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Foreword

Baron Alexandre Lamfalussy, President of the European Monetary
Institute, delivered the first of the two Per Jacobsson lectures held
in 1994. The title of his lecture was “Central Banking in Transition.”
The lecture was held in conjunction with the tercentenary celebra-
tions of the Bank of England and took place at the Barbican Hall,
London, on June 8, 1994, Sir Jeremy Morse, Chairman of the Per
Jacobsson Foundation, presided over the meeting, the proceedings
of which are presented in this publication.

The Per Jacobsson lectures are sponsored by the Per Jacobsson
Foundation and are usually held annually. The Foundation was €s-
tablished in 1964 in honor of Per Jacobsson, the third Managing Di-
rector of the International Monetary Fund, to promote informed
international discussion of current problems in the field of mone-
tary affairs.

The lectures are published in English, French, and Spanish and
are distributed by the Foundation free of charge. Through the cour-
tesy of other institutions, other language versions are also issued
from time to time. Further information may be obtained from the
Secretary of the Foundation.
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Opening Remarks

Sir Jeremy Morse

Good afternoon, ladies and gentlemen. On behalf of the Per
Jacobsson Foundation, represented on the platform by Jacques
Polak and myself, 1 welcome you to this latest lecture in our serics,
which is distinguished by its occasion, its audience, and its speaker.

The occasion is the midpoint in a week of celebrations for the ter-
centenary of the Bank of England. After three big gatherings of com-
mercial bankers at the Forex Congress, the Bullion Conference, and
the International Monetary Conference, we come now to the Bank
of England’s party and tomorrow’s central banking symposium and
dinner. 1 would like to thank the Bank warmly, and especially the
Bank’s Secretary, G.A. Croughton, and his assistant, C.R. Bennell,
for their help in organizing this lecture.

Wwhen the lecture is held during the IMF's Annual Meeting in
Wwashington or elsewhere, our audience consists largely of commer-
cial bankers; and when it is held in Basle, largely of central bankers.
In the circumstances of this week, tonight's audience combines
both, and adds a third distinguished contingent from London.

If central banks are at the heart of national economies, their own
international hub is Basle. Alexandre Lamfalussy has been with the
Bank for International Settlements at the center of Basle for the past
18 years, including 8 years as General Manager, before taking on his
present job as the first President of the European Monctary Insti-
ute. So we could not have chosen a more centrally placed speaker
for this lecture, entitled “Central Banking in Transition.” I now in-
vite him to deliver it.



Central Banking in Transition

Baron Alexandre Lamfalussy

Central banking has never been a static business. Throughout its
long history it has performed different tasks in different periods; at
the same time, developments have been far from identical in the
various national central banks. In a long and broad historical per-
spective, central banking has always been in transition—just like
most of our institutions in modern times.

But there is another sense in which the title of my lecture is, I be-
lieve, justified. During the past twenty years or so the financial sys-
tems of the developed world have been involved in an
exceptionally fast process of change, the end of which is, more-
over, nowhere in sight. The expression “acceleration of history”
surely applies to the contemporary financial scene. The novelty
does not lic only in the pace of change; it has also to do with the
fact that change is occurring everywhere in the developed world,
and even beyond. We now operate within an internationally inte-
grated, innovative, highly competitive global financial system.

It is in this genuinely new environment that, over the last few
years, central banking seems to have acquired enhanced impor-
tance—perhaps not in relation to its role at the time of its founders,
but surely in comparison with the perception of its role between
the end of the Second World War and the early 1970s. Monetary
policy has come to be regarded as the dominant element of macro-
economic policy, with the explicit mandate to ensure price stabil-
ity. Central banks have been granted, or are in the process of being
granted, a high degree of independence in the conduct of monetary
policy. At the same time, they continue to be called upon to assume
responsibilities in securing the integrity of the financial and pay-
ment systems. Not surprisingly in such circumstances, quite a few
prominent central bankers have acquired a high public profile: reg-
ular readers of the economic and financiat press will notice the
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weight attached by journalists to the statements and actual or po-
tential decisions of central bankers,

Being part of their world I should perhaps feel proud of these de-
velopments. My feeling of pride is, however, tinged with some un-
case. Independence goes hand in hand with accountability, yet
achieving price stability and safeguarding the stability of the finan-
cial and payment systems is not going to be an casy task in the new
financial environment. I nevertheless believe that, with careful pol-
icies (by which I do not mean only monetary policies) and with
some luck, these are achievable objectives. This is the main point I
should like to make in this lecture. My remarks will be grouped
around four themes: the macroeconomic policy mix and the quest
for price stability; financial innovation and the conduct of monetary
policy; systemic stability; and the international dimension.

Tt Macrorconomic Poricy MIx anp
THE QUEST FOR PRICE STABILITY

The assumption underlying the proposition that central banks
should be given the explicit mandate to ensure price stability is that
inflation is a monetary phenomenon. This assumption, I think, is ba-
sically true, but it needs to be spelled out. The late Henry Wallich,
who cannot be suspected of having been complacent either about
inflation or about the role of monetary policy in fighting inflation,
used to say that inflation is a monetary phenomenon in the same
way as shooting people is a ballistic phenomenon. This may have
been, and indeed was, an after-dinner bon mot, but perhaps not
only that.

