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| have been asked to focus on the pressures and constraints on
monetary officials resulting from chronically high unemployment.

We al know that unemployment is one of the biggest problems
facing most Organization for Economic Cooperation and Develop-
ment (OECD) countries. We also know that there are strong demands
on policymakersto provide solutions.

But responsible policymakers must recognize the limits of the
policies they have at their command. Even with the best of intentions,
some policy approacheshave the potential to end up doing more harm
than good. To apply such policiesjust to be seen to bedoing something
would be very irresponsibleindeed.

Most economists now accept that there are clear limits to what
monetary policy candotohelplower unemployment. Monetary policy
doeshaveaclear part to play, and an important one. Butitisnot atool
weshould usedirectly to stimul ategrowth or employment. Experience
has taught us that such an approach will not work. On the contrary, it
can be very damaging.

The best contribution monetary policy can make to growth and
employment is to maintain stability in the general level of prices.

However, the wishful thinking that often underlies attempts to use
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monetary policy to stimulate activity and employment has not disap-
peared. Within public and political circlesalike thereis still a belief
that monetary policy could do more to reduce unemployment than
simply -dealing with inflation. To those holding that view, focusing
monetary policy upon price stability can appear avery callousapproach.

Asyou may know, the Reserve Bank of New Zealand now has a
clear and very distinctivemandateto maintain pricestability. Y ou will
not besurprisedtolearnthat peopleoften criticizeour monetary policy
framework for not paying adequate attention to unemployment.

Today | would liketo give you someinsightsinto the way thisissue
hasdevel opedin New Zealand and how theReserveBank hasresponded.
| would also like to explain why the monetary policy framework in
New Zealand plays an important role in reducing pressures on the
central bank to influence employment in ways that will ultimately
prove unsuccessful.

Monetary policy: What did the past teach us?

To begin, | think it is useful to review the main lessons we have
learned about the role of monetary policy over the past two decades.
Unless we keep those lessons firmly in mind, we run the risk of
repeating the mistakes most countries made over that period.

At onetime or another, governmentsaround the world havetried to
use monetary policy to achieve ailmost every conceivable economic
objective, and some socia objectivesas well. Economic growth and
employment have often been high on thelist of objectivesfor mone-
tary policy.

New Zealand's experience over the 1970sand early 1980s provides
as good an example as any of this shotgun approach to monetary
policy. The former Reserve Bank legidation, in place until 1989,
required that monetary policy bedirected toward enhancing economic
and socia welfare. In doing so, attention wasto begiven to promoting
the highest level of production, trade, and full employment, and to
maintaining a stable pricelevel.
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Theact did not define these objectives. Moreover, the Reserve Bank
was given little operational independence to achieve them. Legally,
the responsibility for monetary policy rested almost entirely upon the
minister of finance.

Given the multiple goals, and the lack of any real accountability
framework, ministers of financefaced little discipline in the conduct
of monetary policy. Asthetheory of political economy might predict,
there was an overriding tendency to use monetary policy to stimulate
theeconomy. Thefiscal stance over thisperiod wasal soexpansionary,
with large and persistent fiscal deficits.

Despite the expansionary macroeconomic policy, New Zealand's
growth performance over the period fell well below the OECD aver-
age. The unemployment rate, which is estimated to have been aslow
as 1 percent in the early 1970s, trended upward to just over 5 percent
by theearly 1980s. That upward trend wastemporarily brokenin 1984,
due to a significant further stimulus, and a reduction in real wages
arising from awage and price freeze.

The expansionary.nature of macroeconomic policy resulted in high
and variable inflation. The Consumer Price Index (CPI) increased
fivefold in New Zealand between 1970 and 1984. Among the OECD
group of countries, prices over the same period increased "only"
threefold.

New Zealand's experience over this period hel ped to teach us many
lessons about the conduct of monetary policy that other countries have
also learned.

