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First | would like to join others in expressing nmy thanks to the
Federal ReserveBank of Kansas City and its president, Roger Guffey,
and to Tom Davisfor inviting meto this symposium that takes place
in such an exciting environment herein Jackson Hole. | am especialy
pleased to be here because participation in this symposium is one
of thelast activitiesin my professional lifeasa central banker. After
having served for more than 25 years as a member of the, Bundes-
bank's Central Bank Council, | shal retire at theend of this month.
But, of course, | will continue to take a close interest in monetary
policy issues; even though | will no longer take an active part in
policymaking in the 1990s.

Oneof themain issuesfor the 1990sis the evolution of the Euro-
pean Economic Community toward an Economic and Monetary
Union. Governor Leigh-Pemberton,in hisluncheon address of yester-
day, dedlt with the implications for monetary policy of **Europe
1992.”’ | was tempted to add a few remarks on thisissue from the
point of view of a central bank whose economy and currency, the
deutsche mark, have grown into a rolethat has, somewhat critically,
sometimes been called dominant but, more positively, hasserved and
continues to serve as a stability anchor for the European Monetary
System. During the transition period, before the full implementa-
tion of economicand monetary union, monetary policy will continue
to be conducted under nationa responsibility, but more and more
in an environment which is characterized by full freedom of capita
movementsand increasing integration of financial markets. For the
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monetary policy of the Bundesbank this will be, of course, a very
important issue in the 1990s. But my time is too short to deal with
this question here, so | resist this temptation.

Instead, | will concentratemy remarks on two points. The first
one concernsthe role of monetary aggregatesas an intermediatefor-
mal target or as aguidefor the conduct of monetary policy. Charles
Freedman makes some very interesting points on thisissue in his
paper.

The second issue concerns the likely development of the inter-
national monetary system into a tri-polar currency system and the
implications such achange might have for exchange rateand monetary
policy. In his paper, Yoshio Suzuki predicts that such a tri-polar
system will be in place by the mid-1990s.

Let me begin with the issueof monetary targeting. It has always
been a strong convictionin the Bundesbank and its predecessor (the
so-cdled Bank Deutscher L ander which was establishedin 1948 under
American influence), that the primary goal for acentral bank isprice
stability. | have nothing to add to what Charles Freedman has said
in formulating convincing argumentsin favor of such astrict defini-
tion of thecentral bank’s task. It isthe primary role of central banks
tolook after the stability of domestic prices. Asoneimportant achieve-
ment of the EMSS, all participating central banks have now endorsed
this principle. Officially, it was first expressed in 1987 in the so-
called Base-Nyborg report of EEC Governors on the functioning
of the EMS and recently repeated in a draft decision to be adopted
by the EEC Council of Ministers which the governors were asked
to formulate. This decision will extend and strengthen the role and
responsibilities of the Committeeof Governorsof EEC central banks
in the first stage of the Economic and Monetary Union. This Com-
mittee of Governorswill likely develop in the 1990s into something
that can be called a European Federal Reserve Board or a European
Central Bank Council.

Monetary targeting can be very helpful in achieving thefinal god
of domestic price stability. For myself, | was never as strongly con-
vinced as many monetaristsare, of a close relationship between the
monetary aggregatesand the real economy. Under most circumstances
it will be a useful concept. But, in some circumstances, strict
adherence to an aggregate without further analysis as an indicator
for policy can lead one to wrong conclusions.
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In the political and socioeconomical environment in which central
banks have to act, a monetary policy based on an aggregate as an
intermediatetarget can facilitate the task of convincing politicians
and the general public of the appropriatenessaf a policy that other-
wise could provoke strong opposition. That will be the case, in par-
ticular, when a central bank, in order to fight inflation or to prevent
inflationary forcesfrom spreading to all sectorsof the economy, has
to embark on a restrictive path, necessarily accompanied by high
interest rates. In the early 1970s, when inflation rates in Germany
during the last stage of the Bretton Woods System reached
unprecedented levels, the Bundesbank came under severe pressure
to demonstrate its ability and firm determination to pursue a non-
accommodating monetary policy in order to break the domestic
inflation spiral. Thiswasthedominant political consideration which
led to the adoption of aforma monetary targeting framework in Ger-
many in the mid-1970s.