Inflation is surely a monetary phenomenon in the sense that it
cannot last without an accommodating increase in the money sup-
ply. Conversely, restrictive monetary policy is always able to put an
end to the process of inflation. I would go even further. While, in
the short run, monetary and fiscal policies have a joint impact on
both activity and the price level, in the long run it is money that ex-
erts a determining effect on prices. Finally, when market partici-
pants share these views (and I think that in today’s world they
actually do) their perception of what the central bank is doing, or
will be doing, influences their price and wage setting behavior. This
can shorten the time span elapsing between monetary policy deci-
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sions and actual price behavior. In all these senses inflation is indu-
bitably a monetary phenomenon. There are, however, several
qualifications, of which I proposec to mention only three. All three
relate to the fiscal policy environment in which monetary policy
operates.

First, take the case where as a result of a deliberate policy deci-
sion the fiscal balance suddenly swings into deficit. Even if mone-
tary policy remains on course there will be an increase in aggregate
demand, accompanied by a rise in interest rates. If resources arc
close to full utilization there will be an acceleration of price in-
creases. Of course, in the end the fiscal policy move will exhaust
its expansionary effects and the influence of higher interest rates
will prevail. There will be a recession and inflation will decelerate.
Conclusion: the stability-oriented monetary policy has in fact
stopped the process of inflation, but it could not prevent either an
initial inflationary slippage or a deeper recession than would have
been warranted without the initial fiscal stimulus. Yet it would be
strange to hold monetary policy responsible, first, for the acceler-
ation in price increases and, second, for the depth or duration of
the recession.

Second, a large and persistent public sector deficit is likely to trig-
ger inflation expectations. Market participants may well be aware
that what matters for inflation in the long run is the rate of monetary
expansion and not the size of the fiscal deficit in itself. But they also
have a long memory and remember how often in the past monetary
authorities bowed to political pressure and ended up by financing
the public sector’s borrowing requirement through monetary ex-
pansion. By granting central banks independence from govern-
ments and by formally prohibiting central bank financing of the
public sector (as is laid down in the Maastricht Treaty) we may help
to defuse such expectations. But there is a genuine possibility that
market participants will still want to insure themselves against the
risk of inflation by adding an inflation premium to long-term inter-
est rates. If central banks want to allay the markets’ suspicion, they
will have to underpin their credibility by demonstrating their deter-
mination to fight inflation. The resulting policy mix will not be op-
timal for economic growth. But through whose fault?

Finally, let me add to these two rather conventional obscrvations
a third that tends to be overlooked. The efficient conduct of a non-
inflationary monetary policy can also be hampered by the level of
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government spending even if it is adequately financed out of fiscal
and social security revenues. A high level of transfer payments and
the correspondingly high fiscal or wage cost burden weakens the
kind of flexibility in price and wage formation that is essential to the
smooth working of the transmission mechanism. In such an envi-
ronment an anti-inflationary monetary policy will run into a zone of,
0 to spezk, “diminishing returns.” In other words, a given reduc-
tion in the rate of inflation will necessitate a higher degree of mon-
ctary restraint, and such restraint will affect not only prices but also
output, and perhaps output more than prices. Again, the responsi-
bility would seem to rest with fiscal policy.

My main conclusion is that monetary policy does not operate in
a fiscal policy vacuum. The proposition that monetary policy can in
the end achieve price stability is true. But it does not tell the whole
story and the rest of the story is of quite some importance for eco-
nomic growth. One cannot circumvent the need for an appropriate
policy mix. Granting independence to central banks creates the
condition for a balanced dialogue between monetary and fiscal au-
thorities, but an optimum policy mix requires two correct deci-
sions, not simply one.

FinanciaL INNovaTION aND THE CoNDUCT OF
Monerary Poucy

There are two broad channels through which financial innova-
tion can impede the efficient conduct of monetary policy. In both
cases, the disturbance arises because elements of uncertainty are in-
troduced cither in the monetary authorities’ decision-making pro-
cess of in the transmission mechanism, that is, the way in which a
monetary policy decision affects prices and the real economy.

I shall not dwell much on this second type of disturbance; not
that I regard it a priori as unimportant, but because of ignorance.
Little research has been undertaken into the possible influence of
financial innovation on the transmission mechanism, and the results
have been unimpressive. Take the example of just one, simple, al-
most “Stone Age,” innovation: the use of floating interest rates.
Economists long debated as to whether the wider use of floating in-
terest rates accelerates or slows down the impact of monetary pol-
icy on the economy. In the end they concluded that a lot depends
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on the asset/liability balance of households and corporations, on
the structure of both assets and liabilities and, naturally, on interest
rate expectations as well as on the influence of monetary policy on
the rates at the long end of the market. Not a very clear conclusion.
It is therefore not surprising that the potential influence of far more
complicated devices, such as swaps, intercst ratc futures, or op-
tions, is still terra incognita. More systematic work is now under
way among central banks. I hope that in the not too distant future
someone will be able to report on this rescarch.

