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The field of monetary policy continuously provides new challenges for
economic research. For instance, the experience of Japan since the early 1990s has
generated new work on how to avoid and escape from a liquidity trap. The rapid
spread of inflation targeting during the 1990s has stimulated new studies of how to
understand and further improve this monetary policy regime. The ever-present
uncertainty in practical monetary policymaking provides a constant demand for new
ideas about conducting monetary policy under uncertainty. And, the controversial
choice of a monetary policy strategy for the euro area has encouraged further research
on monetary indicators and monetary targeting. These are all areas of focus in my
own research over the last few years."

Escaping from a Liquidity Trap: The Foolproof Way

Japan’s decade-long experience of deflation and a “liquidity trap” has
stimulated research on how to escape from such a trap. In a liquidity trap, the central
bank’s “instrument rate” — a short nominal interest rate, such as the federal funds

rate in the United States — is zero and the zero lower bound is binding, in the sense
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that deflation and/or recession calls for a more expansionary policy and a lower real
interest rate.

As several authors have pointed out, an open economy such as Japan’s has
access to a very effective stimulative measure, namely, a currency depreciation, if it
wants to avoid a deflationary spiral. From that insight, [ have constructed a specific
proposal for a foolproof way to escape from a liquidity trap.> Although this proposal
was directed initially to the Bank of Japan (BOJ) and the Ministry of Finance of Japan
(MOF) — because the MOF is formally in charge of exchange rate policy in Japan —
the foolproof way provides a method for any sufficiently open economy to escape
from a liquidity trap, if it so desires.’

The idea is to announce and implement 1) an upward-sloping target path for
the price level; 2) a depreciation and a temporary peg of the currency; and 3) the
future abandonment of the peg in favor of inflation targeting when the price-level
target path has been reached. The price-level target path provides the best nominal
anchor and insurance against run-away inflation. It also provides an exit strategy for
the temporary peg. The target path begins somewhere above the current price level;
that difference is the “price gap.” In Japan, several years of zero or negative inflation
(that is, deflation) have resulted in a price level below previous expectations,
increasing the real value of debt and contributing to deteriorating balance sheets for
firms and banks. For Japan, the price gap may be 10-20 percent or more. The upward
slope corresponds to a small positive long-run inflation target, say, 2 percent/year.

How to achieve this price-level target? This is the role of the depreciation and
the temporary peg of the currency. Both are technically feasible. If the peg would fail,
then the currency would appreciate back to where it was, making it a good
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therefore be excess demand for the currency. This is fulfilled easily, though, because
the central bank can print unlimited amounts of the currency and sell them for foreign
exchange. Indeed, there is a big difference between defending a fixed exchange rate
for a strong currency under appreciation pressure (when foreign exchange reserves
rise) and for a weak currency under depreciation pressure (when foreign exchange
reserves fall). Thus, the peg can be maintained, and after a day or perhaps a few days,
the peg's credibility will have been established.

Further, in order to be effective, the initial depreciation of the currency needs
to be so large that it results in a real depreciation relative to any conceivable long-run
equilibrium real exchange rate. For Japan, this may require a peg at 140 or 150 yen to
the dollar, or even more. Then the future will inevitably bring a real appreciation.
Thus, the market and the general public must expect a real appreciation in the future.
But with an exchange rate peg, the real appreciation can only occur with a rise in the
domestic price level. Hence, by pure logic, once the credibility of the exchange rate
peg has been established, the market and the general public must expect future
inflation in the country. In that way, gloomy deflation expectations will be replaced
by optimistic inflation expectations.

Next, the expected future real appreciation of the currency will induce a
desirable fall in the long real interest rate. Indeed, equilibrium on the international
capital market requires that the expected real return on investment in the country and
the rest of the world (including expected real exchange rate movements) move
approximately parallel. This fall in the long real rate in the country also can be seen
as the result of the increased inflation expectations noted earlier.

All this will jump-start the economy and increase output and the price level.

First, the real depreciation will stimulate export and import-competing sectors.



Second, the lower long real interest rate will stimulate domestic consumption and
investment. Aggregate demand and output will rise. Third, the real depreciation, the
increased aggregate demand, and the increased inflation expectations will all
contribute to inflation and an increasing price level. The price level will approach the
price-level target path from below. When the price-level target has been reached, the
peg is abandoned and the currency floated. By adopting explicit inflation targeting,
the central bank can then pursue a policy consistent with the intitial price-level target
path.

