Overview:
Central Bank Perspectives

John W Crow

I'd like to share with you some thoughts on three main areas for
monetary policy, with the benefit of the exposure they have been
given these past couple of days. | will start with some remarks on
monetary policy objectives, then comment more briefly on some
pointsrelated to monetary policy transmission, and end on the vexed
guestion of the international dimension.

My remarkswill likely reflect to a degreethe fact that Canadais
a smdl “large economy.”’

TheBank of Canada Act, inits preamble, calls upon the Bank "to
regulatecurrency and credit in the best interests of the economiclife
of thenation, to control and protect theexternal valueof the national
monetary unit and to mitigate, by its influence, fluctuations in the
genera level of production, trade, prices, and employment.*

Now, thisisalong list of objectives for one instrument. | trust,
therefore, that you'll begratifiedto learn that the preamblecontinues
*“ .. . sofarasmay be possblewithin thescopeof monetary action."

And the one thing that | would emphasize in thisis that what is
very clearly within the scope of monetary action is to preserve the
valuedf money—to striveto provideasolid anchor for nomina values
in the economic system.

The dimension of monetary policy is right for this purpose, even
if it isnot the only public policy affecting aggregate spending. And
experiencetellsusthat the value of money will not, realistically, be
preserved—broad price stability will not be attained —unless monetary
policy isframed and executed in such away asto give pricestability
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strategic importance. If monetary or credit aggregates as intermediate
targets or information variables help in this endeavor, they should
be used.

Pricestability isa valuable input into a well-functioningeconomy.
In particular, the persistently popular notion that price stability gets
in the way of growth does not, in my view, bear critical scrutiny.
Since our economies are based on money, markets, and informa-
tion, the reverse has to be true.

Thistruthis, of course, well brought out in those many cases where
the domestic monetary system has been badly treated, for whatever
reason that seemed good at the time. But even if we discard the
extremes, we should not discard the key point. What we can most
usefully worry about, and encourageothersto think about, now and
in the future, is how to assure price stability.

The policy alternativeto price stability might be characterized as
a policy of making gestures at holding the rate of inflation where
it happensto be. Given the element of inertiain cost and pricefor-
mation, such arate of inflation might conceivably be held in the short
run without necessarily provoking an erosion of confidence. And any
inflation slippage can be attributed to bad luck. In practice, thiskind
of approachis bound to lead to a ratcheting up of inflation and an
erosion of confidence, because the risks with inflation are taken
systematically in an upward direction. Eventually, of course, theprice
and cost pressures haveto be subdued, but then in amore wrenching
manner than would have been needed if price stability had been sought
earlier. Furthermore, you don't really get back to whereyou started,
becausecredibility has been lost in the process, and restoring credi-
bility seems to take longer still.

Any emphasis on the responsibility of monetary policy for price
stability does not imply that fiscal policy and monetary policy are
two solitudes—just that they havedifferent qualitiesand are, therefore,
not smple substitutes. The stance of fiscal policy can make monetary
policy's jobeasier. And lookingat it the other way, thereiscertainly
afeedback from monetary policy to thestance of fiscal policy through
monetary policy's effect on interest charges on public debt. Still, the
distinction between monetary and fiscal policy, inthisage of deficits
and public debt overhangs, isavita oneto underline. It emphasizes
that monetary policy should not, intheend, beadigned in such away
as to make financing fiscal deficits either easier or more difficult.
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Monetary policy's macroeconomic concerns—for monetary expan-
sionand tota spending, for the path of inflation, and for price stability
—are challenges enough to be getting on with.