I am, however, ready to stick my neck out on the first topic be-
cause we know more about it and also because I know it to be of
crucial importance. The main point here is that financial innovation
seems to have cast doubt on the usability of an intermediate money
supply target. The jury is still out on this issue. On the one hand, the
erratic behavior of the demandfor-money function in the
English-speaking countries has led their central banks to downr
grade whatever M they have used to the more modest position of
an information variable or even to switch explicitly to the final tar-
get of price stability. The Bundesbank, on the other hand, has re-
mained faithful to its M3 target on the grounds that the relationship
between M3 and prices, when measured over the medium term,
has in the past been reasonably stable. The Bundesbank also argues
that it has never regarded M3 as the only guide for its monetary pol-
icy and that in any event the target has been a range rather than a
single figure.

Only time will tell us whether the acceleration of financial inno-
vation that is now under way in Germany will lead to the kind of
unpredictable behavior in the demand-for-money function that oc-
curs elsewhere in the developed world. Tt is also still too early to say
whether the recent behavior of M3 in Germany foreshadows such
a development, or whether it is just a passing aberration.

If Germany were to experience the kind of instability prevailing
in the Anglo-American world, the Bundesbank would join the ranks
of central banks that are already having a difficult time. Money sup-
ply targeting has indeed performed a highly useful role in the con-
duct of monetary policy, and may have been instrumental in
enabling central banks to bring inflation under control.

The main advantage of a money supply target is that the “stance”
of monetary policy is thereby clearly defined, which helps the for-
mation of expectations by market participants. When the targeted



8 Per Jacossson LecTure

rate of growth of M remains unchanged, monetary policy can be
said to be on an even course. While central banks still have to take
decisions on operational interest rate targets, in a broader sense
market interest rates are the outcome of changes in nominal GDP,
and therefore of the demand for money, against the background of
a steady expansion of the targeted M. The implications of this are
substantial. Money supply targeting relieves central banks of some
of the pressure that might be exerted on them by governments or
parliaments. The decision-making body of the central bank is more
casily able to avoid the temptation of “judgmental” adjustments to
monetary policy. Finally—and this is perhaps the most important
implication—a money supply target that is relatively well under-
stood by the public at large gives a clear signal to market partici-
pants as to the range of price adjustments and wage settlements
that is compatible with a stability-oriented monetary policy. Beyond
this range, they would run the risk of pricing themselves out of the
market.

If we were 1o cast aside money supply targeting altogether, the
conduct of monetary policy would clearly become more difficult.
For this would not simply mean a return to the judgmental type of
monetary policy that had prevailed during the twenty-five years fol-
lowing the Second World War. It would mean carrying out a judg-
mental type of monetary policy in a new set of circumstances, in
which central banks are entrusted with the explicit mandate to se-
cure price stability and have no excuse for failure, because as inde-
pendent entities they do not have to comply with the whims of
their political masters.

While all this signals difficult times ahead, I am nevertheless not
unduly pessimistic. Let us assume that it will be impossible to find
in the future a specific, well-defined M that can be effectively con-
trolled by the central bank and that displays at the same time a suf-
ficiently stable relation to prices to make itself usable as a strictly
interpreted intermediate target; and by “strictly interpreted” I mean
that any departure from that target would have to be countered
within a predetermined time by a change in monetary policy. 1
note, to begin with, that targeting of this kind has hardly ever been
practiced. And central banks have always taken other consider-
ations into account. The main point, however, is that it is a long way
from this kind of targeting to decision making based purely on an
ad hoc review of current economic circumstances.
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There are a great number of intermediate solutions. One that I
could see gradually emerging is that an M would be announced as a
target, but the target would be interpreted as an obligation for the
central bank to publicly explain, if it wishes to disregard a deviation
in the growth of M from the targeted path, why it does no? intend
to take corrective action. A somewhat looser commitment would
consist in the designation of more than one M, which would of
course give greater leeway for interpretation. Whether the an-
nounced M would still deserve in this case to be called a target or
would have to be called just an indicator, is a matter of semantics.
The substance is the commitment to explain the reasons why the
decision is taken to disregard the signal given by a divergence from
the target. Such an obligation would mean that the central bank is
not free to undertake ad hoc decision making: the obligation to go
public #s a constraint. It would also imply that, while we may have
trouble in finding the proper money supply figure, the role of
money (indeed of money supply) in the inflationary process would
remain firmly acknowledged. Finally, it would be very much in line
with the doctrine of democratic accountability.

SYSTEMIC STABILITY

Preserving the stability of the financial system has been a tradi-
tional task of central banks—indeed, historically, very often they
were entrusted with this task at the same time as with that of issuing
banknotes. While today in many countries the micro-prudential
function has been given to institutions distinct from central banks,
there is little doubt that even in these countries central banks con-
tinue to be held responsible, or at least co-responsible, for securing
the stability of the financial and payment systems as a whole. In fact,
central banks bawve played a major role in recent years—and a suc-
cessful one—in preserving systemic stability, even though they
have not been the only players. The new financial environment is
not going to make this macro-prudential task easier to carry out. Let
me list briefly the main reasons for this.