In the given German context, this strategy was designed to give
private and public decisionmakers clear guidance about the general
stance of monetary policy and give them a monetary framework for
nominal spending and price and wage setting. The ultimateaim was
to facilitate agreement among the social groups, minimize friction
between the variousareas of economic policy, and reducethe potentia
output and employment costs of inflation control.

Although target-guided policiescould not alwaysbe implemented
without frictionand, for a number of years, we had to accept strong
deviations from our annual targets, the Bundesbank has adhered to
this practice up to now. Monetary targeting proved to be particularly
useful in breakinginflation spirals after thefirst and second oil price
hikesin 1974 and 1979 and after the deutschemark’s ** depreciation
crisis’ in the early 1980s. Since then, a supply-side orientation of
economic policy, the budget consolidation course pursued by the
federal government, moderate wage settlements, and the temporary
market falls in world energy and raw material prices have greatly
facilitated the Bundesbank's task. In 1988, inflation was down to a
record low of lessthan 1 percent. The Bundeshank feel sthat adherence
to monetary targets may be a good method of consolidating this
disinflation process, even though it has proved especialy difficult
in thelast few years to reconcile domestic monetary targeting with
the requirements of exchange rate management.
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The reason why atarget-based monetary policy has been repeatedly
confronted with difficultiesin the case of Germany is not so much
because dof deregulationin thefinancial markets, as hasbeen thecase
in other countries. Interest rate regul ationswere abolished more than
20 years ago and monetary policy in Germany has been conducted
on the basis of market oriented instruments. Deregulation has had
only alimited effect on the aggregates. But, as amedium-sized country
which isthebiggest exporter in the world economy and which, since
the second half of the 1950s, has had practically no restrictionson
capital movements, external factors are playing an important role
with far-reaching implicationsfor the monetary aggregates. With the
globalization of internationa financial marketsand thegrowing role
of the deutsche mark as a reserve and investment currency, these
influences have become even more important. Repeatedly, German
monetary policy has been confronted with the problem of reconcil-
ing itstarget-oriented policy with the need to avoid, asfar as possi-
ble, amisdignment of theexchangerate of thedeutschemark, without
endangering the achievement of the final goal of its policy which
is domestic price stability. The development of the aggregates has
not always been a reliableguide in deciding about the appropriate
direction of monetary policy.

I will givejust oneexample: in 1986 and 1987, non-banksin Ger-
many recorded a hugeinflow of foreign exchangeviaagrowing cur-
rent account surplus, accentuated by stronginflowsof short and long-
term capital. Accordingly, we saw astrongovershooting of monetary
targets. After thorough analysis, we came to the conclusion that to
toleratethis overshooting was better than to react to it with amone-
tarist answer of further tightening monetary conditions. The main
cause of this overshooting was not, as happened quite often in the
1960s and 1970s, an export induced surplusin a worldwide expan-
sionary and sometimesinflationary environment, but an import price-
induced surplusin a world economy characterized by uncertainties
and moderate growth rates. In Germany, thisovershooting took place
at atimeof astrong appreciationof thedeutschemark with welcome
stability effectson the one side, but contributing to the uncertainties
in the businesscommunity on the other side. At thesametime, grow-
ing real imports, welcomed in theframework of the adjustment pro-
cess, were a cause for low domestic real growth rates.