Japan has the option to follow this foolproof way unilaterally, without
cooperation from countries in the region or the United States. The objections to a real
depreciation of the yen that have been voiced by other countries in the region and by
some U.S. officials appear to be mistaken. Any expansion in Japan requires a lower
real interest rate, and a real depreciation is the unavoidable mirror image of a lower
real interest rate. A real depreciation means that Japanese exporters get a short-term
competitive edge, but growth in Japan and increased aggregate demand will increase
Japan's imports from the rest of the world. Importantly, a real depreciation has both a
substitution and an income effect on the trade balance. These effects are of opposite
signs. While the real depreciation will tend to increase Japan's trade surplus, the
income effect — caused by increased output, employment, and income in Japan —
will tend to reduce the trade surplus, because of Japan's increased imports. Therefore,
the net effect on the trade balance is probably quite small. The foolproof way is
therefore not a beggar-thy-neighbor policy, except possibly in the very short run. In
the medium and long run, the region, the United States, and the world will by all

likelihood gain substantially from an expansion in Japan. In particular, if the rest of



the world is sluggish, Japan is arguably needed even more as an engine of growth and
trade.

Other proposals for recovery of Japan have focused on introducing inflation
targeting and/or depreciating the yen by foreign-exchange interventions.” The
foolproof way is fully consistent with these proposals, but it provides better
benchmarks, in the form of a peg for the yen, a price-level target path, and an exit
strategy for the peg. The peg also provides an arena where the BOJ and the MOF can
quickly demonstrate their resolve to end stagnation and deflation and thereby gain
credibility.

Needless to say, the foolproof way is not a substitute but rather a complement
to the structural reforms and clean-up of the financial sector in Japan that many
observers have recommended. Arguably, such reforms are easier to undertake in a
growing rather than a stagnating economy. The foolproof way implies that the BOJ
and the MOF, if they so desire, can liberate Japan from its liquidity trap and replace
stagnation and deflation by growth and low inflation. The foolproof way can jump-
start Japan out of recession/depression and deflation. The foolproof way can help any
sufficiently open economy to escape from a liquidity trap. It belongs among the
contingency plans that prudent central banks may want to prepare for the worst-case
scenario of falling into a liquidity trap and risking a spiral of deflation and depression.
Monetary Policy Rules for Inflation Targeting: Targeting Rules Rather than
Instrument Rules

Much recent work on monetary policy rules, for example in a conference
volume edited by John Taylor,” focuses on a rather narrow interpretation of a
monetary policy rule — an “instrument rule” — which expresses the central bank’s
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Knut Wicksell, Dale Henderson and Warwick McKibbin, Allan Meltzer, and Bennett
McCallum have all suggested various instrument rules (the latter two for the monetary
base rather than the instrument rate), but the best known and most studied instrument
rule is the “Taylor rule” created by Taylor himself, where the instrument rate is a
linear function of the gap between inflation and an inflation target and the gap
between actual output and potential output, or the output gap. In the theoretical and
empirical work on monetary policy, central banks are very often modeled as
mechanically following a Taylor rule.

However, no central bank has committed itself to an instrument rule such as
the Taylor rule. Instead, central banks have developed elaborate procedures for
decisionmaking whereby huge amounts of data are collected, processed, and
analyzed. Because of the lags in the effects of monetary-policy actions on inflation
and output, the decision procedures in the more advanced central banks focus on
projections of future inflation and output gaps. The instrument rate is set so that these
projections are consistent with the banks’ objectives, or what can be called “forecast
targeting.” This means that all information that is relevant for the projections,
including substantial amounts of judgment, ends up affecting the instrument setting,
rather than just information on current inflation and the output gap. Subsamples for
the Federal Reserve System’s periods during which a Taylor-type rule fits best still
leave at least one third of the variance of interest-rate changes unexplained.® Indeed,
any realistic model of the economy requires more variables than just inflation and the
output gap to describe the state of the economy, making Taylor-type rules inoptimal.
Furthermore, any simple rule mentioned by central banks seems to refer to conditions
for the target variables, such as inflation and the output gap, rather than to a formula

for the instrument rates. Thus, the Bank of England and the Swedish Riksbank have



referred to a rule that “inflation projections about two years ahead should
approximately equal the inflation target.”

One view, promoted by Taylor, is that simple instrument rules, such as the
Taylor rule, should not be followed mechanically but rather be used as a “guideline,”
from which deviations may occur because of some “specific factor.”” I find this view
too vague to be operational, since it does not provide any precise criterion for when
deviations from the simple rule are motivated and when they are not.

Thus, there appears to be a substantial gap between the research on instrument
rules and the practice of monetary policy. In a series of papers, including one I
coauthored with Glenn Rudebusch and another coauthored with Michael Woodford, 1
discuss and propose a way to bridge that gap.® I have argued that, both from a
descriptive and a prescriptive perspective, in order to be useful for discussing real-
world monetary policy the concept of monetary-policy rules has to be broadened and
defined as “a prescribed guide for monetary-policy conduct,” thus including
“targeting rules” as well as “instrument rules.”