First, there is the globalization of financial markets, by which I
mean not only international financial integration but also the fading
of demarcation lines between financial products as well as between
different segments of the financial industry. Add to this the steady
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progress in information systems and communications technology,
and the result is the transmission, with lightning speed, of financial
impulses originating in onec country or in one market segment to
other countries or the rest of the industry.

Second, all financial asset prices—the recent behavior of bond
markets is a case in point—display a high degree of variability. This
means both short-term volatility and large movements apparently
disconnected from underlying fundamentals that, of course, are
eventually corrected, but often only after a long time. There is no
simple explanation for this price behavior, at least not one that
would be obvious to me. Inappropriate policies or uncertainties
surrounding policy decisions may in some cases have been respon-
sible for excessive volatility or for misalignments, but 7 do not share
the view of those who argue on a priori grounds that aglf erratic
price movements are caused by policy mismanagement. Anyone
who has operational experience in markets is likely to have come
across very strange collective market behavior that would be hard
to explain by reference to public policy blunders. But I do not claim
to know why such market behavior occurs and still less why it oc-
casionaily persists sufficiently long to take on the dimensions of a
genuine misalignment. The globalization of markets may be part of
the explanation. Some derivatives may have increased volatility.
The very large share of trading in total transactions may have played
arole. But I suspect that this is not the whole story.

Third, globalization, in combination with financial innovation (in
particular of the off-balance-sheet type), has significantly increased
the opagueness of the financiai markets. This lack of transparency
has rwo facets. One is the difficulty of assessing the creditworthi-
ness of individual market participants on the basis of publicly avail-
able information. Imaginative financial structures, spreading across
borders, add to the confusion. I suppose that everyone would agree
that this does not help the smooth functioning of free markets,
which requires adequate information. The other is that it has be-
come exceedingly difficult, and in some cases almost impossible, to
cvaluate the interconnection between market segments either geo-
graphically or functionally. Gone are the happy days when central
bankers, by looking at the Bank for International Settlements (BIS)
statistics, could assess, for instance, the country risk exposure of in-
dividual banking systems. They can still do this as regards
on-balance-sheet claims on individual countries, but no information
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is available on off-balance-sheet links. This should be a matter for
concern. For how could anyone, in this situation, make even an ed-
ucated guess as to whether an initial major shock originating some-
where could develop into a global systemic problem requiring
immediate action?

Fourth, central banks have to face up to the dual challenge of the
relative decline in the role of banks in the financial system and the
fading specificity of banking itself. Some thirty years ago banks, that
is, commercial banks, were the privileged market interlocutors of
central banks—because banks were monetary institutions and
stood at the center of the financial system by supplying liquidity,
distributing credit, and managing the payment flows. By safeguard-
ing the stability of the banking system as a whole, central banks
could be reasonably sure that they were protecting, indirectly but
effectively, the stability of the financial system as a whole. This still
remains true to some extent, but that extent is diminishing.

Finally, we have witnesscd a spectacular surge in the volume and
average size of financial transactions, resulting in an unprecedented
rise in the volume of pavments. Intra-day settlement exposures, and
with them liquidity and credit risk, have reached a new dimension,
putting a premium on the efficiency and soundness of clearing and
settlement arrangements.

I should not like to sound alarmist. All this does not necessarily
add up to a basically unstable worldwide financial system in the
sense that the likelihood of a financial crisis has demonstrably in-
creased. Many of the features of our new system have two facets:
while they may be a source of instability, they often contain built-in
shock absorbers. Financial innovation has put at the disposal of mar-
ket participants powerful hedging devices that enable the wise
ones to protect themselves precisely against asset price instability.
Globalization itself has increased the depth and liquidity of markets.
Securitization has led to a wider distribution of risks throughout the
system. Market efficiency, in a number of senses of this term, has
increased. ‘The point, however, is that in the unlikely event of a fi-
nancial crisis the crisis could take on genuinely global dimensions.
Ceniral bankers will have to bear this in mind. In fact, 1 think
they do.

What sort of preventive measures can they take?

The most important one is the coenduct of a monetary policy di-
rected, in a medium-term perspective, toward the attainment of
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price stability. The lack of a credible commitment to that objective
could seriously aggravate the risk of market overreaction and there-
fore that of systemic instability. Or, to put it more bluntly, the best
way to avoid asset market “bubbles” is to stick to a cautious mone-
tary policy. This may not eliminate all misalignments or significantly
reduce short-term volatility, but it would at least mean that mone-
tary policy ceased to be a contributory factor to both types of dis-
turbance. The fact that central banks are now recognizing this is
good news.

