and less variable inflation rates. On
the question of whether this will in turn have the benefit of producing
higher and less variable growth, opinions are divided. The by now rather
large literature exploring sundry hypotheses about the determinants of
central bank autonomy offers no conclusive results. While independence
of the central bank is neither a sufficient nor a necessary condition for
price stability, Eijffinger concludes that the trend towards such indepen-
dence none the less deserves support, albeit qualified support.

For some time, Michael Bordo and Lars Jonung, individually, together
or with other collaborators have pursued a programme of empirical
research on macroeconomic performance under alternative monetary
regimes. In the course of this work they have compiled a data set that now
covers fourteen industrialized countries over a time-span of 115 years!
Their chapter for this volume utilizes these data to study the relationship
between fiscal and monetary regimes. Up to the 1960s, except for periods
of war, monetary regimes constrained the fiscal, initially by commodity
convertibility but later by fixed exchange rate regimes in which
convertibility into gold played an ever-diminishing role. The final
breakdown of Bretton Woods spelt the end of this constraint, and there
followed two decades of, first, inflation and then rapid growth of public
debt. Bordo and Jonung find that whereas adherence to convertibility
rules has produced better nominal performance in the past, there is no
clear evidence that it has produced better real performance. None the less,
they view the implementation of inflation targeting in the 1990s as a
return to a form of convertibility regime.

Finally, in a chapter rich in historical illustrations and legal precedents,
Robert Mundell considers the monetary aspects of the sovereignty of
states. While fixed exchange rates limit the policy sovereignty of a state, a
monetary union is not just a (practically) irrevocable surrender of policy
autonomy; it requires member states to relinquish parts of their legal
sovereignty as well. Mundell is clearly of the opinion that the extent to
which European Monetary Union will eventually encroach on the
sovereignty of the member states is far from fully understood in many
quarters, and that this lack of understanding is likely to cause unforeseen
problems in the future. His recapitulation of the long struggle over
monetary sovereignty between the American states and their federal
government is particularly instructive in this regard.
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Part 1

Central Banking Experience






1

Putting Central Banks in Their Place

John W. Crow
Former Governor, Bank of Canada

The conference was nicely bounded. At one end there was a monetary
theorist discussing monetary theory and central banking, and at the other
a central banker discussing central banking and monetary theory. The
central banking panellists were somewhere around the middle, being
asked to write their own tickets — to one end or the other, or to somewhere
else.

But central banks are always somewhere in the middle — between
economic science and monetary policy outcomes, between governments
and financial markets, and so on. And they worry at least as much as
anyone else about their proper positioning — or, as Gerald Bouey, my
predecessor at the Bank of Canada, put it in his 1982 Per Jacobsson lecture,
about ‘finding a place to stand’.

Accordingly, these comments address a number of questions related to
where central banks might be expected to stand in the political economy
world in which they have to operate — starting with some considerations
relating to the ways central banks approach the question of monetary
policy goals, and then looking at central bank attitudes towards inflation
targets as a way of realising those goals. Finally, [ consider the extent to
which governments (as opposed to central banks) have shown themselves
willing to commit to long-run goals for monetary policy.

1 Central banks and monetary policy goals

Central banks are not academies. That being said, they do tend to have
relatively strong economic research departments compared to other
governmental bodies.

This is a way of attracting good minds into the institution and seeing
how they develop in the institution’s interests. Also, however, since