The unemployment-inflation tradeoff

It isclear that we were asking monetary policy todo thingsit could
not. Stimulating activity worked for short periods in the sense of
increasing both output and employment. Ultimately, however, the
only enduring result was high inflation. Monetary stimulation was no
safeguard against unemployment. In economic parlance, there wasno
stable, long-run Phillips curve that we could exploit to help improve
economic growth or employment prospects.
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Itisworthrecaling that Bill Phillips, afellow New Zealander, never
claimed that there was an exploitable policy tradeoff when he origi-
nally uncovered the unemployment-wage relationship.

It would be misleading to assert that our poor growth record and the
emergence of unemployment over this period were smply the result
of following inflationary policies. Clearly, other factors were also at
work. Our highly regulated economy was unable to adjust efficiently
to changesin the global economy.

But inflation made matters worse. By impeding the efficient opera-
tion of marketsover along period, inflation appearsto have worsened
both growth and employment prospects. Our lackluster growth per-
formance would certainly suggest that.

Internationally, of course, there is a growing body of evidence
suggesting that inflation hinders growth. By implication, it also hin-
ders employment prospects.

Our experience strongly supports this international evidence that
monetary policy is best directed toward a single god —the mainte-
nance of stability in the general pricelevel. That objectiveis the best
contribution monetary policy can make to growth and employment
prospects.

Central bank structure

New Zealand's experience can al so teach us much about the appro-
priate structure of a central bank.

A central bank must be given a clear mandate to maintain price
stability. But it al so needs the operational independenceto pursuethat
god. Without it, political incentives are likely to pressure govern-
ments to direct monetary policy toward real sector objectivesthat it
cannot sustainably meet.

But even operational independenceis not enough. In order toensure
the central bank delivers on the price stability goal, it must also be
made fully accountablefor its performance.
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Putting the lessonsinto practice: the New Zealand monetary
policy framework

We have attempted to apply these lessons to the monetary policy
framework in New Zealand. Starting from late 1984, the incoming
government directed the central bank to begin reducing inflation. The
government passed a new Reserve Bank Actin 1989 to formalize that
objective. The act came into force in early 1990. The act makes the
achievement and maintenance of stability inthegeneral level of prices
the only focus of monetary policy.

Theactitself doesnot define™ stabilityinthegeneral level of prices,”
but requires the minister of finance and me to negotiate a Policy
Targets Agreement, or PTA. This defines price stability quantita-
tively. Thus it becomes a clear target to which we can be held
accountable. The current target is for the maintenance of twelve-
monthly consumer price inflation between 0 and 2 percent. The PTA
isrenegotiated whenever agovernor isappointed or reappointed. Both
the minister of finance and the governor must be satisfied that the
specific target isconsistent with the act before signing the agreement.

Price stability, asdefined, wasfirst achieved in 1991, around seven
years after we were first directed to pursue low inflation. We have
maintained inflation within that 0 to 2 percent range ever since.

Many people, in New Zealand and abroad, were surprised at the
passage of the Reserve Bank Act. They were also intrigued that the
act received unanimous support from both major political parties.

Politicians' support for the Reserve Bank Act reflects very consid-
erable political courage on their part. Implicitly, they have recognized
that the long-term benefits of pursuing price stability outweigh what-
ever political benefits there are from using monetary policy to meet
short-term objectives. Given the continued pressures politicians find
themselves under to do more about unemployment, and the wide-
spread belief in an inflation/employment tradeoff, the broad political
support for the act is remarkable indeed.
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Pressureson themonetary authorities
Recent trends in unemployment

Over most of the period during which we were reducing inflation,
the New Zealand economy experienced a recession in activity. That
reflected not only theinfluence of disinflation, but al so the adjustment
pressurescaused by microeconomicreformon ascal eprobably unprece-
dented in the OECD in the last four decades.

At about the time we achieved price stability in 1991, the economy
entered arecovery phase and has continued to strengthen since. Over
the year to March 1994, the economy grew by 5.3 percent.