A more difficult task is to ensure that market participants attach
full credibility to the central bankers’ commitment to ensure price
stability. The difficulty arises in connection with the downgrading
(and, a fortiori, the phasing out) of intermediate targets. To the ex-
tent that the setting of a money supply target no longer provides an
unambiguous indicator of the resolve of central banks to pursue a
stability-oriented monetary policy, central banks will have to find
other ways and means of conveying their message to the markets,
This will necessarily entail better and more detailed information on
the economic analysis forming the basis for monetary policy deci-
sions. The initiative of the Bank of England to publish its quarterly
reviews of the outlook for inflation is surely a step in the right
direction.

As a second measure, central banks should do everything in their
power to make the financial system more transparent. More com-
plete and comparable disclosure by all market participants—and
not only by banks—should be a priority objective. This will require
cooperation not only between regulatory agencies but also with
the accounting profession and with market participants them-
selves. We also have to improve the statistical information on mar-
ket linkages—even if this turns out to be a tedious and costly
exercise.

Third, central banks should contribute to enhancing the safety of
both domestic and international payment, settlement, and clearing
systems, since these are the transmission mechanisms that could
amplify crisis manifestations and turn a {ocal or sectoral crisis into a
genuinely global one. The “Report on Interbank Netting Schemes,”
to which I contributed in my previous capacity, was a beginning,
but not more than that.

Last but not least, a controversial question. Should central banks
be directly involved in supervision? Those who give a negative an-
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swer to this question base it on considerations relating to moral haz-
ard: there is the risk that supervision may arouse destabilizing
expectations of support from the central bank. This, indeed, is a
powerful argument. But so is the opposite, which says that it is dif-
ficult to draw a practical distinction between systemic and
micro-prudential responsibilities. The prevention of systemic risk
can hardly be effective without intimate knowledge of the partici-
pants in the market and the linkages between them. Given the kind
of financial world in which we operate, the second argument
would seem to me to outweigh the first. But it is perhaps not incon-
ceivable for a central bank to acquire this intimate knowledge with-
out a “line responsibility” in supervision.

Tus INTERNATIONAL DIMENSION

“Globalization” means that cross-border capital flows, be they ac-
tual or potential, have created a very high degree of interdepen-
dence between countries. This has a bearing on all three topics 1
have discussed so far.

The pursuit of price stability through monetary policy can be
helped, or hindered, by exchange rate developments. By saying this
I clearly dissociate myself from the orthodox monetarist view ac-
cording to which freely floating exchange rates would secure indi-
vidual countries full freedom to pursue their domestic policy
objectives, and, first and foremost, the objective of price stability. I
have two quarrels with this assumption. First, because it implies
that monetarv policies directed toward domestic stability will also
stabilize the exchange rate. While 1 would fully agree that diverging
stances of policies have a destabilizing effect on exchange rates, sta-
ble monetary policies by themselves will not secure exchange rate
stability. Fiscal policies also matter, either because of their possible
influence on inflation expectations, or by creating current account
imbalances and therefore a shift in financial portfolios. Admittedly,
monetary policy will always be able to offset the undesirable impact
of fiscal policy on exchange rates, but at a cost, that is, by resorting
to changes in short-term interest rates that could be unjustified in
terms of domestic balance. Second, exchange rate changes, what-
ever their origin, will affect domestic prices, and will therefore have
an impact on price expectations.
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The practical conclusion is twofold. In their quest for price sta-
bility, central banks cannot disregard exchange rate developments.
But neither are they able to influence exchange rates, in the case of
a fiscal imbalance, solely through monetary policy means, or
through exchange market intervention, without running the risk of
deviating from the pursuit of their domestic policy objective. The
need for an appropriate policy mix is even more important in an
open economy than in a closed one. However, the problem is com-
pounded by the fact that in a world of rigid fiscal policies interna-
tional agreement on a correct configuration of policy mixes will be
even harder to come by than agreement on the appropriate domes-
tic policy mix.

The international dimension has implications for the use of mon-
ey supply targeting as well. On the level of definition and measure-
ment there is the intellectually not very exciting but practically
quite tricky question of including or not in the targeted M such
items as nonresidents’ holdings of assets denominated in domestic
currency or residents’ holdings of foreign currency assets. Then
there is the associated question of how to deal with assets held in
offshore centers. More fundamentally, the combination of changes
in interest rate differentials with shifting exchange rate expecta-
tions may induce portfolio movements that can significantly desta-
bilize the behavior of the targeted M. Further, the large-scale use of
derivatives certainly has a major impact on the treasury and liquid-
ity management of corporations and is therefore likely to have an
impact on the behavior of M. I do not claim to know what this im-
pact is going to be,

By definition, systemic stability cannot be preserved without ac-
tive cooperation between central banks. Measures directed toward
fuller disclosure and better statistical information, improvements
in the payment, settlement, and clearing systems and, naturally, ef-
fective banking supervision—all these preventive measures must
be taken within the framework of international cooperation. Cen-
tral banks are keenly aware of the need for such cooperation, and
have demonstrated this in the work carried out under the aegis of
the BIS.