Let me add another scenario. In Germany now, we are close to
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our monetary target for 1989. There seems to be, from this point
of view, no need for a further tightening of monetary policy. The
high liquidity preferenceaf Germaninvestors, which wasone of the
reasons for overshooting in previous months, has normalized after
the announcement that the plan to introduce a withholding tax on
interest rates has been abolished. But, at the same time, the huge
net capital outflow which had itscause, inlarge part, in withholding
tax considerations, has been reversedinto a capital inflow to the non-
banking sector of theeconomy. An even larger current account surplus
than last year, combined with a capital inflow to non-banks, could
easily lead again to a similar overshooting of aggregates as was the
case from 1986 to 1988. But this time, the causes and the environ-
ment are both totally different. The growth in the current account
surplusis, to alarge extent, export induced. In addition, weareliv-
ing in a world economy with strong real growth in a number of
industrial countries, mainly in Europe, some of which are experi-
encing inflationary pressures, and with a domestic economy that is
fully employing all its physical capacities and a deutschemark, that
has been, for sometime, more on thewesk side. Under those condi-
tions, a new overshooting could not get the same answer as a few
years ago and monetary policy would have to react. To avoid mis-
understanding, | am not saying that such a scenario will become a
reality. My intention is only to demonstrate that the devel opment of
the money supply, in light of the complex interrelationshipbetween
monetary aggregates and the real economy, needs a careful inter-
pretation and anadysisof the causes behind the growth of the monetary
aggregates. Monetary policymakers must examine whether the fac-
tors contributing to monetary growth reflect inflationary .forces at
homeand whether an ample money supply, evenif caused by noninfla:
tionary factors, in a certain environment could induce inflationary
dangers. The concept of a policy based on monetary targeting is not
as smple as it seems to be to a number of monetarists.

| have much sympathy with the view of Charles Freedman when
he says that it is most useful to think of financial aggregates, both
money and credit, as playing the role of policy guides, rather than
that of formal targetsfor the next few years. But | also agree with
him that the distinction between these two concepts—policy guide
and formal target—isone of degreerather than substance. Initspalicy,
the Bundesbank has proved to be flexible. In the context of its
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monetary policy, the Bundesbank repeatedly has also taken into
account other factors, especidly external influences, and has accepted
an overshooting of its monetary target when justifiable.

But we do see, also, the danger for a central bank in using afor-
mal target. It could become confronted with aloss of confidencein
the chosen aggregate, and even more, aloss of its own credibility
if it appearsnot to be ableand willing to achieve the announced target
growth rate for the chosen aggregate on most occasions. Frequent
or continued overshooting or undershooting can, indeed, pose a
credibility problem. But we believe that this risk may be controlled
as long as the fina objective, price stability, is achieved. In Ger-
many, this has been the case over all the years since 1986, when
we accepted and tolerated the overshooting. At any rate, the Bundes-
bank has alwaysendeavored to give a convincingjustification to the
public asto why it would not have been appropriateto try to attain
a specific monetary target at any cost. This, too, may have contributed
to the maintenance of its credibility.

Charles Freedman makes another remark in his paper in the con-
text of monetary targeting which brings me to my second point:
namely, theimplicationsfor monetary policy of an emerging tri-polar
international monetary system. Asone of the conditionsunder which
an aggregate could be used as a formal target for monetary policy,
Freedman mentions a stable relationship between the monetary
aggregate and thetarget variable, either nominal spending or prices.
The example of Germany shows that countries that are strongly
integrated into the world economy may have a more complex inter-
rel ationshi pbetween the devel opment of their money supply and the
real economy than countries where—like the United States—the
domestic economy, because of its size, is much less influenced by
external factors. In the case of Germany, the export of goods and
services counts for one-third of GNP. The figure for Japan is not
even hdf thissize, and for the United States, thisfigureisstill, even
after astrong increaseover thelast two decades, below 10 percent.
Imbalancesin the combined account of current transactionsand capita
movementsof non-banks, oneof thedetermining factorsfor monetary
aggregatesbes des domestic credit expansion and domestic monetary
capital formation, have often been quitelargein Germany, whilethey
compensate each other much more in Japan and the United States.
Under those conditions, monetary targeting is confronted with very
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difficult problems. Small countriesin Europe, normally with an even
higher shareof foreigntradein their GNP, have, therefore, refrained
from thetargeting of monetary aggregates. They pursue an exchange
rate oriented policy and, in anumber of cases, havetied their exchange
ratesto thoseof their most important trading partnerssincethey are
satisfied with the resultsof the economic policiesof these partners,
mainly in terms of price stability.