The unemployment rate, which continued to rise during the disin-
flation period, has fallen from a seasonally adjusted pesk of 10.9
percent in September 1991 to 8.4 percent in June 1994. Total employ-
ment has grown by nearly 4 percent over the past year.

Most forecasters expect the unemployment rate to fall further over
the next few years as economic growth continues. Increases in the
labor force, and arise in the labor force participation rate associated
with growth in job opportunities, are expected to partly offset the
decline in the unemployment rate, but despite this, we, ourselves, are
expecting the unemployment rate to be around 8 percent by early next
year.

But even 8 percent unemployment is still uncomfortably high and
most New Zealanders, and indeed most New Zealand policymakers,
want to seeit further reduced.

The role of the policy framework

Does the New Zealand monetary policy framework shield the bank
from pressures from politicians and others to " do something™ about
unemployment? | would like to give an unequivoca "yes" to that
question, but 1can't. You probably wouldn't believe meif | did. But
the framework undoubtedly helps to reduce those pressures.

Our framework is certainly very effective in discouraging usfrom
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diverting from the price stability objective whenimplementing mone-
tary policy. The PTA establishes a clear target against which | am
accountable. If the bank wereto succumb to pressuresthat jeopardized
that target, we would soon be reguired to explain why.

Asgovernor, | am personally accountable for our monetary policy
performance. If we fail to meet our inflation obligations under the
PTA, the act makes it possible for the minister of finance to dismiss
me. That threat places an important discipline on me not to target
anything other than price stability.

The process of accountability is carefully formalized under the
legislation. We are required to produce monetary policy statements at
least once every six months, explaining our policy actions. These
policy statements mean that our actions are subject to close scrutiny
not only by thegovernment, but also by thefinancial marketsand other
interested bodies.

Each monetary policy statement is followed shortly after by a
hearing conducted by the Finance and Expenditure Committee, a
parliamentary committee consisting of both government and opposi-
tion members— rather like the congressional committee before which
Mr. Greenspan regularly appears. Thecommittee can ask the bank for
further information about our performance.

Inevitably, the financial markets are an important arbiter of our
performance. If our wordsor actionssuggested we had been pressured,
or were going soft on the inflation target, interest rates could be
expected to rise quickly. That in itself could be harmful to employ-
ment.

Since the passage of the Reserve Bank Act in 1989, indeed since
late 1984, there has been no attempt by any government to influence
theimplementation of monetary policy. On occasion, temptation must
have been strong. In late 1990, for example, just before a general
election, the bank felt it necessary to firm monetary conditions to
ensure continued progress toward the price stability goa in the face
of an expansionary fiscal stance. I'm sure that no government wants
that just before an election.
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Under a clause in the act, the government has the power to direct
the bank to focus monetary policy on some objective other than price
stability. However, that instruction has to be in public (by means of
an Order-in-Council), and in most circumstances, that makesit politi-
cally unattractive.

The public communicationsfunction

In the long run, the monetary policy framework can only surviveif
peoplewidely supportit. Within the business sector, especially among
farmers and manufacturers, thereis growing recognition of the bene-
fitsof price stability.

Among the general public, support is aso growing. People are
beginning to seethat it is possible for stable prices, economic growth,
and job creation to go hand-in-hand, and for more than just afleeting
period.

However, the policy framework has always had, and still has, its
critics. They have attacked the framework for its exclusive focus on
price stability and argued for awider mandate that pays more attention
to unemployment.

Among those to have criticized the framework have been aformer
prime minister, and leaders of several of the smaller opposition
parties. The Council of Trade Unions, unemployed workers groups,
church leaders, many academics, and some mediaand talk-back hosts
have also questioned the framework.

Thecriticsare keen to seethe inflation target diluted, with the bank
pursuing some kind of employment target aswell. Implicit in that call
is the notion of along-run, exploitable, Phillips-type relationship.