In this vein, let me emphasize one thing that isdifferent about the
late 1980s, compared with a period that | think about quite abit these
days, thelate1960s. What isdifferent isthat now we have the dubious
benefit of having experienced the economic vicisstudesof the 1970s—
inflation, recession, stagflation. Many countries' monetary policies
in the late 1960s, and very early 1970s for that matter, were not,
in retrospect, asunyieldingin resisting inflation asthey might usefully
have been. The reasons are complex, asthey were bound to be, and
were well-analyzed by Arthur Burnsin his Per Jacobsson L ecture,
**The Anguish of Central Banking."* However, without any doubt,
the result was that the inflation problem was alowed to fester. It
then got out of hand in ways we all know too well, and that isin

.Important measure why the 1970sas a wholewere such bad economic
news. So given this lesson, and given the readiness of monetary
authoritiesto act onit, we can trust that the 1990s will, to that crucial
extent, not be like the 1970s.

| have managed to get this far without mentioning the exchange
rate. Let me now introduce it.

My first comment is somewhat parochial. Our colleagues across
the Pacific seem to see us as more tied in to the U.S. dollar than
we see ourselves. Thisis not the place to speak extensively on the
subject, but | should emphasize that in Canada we do operate under
aflexible exchange rate regime and find no reason to change at this
time. Someamong you will recall that Canada, reflecting the world-
pricevolatility of natural resourceoutput, which makesup asizable
part of our total output, and alarge share of our exports, was one
of themoreinveteratefloatersthroughthe period of the Bretton \Woods
regime. Perhaps my counterparts comments reflect thefact that while
the Canadian dollar has certainly moyed vis-a-vis the U.S. dollar
in recent years, the amplitude has, unsurprisingly | think, not been
nearly as great as for the Australian dollar or the Japanese yen.

Oneof theoldest phrasesin the monetary policy hymn book, com-
ing right after ** carrying the burden, isthe acknowledged need to
balanceexternal and domestic objectives. In thisspirit, let merecall
for you one phrase of our preamble *“ . . . to control and protect
theexternd vaueof the national monetary unit . . . ** Thiscan, quite
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reasonably, be taken to mean that monetary policy should have a
specia care for the exchange rate. Thisis at one level reasonable
because monetary policy istechnicaly well-fitted to the task —certainly
better than fisca policy. Indeed, thereisamost no comparison. And
as we have been reminded today, with the best will in the world,
exchange market intervention cannot be viewed as playing morethan
a stopgap role.

However, while recognizing the technical point, | would suggest
that we not lose sight of what isreally important here. For example,
inviting you to consider again our preamble, let me suggest that the
surest way to **protect the external value of the national currency
unit™ is by holding to a domestic monetary framework that protects
itsdomestic purchasing power. Put another way, there cannot really
be an exchangerate policy divorced from thefundamenta principles
driving monetary policy.

I"ll come back to some aspects of this question alittlelater in the
context of international considerations, but first some observations
on monetary policy transmission.

My first isthat the growth in the relativesize of the public debt,
especialy when public debt is heavily weighted with floating rate
debt, meanswe probably haveto accept thefact that short-terminterest
rates may well have to move more, or to hang in more, to have the
same impact on aggregatespending as earlier. Furthermore, every-
thing we see indicates that the channels of private sector financing
are so much moreflexible than they used to be. Thisalso meansthat
interest rates have to work harder than before.

On the other hand, with floating rate debt much more common
than it used to be among private borrowers as well, interest rate
changes have more leverage on the current decisions of past bor-
rowers and not just on those currently contempl ating a spending deci-
sion. However, in this general area of private sector debt, let me
point out also that the Canadian corporate sector has not seen its
indebtedness, and interest rate risk, pushed up in the way that has
apparently occurred in the United States and was analyzed yester-
day by Ben Friedman.

My fina observation on transmission isin a somewhat different
category. Since actions of monetary easing or tightening pop out in
both exchange markets and money markets, it is quite appropriate
a onelevd at least to regard the exchangerate as part of the monetary
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transmission mechanism. Indeed, it is possible to construct a
*"monetary conditionsindex'* that incorporates both effects, weighted
by their estimated shorter- to medium-term impact on spending. One
important caveat, especially in the case of Canada, where we have
undergone magjor swingsin our internationa termsof trade reflect-
ing fluctuationsin world commodity prices, isthat not al exchange
rate movementsare to be laid at the door of monetary policy. But
in any case, itisclear that taking into account thetransmission through
the exchange market can add measurably to one's view of the strength
of the transmission to the domestic economy from monetary policy
actions.