They have also displayed a clear willingness to fight manifesta-
tions of financial crisis by the concerted provision of liquidity to
markets whenever they feared that a generalized retrenchment by
market participants could lead to a liquidity crisis. With hindsight,
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some of us might think today that the liquidity creation in the au-
tumn of 1987 was excessive. Maybe. There might in any case have
been market developments preventing a tailspin of prices leading
to a general financial crisis. Possibly there were such market forces
at work. But despite a feeling of dissatisfaction that our intellectual
curiosity was not satisfied, I believe it was a good thing that the cen-
tral banks did not wait to see how effective the built-in brakes of the
market mechanism would have been if they had been left to operate
on their own.

The story of 1987, just like the more specific fire-fighting activi-
ties that were undertaken on several occasions within a cooperative
framework, shows that we can count on international cooperation
between central banks to preserve systemic stability. What these
experiences have also demonstrated is that, to be successful, this
cooperation has to embrace on a very wide basis all central banks
whose financial systems are part and parcel of our global system.
There may be scope for somewhat tighter regional cooperation in
this area, but the interconnections between the regions are such
that at the end of the day systemic stability can be secured only by
cooperative endeavors on a worldwide scale.

When it comes, however, to the pursuit of price stability (the
other major task of central banking), which also requires coopera-
tion, I would put the emphasis in the reverse order. Admittedly, sit-
uations may arise in which cooperation on, say, the Group of Ten
level is called for with a view to coordinating monetary policies
and trying to influence the behavior of exchange rates. But any sys-
tematic coordination of monetary policies requires an institutional
framework that is just not available on a worldwide basis, and 1
doubt that it could become available in the foreseeable future. A
firm institutional framework is needed for ensuring that the en-
deavors of individual central banks to reach price stability are
helped, rather than hindered, by the policies of neighboring cen-
tral banks. It is also needed for securing a minimum of fiscal policy
coordination and for attaining exchange rate stability. Such a
framework does exist in Europe: prospectively a very strong one,
if and when we reach Stage Three; a more flexible one, within
which we operate at present. It was not my remit today to talk to
you about the work of the European Monetary Institute (EMI) or
about the prospects for European Monetary Union (EM1D), but I do
not want to conclude without reminding you that the European
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Union does exist, and without conveying to you my conviction
that this is a firm framework within which central banking policies
¢still in the plural today) will evelve in the right direction.



Questions and Answers

Following the formal preseniation, Baron Lamfalussy answered
questions from the audience.

What indicators should central banks waitch in order to lake
preventive measures against inflation—bearing in mind that
consumer price indices, or GDP deflators, are lagging indicators?

Baron Lavirarissy: Although 1 have doubts about the reliability of
any single M, I still think that the money supply does matter. Since
the definition of money supply has become uncertain, central
banks should certainly monitor a set of Ms, and also credit flows.
Second, the level of and changes in long-term interest rates, and the
behavior of bond markets in general, provide a useful indicator of
market participants’ inflation expectations. Third, I would watch la-
bor market developments domestically, and, internationally, com-
modity prices. Finally, a comparison between the actual rate of
growth and the growth of productive capacity can also be useful.

Do you approve the position taken by the report of the Bretton
Woods Commission [chaired by Paul Volcker] regarding the de-
sivability of setting up target zones for excbange rates, or should
any such approach be reserved only for the European Union?

Baron Lamearussy: I have not yet read the report, and therefore do
not wish to make specific comments on its recommendations. But
1 am rather skeptical about the feasibility, and therefore the desir-
ability, of a target zone approach. Exchange market intervention
can be useful only if it signals a change in domestic policy stances,
and any such signal will have to be credible. [ doubt that credibility
can be established without an institutional framework, which does
not exist on a worldwide scale. On that level there might be cir-
cumstances in which concerted action can be useful, but these will
be the exception rather than the rule. I think the reverse applies to
Europe.

17
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The power of public sector borrowers appears to be waning:
governments that overborrow simply see the money flow oul.

Dooes this make monetary policy management easier or wmore
difficuit?

Baron Lamrawussy: The “globalization” of markets, of which the
free flow of funds and instantanecous communication are the chief
ingredients, imposes the same constraint on monetary manage-
ment as on fiscal policy or on debt management: policies that are
not credible—in the sense that they do not appear sustainable—
lose their effectiveness.

Does the more extensive coverage of central bank activity by
the financial press make central banking easier or more difficult?

Baron Lavrarussy: That depends very much on the kind of coverage!

A recent EMI ruling would like to see the use of prepaid cards
confined to commercial banks. Will this conservatism not inbibit
innovation?

Baron Lamraiussy: I hope not, but the possibility cannot be ruled
out. But we should accept this risk if the EMI proposal can help en-
sure greater efficiency in the conduct of monetary policy.

You emphasized the role of monelary and fiscal policies in the
pursuit of price stability. Would nol an incomes policy aiso be
relevant?