Many of the public share that view. In March 1994, the National
Business Review (the most widely read business weekly in the coun-
try) published a poll on the Reserve Bank Act. The poll, known as
"The NBR-Consultus Poll," asked people if they would support a
change to the act to include the reduction of unemployment as one of
the bank's objectives.



The Role of Monetary Policy: Where Does Unemployment Fir? 177

Sixty-two percent of those polled said they woul d support such a
change. Theremainder was about equally divided between opposing
the change and being unsure about it. In the same poll, however, 80
percent of those polled admitted to knowing ™ hardly anything™ or ** not
that much™ about the existing act.

One of the bank's most important functions has therefore been to
try and build a wider constituency for the price stability objective.
Most people can accept that inflation imposes significant costson the
economy and society. But people also need to be convinced that
attempting to trade off just a little more inflation for a little less
unemployment, however tempting, just isn't a workable proposition.

Since the late 1980s, the bank has operated a very active public
communications program. We undertake a substantial program of
speeches and presentations for a wide variety of public groups. The
bank also briefs politicians and members of the media on the policy
framework.

When presented with thefacts, most people are prepared to at least
consider the merits of our monetary policy approach. And there are
many compelling facts that we can point out to people in those
presentations.

The first is that unemployment in New Zealand had become a
deep-seated problem long before we embarked on the price stability
goal, despite a sustained period of monetary stimulation. Clearly,
structural factors outside the ambit of monetary policy were at work.

We can also highlight the international experience pointing to the
absence of an inflation-employment tradeoff or a long-run Phillips
curve. And we can cite the growing body of empirical evidence that
suggests inflation is actually harmful to growth. The high degree of
international agreement on these issues is strong support for our
monetary policy approach.

Building support for the policy framework has been no easy task.
Nor can we claim to havefinished that task.
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Our public communications role needed to begin whileinflation was
being brought down. Throughout that period, unemployment was
rising steadily, partly reflecting thedisinflationary pressure needed to
lower inflation.

In those circumstances, the message that price stability would be
beneficial to growth and employment was bound to meet with resis-
tance. The public madeitsown assessment of thecostsof disinflation.
Having made that assessment, people could easily believe that price
stability, once achieved, would a so be costly.

The bank has alwaysacknowledged openly that disinflation involved
employment costs. We also note that it is difficult to quantify those
costsgiven al the other influences on unemployment at that time. A
key message in our speeches during disinflation was that the employ-
ment consequences would be reduced, the sooner wage and price
settersrealized that we were absol utely committedto lowering inflation.

Among the economics profession and elsewhere, there is still con-
siderable debate on the costs of disinflation and whether the costs of
"*going the whole hog™ are worth incurring. For New Zealand, those
costs, whatever they were, have now been incurred.

The bank, therefore, stresses to people that forsaking pricestability
now would at some point require those costs to be paid again, unless
we were prepared to tolerate high inflation indefinitely. Clearly, the
higher one assesses the costs of disinflation, theless attractive areturn
to high inflation becomes.

Public support for price stability has not been helped by thesilence,
and sometimes the outright criticism, of some of the major benefici-
aries of price stability. Their criticisms, while often unrelated to
unemployment, have reinforced the idea among some people that
price stability has very few benefits.

Toillustrate: During the high inflation era of the 1970s and 1980s,
real, post-tax interest rates on savings weretypically negative. Asin
most other countries, savers in New Zealand pay tax on their entire
nominal interest earnings, not just the real component.
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Asinflation has fallen, real, after-tax returns have improved. But
people have suffered from money illusion. As nominal interest rates
havefallen, savers have commonly perceived themselves to beworse
off than under highinflation. Many of those on interest incomes, such
astheretired, havebeen vocal criticsof pricestability. Their confusion
has certainly not helped public support for price stability.

Unemployment and monetary policy: Some common issues

Apart from those critics who still hold to a rather simplistic Phil-
lips-curve view of the world, there are three other strands of criticism
surrounding the monetary policy framework in New Zealand.