However, since exchange rates are ratios between respective
nationa monies, this bringsmeright up against my fina set of preoc-
cupations, those regarding the international dimension.

Asl| noted at the beginning, theinternational dimension of monetary
policy is, in my view, aparticularly difficult aspect to grapplewith.
And the Kansas City Fed, not ducking the issues, has alocated a
good hdf of the symposium's time to it. Echoing Bob Solomon,
perhaps next year the Kansas City Fed will follow up with a sym-
posium on the international .dimensionof fiscal policy. Let mejust
note herethat it was very appropriatefor fiscal policy to be referred
to this morning.

The essence of the challengeis easy to catch—""hang together or
hang separately;™” **never send to know for whom the bell tolls,**
and so on. Isthereredlly achoicein a strongly interconnectedworld
between policy autonomy and someform of policy coordination?In
putting it this way, | am accepting the point, implicit it seems for
those choosing the program wording for this conference, that the
weaker form exercise of systematic cooperation, which is clearly
benign, in practiceleads to the stronger form, coordination. At the
sametime, accepting, like the universe, coordinationdoes not imply
that coordination has to be continuous or at the same intensity al
the time.

And, of course, most of the practicaly interesting and important
questions lie somewhere between the poles of all-out coordination
and all-out autonomy. Furthermore, they have, like all interesting
and important questions, given riseto a vast literature, although not
to date generating any very robust, that is, all-purpose, analytical
conclusions. Still, the coordination process has continued, and will
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continue, with, at the very least, the justification that it can help to
block off one clearly damaging possibility —that of the industrial
world, and therefore everyoneel se, diding into a protectionismborn
of frustrationwith current account imbalances. Whilethisjustifica-
tion may indeed be compelling, it must also be conceded that it is
hardly inspiring.

In any event, let me orient my observations by asking what inter-
national economic coordination implies for monetary policy.

| began these commentsby emphasizing the crucial responsibility
of monetary policy for monetary stability. Thiswasinanationa con- -
text. Theissuethat concernsmeis how, if at all, monetary stability
can be pursued in a global coordination context. And | think that
it may safely be added that thisis certainly an issuefor the 1990s,
because it has not been settled in the 1980s.

Theremay, of course, be many reasonswhy it has not been settled,
not least of which isthe inherent difficulty of constructing interna-
tional monetary arrangementsamong sovereign nations. It will not
be easy in Europe, despitethe aready existing strong sense of com-
munity, as Governor Leigh-Pemberton reminded us yesterday.

The point, however, that | want to dwell upon is more specific.
Whatever the theory of internationa economic coordination, the way
the process seems to have worked over the most recent years has
been to emphasizethe role of monetary policies, policiesof achiev-
ing particular patternsof short-term interest rate differentialsamong
countries, in stabilizing exchange rates while the necessary fiscal or
structural changes are made to address the underlying imbalances.

This may not be so bad, as a kind of short-term fix. As | noted
earlier, monetary policy has a comparative advantage over other
instruments in exchange rate matters. But there are also very evi-
dent dangersthat stem from the fact that the approach is essentially
relativistic—thereis no clear central anchor —and the undeniabl efact
that the saving-investmentimbalances are not being corrected very
quickly.

There is another element to this—an element that could, in fact,
have implicationswithin Europe, given the intracontinental current
account differences, as well as on the broader international scene.
Sincethese saving-investmentimbal ancesare morereadily tolerated
on arising tide of demand, the temptation is evidently more than
usudly present to search for reasonsfor seeing the economic system
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as demand deficient. Clearly the potentia of the combination of a
relativistic, or non-anchored, approach to monetary policy, with a
presumption that the problem to be guarded against most strongly
isashortageof spending, can be a-powerful force behind inflation.

From thisangle, the broad challenge to monetary policies may be
to avoid being put upon—to avoid playing too many rolesand finishing
up making things worse both domestically and internationally. But,
of course, the extent with which thisis avoided brings us into areas
beyond the strict purview of monetary policy.