Baron Lamrarussy: 1 certainly do not deny that wage increases ex-
ceeding the growth of productivity give a cost-push impetus to in-
flation that can be contained by monetary policy only at the cost of
restraining the level of activity. Experience suggests, however, that
generalized incomes policies fail to prevent the emergence of cost-
push inflation and create, moreover, major imbalances in relative
wages. [ would, however, not rule out a wages policy, for a short
time, in some rare situations: for instance, when hyperinflation has
to be brought under control.

Would you agree that international cooperation should not
be confined to such groups as the Group of Seven but encompass
a miuch wider group of countries, including developing nations?
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Baron Lamraussy: Yes, I agree, but the geography of cooperation
should vary according to the subjects covered. Trade relations can-
not be handled on a restricted basis: GATT was a global institution,
and so will be its successor. At the other end of the spectrum, mat-
ters relating to macro-prudential policy are best dealt with by coun-
tries whose financial industries are part of the global system.

Will central banks be able to control the coming disaster in de-
rivatives trading?

Baron Lamratussy: 1 see no coming disaster, rather the possibitity
of specific problems arising in connection with the very fast devel-
opment of the derivatives markets. But these problems will be
manageable if central banks, supervisory bodies, and, most impor-
tantly, market participants follow a few lines of action: wider and
better disclosure; standardization of products; speedy flow of in-
formation; stability-oriented monetary policy; and, last but surely
pot least, prudent risk-aware management by market participants.

* ¥ %

Sm Jeremy Morst: Those of you who have looked closely at your
program will have seen that our speaker has given the Per
Jacobsson lecture once before. He is in fact the only speaker to
have been our main lecturer twice, and the first occasion was fif-
teen years ago. So this is a personal anniversary for him, as well as
an institutional one for the Bank of England. Alexandre, we thank
you most warmly for your lecture and answers to questions.

That concludes our proceedings, ladies and gentlemen. Our
next lecture will be on October 2 in Madrid, and it will be given by
Sr. Guillermo de la Dehesa.
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Baron Alexandre Lamfalussy has been President of the European
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Hungary and is a citizen of Belgium. During 1949-53 he studied
at the University of Louvain, Belgium, where he received his de-
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Baron Lamfalussy is the author of numerous books and articles.
Among these, mention may be made of the following: Invesiment
and Growth in Mature Economies: The Case of Belgium (Lon-
don, Macmillan, 1991); The UK. and the Six: An Essay on
Growth in Western Europe (London, Macmillan, 1963); Les
marchés financiers en Europe (Paris. Presses Universitaires de
France, 1968); “Rules versus Discretion”: An Essay on Monetary
Policy in an Inflationary Environment, BIS Economic Papers,
No. 3 (Basle: BIS, April 1981); “International Financial Integration:
Policy Implications,” in Employment and Growth: Issues for the
1980s, edited by Alfred Steinherr and Daniel Weiserbs (Dor-
drecht: Kluwer Academic Publishers, 1987); “International Cen-
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tral Bank Cooperation: What It Can—and Cannot— Achieve,” in
Evolution of the International and Regional Monetary Systems,
edited by Alfred Steinherr and Daniel Weiserbs (London: Mac-
millan, 1991); and The Restructuring of the Financial Industry:
A Central Banking Perspective (Tilburg: Société Universitaire
Européenne de Recherches Financieres (SUERF), 1992). Baron
Lamfalussy is also coauthor of Economic Policy for Europe (Lon-
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ture entitled “The Role of Monetary Gold over the Next Ten
Years.”



The Per Jacobsson Foundation

Honorary Chairmen:

Founding Chairman:

Past President:

Eugene R. Black
Marcus Wallenberg

W. Randolph Burgess
Frank A. Southard, Jr.

Founding Sponsors
Hermann J. Abs Viscount Harcourt Jean Monnet
Roger Auboin Gabriel Hauge Walter Muller
Wilfrid Baumgartner Carl Otto Henriques Juan Pardo Heeren
8. Clark Beise M.W. Holtrop Federico Pinedo
B.M. Birla Shigeo Horie Abdul Qadir
Rudolf Brinckmann Clarence E. Hunter Sven Raab
Lord Cebbold H.V.R. Iengar David Rockefeller
Miguel Cuaderno Kacru Inouye Lord Salter
R.v. Fieandt Albert E. Janssen Pierrc-Paul Schweitzer
Maurice Frére Raffaele Mattioli Samuel Schweizer
E.C. Fussell J.J. McElligott Allan Sproul
Aly Gritly Johan Melander Wilhelm Teufenstein
Eugenio Gudin Donato Menichella Graham Towers
Board of Directors

Sir Jeremy Morse — Chairman of the Board

Michel Camdessus

Andrew D. Crockett

J. de larosiére

Enrique V. Iglesias

Baron Alexandre Lamfalussy

William McChesney Martin
Jacques J. Polak

Gengo Suzuki

Peter Wallenberg

H. Jjohannes Witteveen

Officers
Jacques J. Polak — President
Gordon Williams — Vice-President
Joseph W. Lang — Secrelary
G. Michael Fitzpatrick — Treasurer

23



1964

1965

1966

1970

1971

1972

1973

1974

1975

1976

1977

1978

The Per Jacobsson Lectures

Economic Growth and Monetary Stability. Lectures by Maurice Frére and
Rodrigo Gomez (Basle).