First, some critics argue that the bank achieved price stability too
early, and as a result, incurred unnecessary costsin terms of output
and unemployment. The original PTA required us to achieve price
stability by 1992. At the end of 1990, this deadline was changed to
1993. In fact, we achieved a1 percent rate of headline inflation (and
a 1.7 percent rate of underlying inflation) in 1991.

The bank has openly acknowledged that we did get to our target
earlier than intended and that that may have resulted in additional
costs. But that conclusion isby nomeansclear. Recent work by writers
such as Laurence Ball and others suggests that the optimal speed of
disinflation may actually have beenfaster than the seven years we
took. A case can therefore be made that by getting there alittle early,
we avoided some of the employment costs which would have been
involved by astill more prolonged disinflation. Thejury isstill out on
thisissue.

Second, some critics hold that employment prospects could be
improved if only the Reserve Bank were prepared to tolerate alower
New Zealand dollar. Since a lower exchange rate would, it is argued,
enhance the competitiveness of exporters and import substituting
industries, activity and employment would be enhanced also. Thisis,
of course, an open economy variation on the familiar argument that
monetary policy iscapableof asustained stimulativeeffect on employ-
ment and growth.
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GivenNew Zealand’s rel atively open economy, thenominal exchange
rate is clearly an important influence on the inflation outlook. The
bank has been quite open in stating that it must hold a view on the
exchange ratethat isconsistent with price stability. That view ismade
with reference to the many other factors feeding into the inflation
process. While, in practice, we can often tolerate quite wide fluctua-
tions in the exchange rate, we cannot be indifferent to its moving
beyond those limits.

Our ability to influence the nominal exchange rate means that we
can certainly affect the real exchange rate in the short term. But
economic theory and our own experience tell usthat attemptsto drive
the real exchange rate down will be successful for only aslong asit
takes people to redlize the inflationary consequences of a lower
nominal exchange rate. In other words, our capacity to beneficially
influence the real exchange rate is limited to our capacity to fool
people, or for however long it takesfor sticky prices to change.

Historically, depreciations in the New Zealand dollar have simply
reflected relative price changes between New Zealand and itstrading
partnersduetoinflation. A depreciating dollar has not been associated
with sustained improvements in our real exchange rate. For example,
over the twenty yearsfrom 1970 to 1990, the Zealand dollar depreci-
ated (on a trade-weighted basis) by just over 50 percent. Over this
period, pricesin New Zealand rose by just over twiceas much asthose
in our major trading partners.

A third concern of critics relates to the definition of the price
stability target itself. Price stability isdefined in the PTA asconsistent
with year-on-year increases in the CPI of 0-2 percent. It is sometimes
held that the 0-2 percent definition iseither *too low," "'too narrow,"
or both. Maintaining the target is said to be unnecessarily costly in
terms of output and employment.

Is the inflation target centered around *'too low" a midpoint? We
don't believe so. Over the three-and-a-half-year period during which
inflation has been maintained within the target, the economy has
entered a sustained growth phase. Thisis hardly convincing evidence
that we have impeded growth or employment.
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Asbest we can tell, the center of the target —1 percent — appearsto
correspond to genuine price stability once the various sources of bias
in the CPI are alowed for. In the bank's view, there should be no
ongoing employment costs of maintaining that target, provided wage
and price setters are confident that we will, on average, deliver that
outcome and adapt their behavior to that reality.

It is sometimes posited, by Lawrence Summers for example, that
some low, positive target rate of inflation is more appropriate than
price stability so that real wages are able to fall over the economic
cycle if required. Downward nomina wage rigidity is seen to limit
real wage adjustment when inflation is zero.

As| have argued el sewhere, with price stability, nominal wagesare
likely togrow at thetrend rate of productivity growthover thebusiness
cyclesothat real wage movementsare abletofall below trend without
nominal wage cuts. It smply requiresforgoing some of the nominal
wageincreasethat would otherwiseoccur dueto productivity increases.