Surely, the United States as'well has had some problems as far
as the money supply as a monetary target was concerned. But these
problems had more to do with the effects of financia deregulation
than with external factorsand they were, | suppose, moreof atrans-
tional nature. | agreewith Lyle Gramley and others, that theinnova-
tion process will probably continue in the future and influence the
money supply. But | believe that innovation will develop more
smoothly than in the past and not in such an erratic way asin the
early 1980s, so that a target oriented monetary policy will be able
to copewith it better than at sometimein the past. | have noted also
the point made by Lyle Gramley and by some othersin the discus-
sion, that the external factors will.also be playing a larger role for
the United Statesin the conduct of monetary policy than in the past.
But still, compared to GNP, theexterna factorswill remain relatively
small and theimpact on monetary aggregates, as well as on the real
economy, will remain much smaller than isthe casefor most medium
and small-sized economies in Europe.

Normally, there will, | suppose, continue to exist a more stable
relationshipin the United States between the monetary aggregates
and the real economy than in economiesof a smaller size. Perhaps
it is no accident that monetarismas a theoretical concept was invented
in the United States, after Milton Friedman and Anna Schwartz had
written their famous book on American monetary history.

One consequence of regional integration into a single market of
a big size will be a substantial reduction of the foreign sector for
this now bigger economy, compared to the sometimesextremely high
proportion for individual member economies. This will be the case
in Europe, whereinterregional tradeis playingavery important role.
Such a development will presumably create better conditionsfor a
monetary policy that is based on aggregate targets. But theimplemen-
tation of such amonetary policy for thewholeareawill becomefeas-
ble only after a common monetary authority has been established.
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Thisis a political aim for Europe, but we are still far away from
thisand | doubt whether this will ever happen in the Pacific area.
Anyway, | do not believeit will be an issuein the 1990s, at least
not in the terms | just described.

But | can imagine that, in a continuing process of integration,
monetary coherence withinthese areas will increasewith oneor more
countriesof sufficient size pursuing a policy with the aim of form-
ing a core of monetary stability, thus providing the whole system
with an anchor resulting in relative exchangerate stability within each
area. One of the challenges of the world in the 1990s will be, as
Y oshio Suzuki outlines in his paper, how to make the **domestic™*
stability in each currency area compatible with the stability of
exchangerates among these threeareas whilemaintainingfree trade
and free capital movements in the world under the free floating
exchange rate system. | agree with Yoshio Suzuki that, on the
domestic front, tri-polar countries should conduct monetary policies
which emphasize money growth as the intermedi atetllrget and give .
top priority to domestic price stability. Thiswould, inheed, limit the
scopefor influencingforeign exchangerates in the shortterm through
interventions and manipulation of interest rate differentials.

However, large currency areasmay enjoy lessexternal constraints
for their real economy than individual countries under the present
system, and exchangerate movements among big currency blocs may
become, if they appear, more tolerable than under present condi-
tions. The impact of exchange rate movements on these large
**domedtic’* markets would be much smaller than today for a number
of medium and small-sized economies. This does not mean pleading
for a policy of **benign neglect” as to the exchangerates of these
currency blocs. But as the United States with its repeated policy of
““benign neglect™ in the past has shown, at |east to some degreeand
for a certain time, a large domestic market can absorb the impact
of exchangerate movementsbetter than economieswith arelatively
large foreign sector.

However, thisdoes not mean that there would no longer bea need
for close cooperation among these currency blocs. Governor Leigh-
Pemberton has rightly pointed out that such a cooperation would
remain necessary and it should be based on thepriority goal of price
stability. But even a close cooperation will not aways exclude the
possibility of capital flows causing exchange rate movements that
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influence the real economies. Therefore, there remains a need for
someelasticity of exchange rates between those currency areas. But
becauseof their size, they would bein a better position to cope with
such exchange rate movementsnow than would smaller economies.