The Balance Between Monetary Policy and Giber Instruments of Eco-
nomic Policy in a Modern Society. Lectures by C.D. Deshmukh and
Robert V., Roosa.

The Role of the Central Banker Today. Lecture by Louis Rasminsky; com-
mentaries by Donato Menichella, Siefano Siglienti, Marcus Wallenberg, and
Franz Aschinger (Rome).

Economic Development: The Banking Aspects. lecture by David
Rockefeller, commentaries by Felipe Herrera and Shigeo Horie (Rio de Jan-
eiro).

Central Banking and Economic Integration. Lecture by M.W, Holtrop;
commentary by Lord Cromer (Stockholm).

The Role of Monetary Gold over the Next Ten Years. Lecture by
Alexandre Lamfalussy, commentaries by Wilfrid Baumgartner, Guido
Carli, and L.K. Jha.

Toward a World Central Bank? Lecture by William McChesney Martin;
commeniaries by Karl Blessing, Alfredo Machado Gémez, and Harry G.
Johnson (Basle).

International Capital Movemenis: Past, Present, Future. Lecture by Sir
Eric Roll; commentaries by Henry H. Fowler and Wilfried Guth.

The Monetary Crisis of 1971: The Lessons to Be Learned. Lecture by Henry
C. Wallich; commentaries by CJ. Morse and 1.G. Patel,

Inflation and the International Monetary System. Lecture by Otmar
Emminger; commentaries by Adolfo Diz and Jinos Fekete (Basle).

Steps to International Monetary Order. Lectures by Conrad J. Qort and
Puey Ungphakorn; commentaries by Saburo Okita and William McChesney
Martin (Tokyo).

Emerging Arrangements in International Paymenis: Public and Private.
Lecture by Alfred Hayes; commentaries by Khodadad Farmanfarmatan,
Carlos Massad, and Claudio Segré.

Why Banks Are Unpopular. Lecture by Guido Carli; commentary by Milton
Gilbert (Basle).

The International Monetary System in Operation. Lectures by Wilfried
Guth and Sir Arthur Lewis.

The International Capital Market and the International Monetary Sys-
tem. Lecture by Gabriel Hauge and Erik Hoffmeyer; commentary by Lord
Roll of Ipsden.

24



1979

1980

1981

1582

1983

1984

1985
1986
1587
1988

1989

1990
1991

1992
1993

1994

Prr JacomssoN LECTURES 25

The Anguish of Ceniral Banking. Lecture by Arthur F. Burns; commen-
taries by Milutin Cirovi¢ and Jacques J. Polak (Belgrade).

Reflections on the International Monelary System. Lecture by Guillaume
Guindey; commentary by Charles A. Coombs (Rasle).

Central Banking with the Benefit of Hindsight. Lecture by Jelle Zijlstra;
commentary by Albert Adomakch.

Monetary Policy: Finding a Place to Stand. Lecture by Gerald K. Boucy
(Toronio).

Developing a New International Monetary System: A Long-Term View.
Lecture by H. Johannes Witteveen.

Economic Nationalism and International Interdependence: The Global
Costs of National Choices. Lecturc by Peter G. Peterson.

Do We Know Where We're Going? Lecture by Sir Jeremy Motse (Seoul).
The Emergence of Global Finance. Lecture by Yusuke Kashiwagi.
Interdependence: Vulnerability and Opporfunity. Lecture by Sylvia Ostry.

The International Monetary System: The Next Twenty-Five Years. Sympo-
sium panelists: $ir Kit McMahon, Tommaso Padoa-Schioppa, and C. Fred
Bergsten {Basle).

Promoting Successful Adjustment: The Experience of Ghana. Lecture by
J.L.S. Abbey. Economic Restructuring in New Zealand Since 1 984, Lee-
ture by David Caygill.

The Triumph of Central Banking? Lecture by Paul A, Volcker.

The Road to European Monetary Union: Lessons from the Bretton Woods
Regime. Lecture by Alexander K. Swoboda (Basle).

Privatization: Financial Choices and Opportunities. Lecture by Amnuay
Viravan (Bangkok).

A New Monetary Order for Europe. Lecture by Karl Otto Pohl.

Latin America: Economic and Social Transition to the Twenty-First Cen-
tury. Lecture by Enrique V. Iglesias.

Central Banking in Transition. Lecture by Baron Alexandre Lamfalussy
(London).

Copies of the Per Jacobsson lectures in English, French, and Spanish are available without charge
from the Secretary, the Per Jacobssan Foundation, International Monetary Fund, Washington, D.C.
2043 1. Photographic or microfilm copies of all out-of-print lectures may be purchased from Univer-
sity Microfilms International, 300 North Zeeb Road, Ann Arbor, Michigan, 48106, U.S.A., or from
Information Publications International, White $wan House, Godstone, Surrey, RH9 8LW, England.
Site of the lecture is Washington, D.C., unless otherwise shown.



	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