Moreover, nominal wage stickiness, where it exists, is surely a
feature of an individual's employment contract. It is much less likely
toapply inan averagesense. Most firmsare ableto reduce theaverage
nomina wage without having to cut the wage of any incumbent
employee. The replacement of highly paid retirees and resigneeswith
lower-paid recruits, and a reduction in the remuneration steps that
accompany promotions, are all ways of capping or reducing the
nominal wage bill without resorting to outright pay cuts.

Those supporting a wider target band often point to a potential
instrument instability problem under thecurrent target. Becauseof the
imprecise nature of the monetary policy toolsat our disposal, they say
policy adjustments may become erratic as we attempt to keep from
over- or undershooting the target. Accordingly, monetary policy may
cause unnecessary gyrations in economic activity, perhaps to the
detriment of employment.

Moreover, it isargued that, under anarrow target, the Reserve Bank
may often beforced to act before it has sufficient information on the
outlook for inflation. Thus inappropriate policy actions may be taken
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because inflationary movements will often be misread.

Is the current price stability target too narrow? On the evidence to
date, | would have to say no. The bank has successfully maintained
inflation within the 0-2 percent range since 1991. During that time we
have not been led to make frequent or erratic adjustments to policy .
settings. | readily concede, however, that theframework isstill young.
It isyet to betested over afull economic cycle.

It appears to me that widening the target so that we wait longer
before adjusting policy is an argument that can easily be overdone.
Thereisalong international history of having waited too long before
acting wheninflation emerges. Asaresult, thecostsof correction have
often been accentuated. A target that limits the scope for policy
adjustments to be deferred can thus actually minimize the resulting
costs of correction.

| should also mention that a clause within the PTA recognizes
explicitly that it may not be appropriate to contain the' CPI inflation
rate within the 0-2 percent target at all times. That clause recognizes
that when certain shocks beyond the direct control of policy occur, it
may not be worth incurring the output and employment costsof trying
to offset them.

These shocks include large terms of trade movements, and changes
in indirect taxes and government charges. In addition, interest rates
aremeasured directly in New Zealand's CPI. A significant movement
in interest rates may thus provide grounds for allowing the inflation
rate to move outside the 0-2 percent range. (To do otherwise would,
of course, create an absurdity: a tightening in policy that led to an
increase in interest rates would increase measured inflation and pro-
voke afurther tightening in policy, and so on.)

Weare, of course, expected to account for and explain cases where
headline inflation does temporarily leave the range. The presumption
is that we will meet the target most of the time.

Inflation expectations and policy credibility could both beseriously
damaged from the move to a wider target or if the target was shifted
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upward. Those in the financial markets could conclude that the real
aiming point for inflation had become the upper portion of the new
target. That perception could complicate the maintenance of price
stability. And interest rates would almost certainly risein response to
higher expected inflation. That would do nothing to help employment.

From my comments, it should be clear that | am not by any means
persuaded of the merits of a change to the target: at atechnical level,
the issue is relatively minor, but the likely change in perceptions
caused by a widening of the target range could well damage growth
and employment rather than the reverse.

Concludingcomments

Littledid Bill Phillipsknow, when heuncovered hisunemployment-
wage relationship, of the unfortunate effect hisdiscovery would have
on the conduct of monetary policy for decades afterward. It is rather
ironic, given Phillips own view that the relationship was of little
policy relevance. With many having been brought up on the Phillips
curve, there are always likely to be pressures on monetary authorities
to tolerate just a little more inflation to help unemployment. New
Zealand's monetary policy framework plays an important role in
shielding usfrom that temptation.

Reducing unemployment is now the most important economic and
social objective in many OECD economies. People understandably
ask what the monetary authority can do to help. By aiming monetary
policy squarely at maintaining price stability, there is much we can
do.

By aiming monetary policy elsewhere, we would not only damage
theeconomy and itscapacity to generate sustainable employment, we
would also distract attention away from where the real solutions to
unemployment lie—in labor market reform, in training and retraining,
and in the reform of the relationship between wages and benefits.