A “general” targeting rule specifies the objectives to be achieved, for instance
by listing the target variables, the targets (target levels) for those variables, and the
(explicit or implicit) loss function to be minimized. A “specific” targeting rule
specifies conditions for the target variables (or forecasts of the target variables) — the
rule of thumb of the Bank of England and the Riksbank are examples. Specifying
monetary policy in terms of targeting rules has a number of advantages. It allows for
using all relevant information, in particular, for allowing the use of judgment; is more
robust to both disturbances and model variation than instrument rules; and likely leads

to better monetary-policy outcomes than instrument rules. Presumably, these



advantages provide one explanation for why real-world monetary policy and
monetary-policy reform have shunned commitment to instrument rules.

Monetary policy by the world's more advanced central banks these days is at
least as optimizing and forward-looking as the behavior of the most rational private
agents. I therefore find it strange that a large part of the literature on monetary policy
still prefers to represent central-bank behavior with the help of mechanical instrument
rules. The concept of general and specific targeting rules is designed instead to
provide a discussion of monetary policy that is fully consistent with the optimizing
and forward-looking nature of modern monetary policy. From this point of view,
general targeting rules essentially specify operational objectives for monetary policy
and specific targeting rules essentially specify operational optimal first-order
conditions for monetary policy, in the same way that rational private agents these
days are modeled in terms of optimal first-order conditions. In particular, an optimal
targeting rule expresses the equality of the marginal rates of transformation and the
marginal rates of substitution between the target variables in an operational way.
Transparency of monetary policy

In two papers with Jon Faust, I have examined the role of transparency in
monetary policy and the endogenous choice of transparency by central banks. '
Increased transparency makes the central bank's reputation and credibility with the
private sector more sensitive to its actions. This moderates the bank's policy, and
induces the bank to follow a policy closer to the socially optimal one. Full
transparency of the central bank's intentions is generally socially beneficial, but
frequently not in the interest of the bank. When central banks can choose both the
degree of control in monetary policy and the degree of transparency, we find that a

maximum feasible degree of control with a minimum degree of transparency is a



possible outcome. The Deutsche Bundesbank and the Federal Reserve System are,
arguably, examples of this. One interpretation of these results is that society is better
if it, rather than the central bank, decides on the level of transparency in monetary
policy.

Monetary Policy under Uncertainty

In three papers with Michael Woodford, I have explored optimal monetary
policy under the very realistic case of uncertainty about the state of the economy
using models with forward-looking variables, such as asset prices.11 We find a simple
way to show that the classic so-called certainty-equivalence theorem in a linear model
with standard quadratic monetary-policy objectives also holds when there are
forward-looking variables. This implies that the optimal monetary-policy response to
the optimal estimate of the current uncertain state of the economy is the same as if
that estimate were certain. Hence, the optimal response fo the optimal estimate of the
state of the economy is independent of the degree of uncertainty of the estimate. We
also derive the optimal weights on observable indicators in estimating the underlying
state of the economy. These weights depend on — and are generally decreasing in —
the degree of uncertainty. Hence, the monetary-policy response fo the indicators is
dependent on the degree of uncertainty.

Under the assumption of symmetric information between the central bank and
the private sector, we can demonstrate a separation principle according to which the
optimal estimation of the underlying state of the economy is independent of the
monetary policy pursued. Under asymmetric information, the separation principle
does not hold, but we can still derive the conditions defining the optimal estimation

procedure.



These findings have substantial implications for practical monetary policy.
They imply that monetary policy best fulfills its objectives, if it focuses on mean (that
is, probability-weighted average) forecasts, even if these forecasts are highly
uncertain. For instance, they imply that central banks best fulfill their objectives if
they construct their best estimates of potential output and the output gap and respond
to these estimates with the same force as if they were not uncertain. In particular,
these findings runs counter to the idea that central banks should more or less disregard
uncertain estimates of the output gap.'?
Eurosystem Monetary Policy Strategy and Monetary Targeting

The Eurosystem, consisting of the European Central Bank (ECB) and the
twelve national central banks in the euro area, has chosen a heavily criticized “two
pillar” monetary-policy strategy with considerable emphasis on a money-growth
indicator (consisting of the gap between M3 growth and a reference value, currently
4.5 percent/year). In two papers, [ have scrutinized the choice of strategy and conduct
of monetary policy in the euro area."> The emphasis on monetary indicators in general
and the money-growth indicator in particular lacks both theoretical and empirical
basis and the monetary-policy strategy appears less well-designed and transparent
than that of inflation-targeting central banks."*

In three papers, one coauthored with Glenn Rudebusch and another with
Stefan Gerlach, I further explore the theoretical and empirical case for monetary
targeting and monetary indicators."” First, in an empirical model of the United States,
Glenn Rudebusch and I show that monetary targeting would be a most inferior policy
in the United States, resulting in much higher variability of both inflation and the
output gap than does flexible inflation targeting. Since there are some economic

similarities between the United States and the euro area — for instance, the size and
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the degree of openness — these results probably have some bearing on the euro area.
Second, I show that the so-called P* model of inflation—emphasized by the
Bundesbank and the ECB and often interpreted as supporting monetary targeting—in
no way supports monetary targeting above inflation targeting, even if the model were
completely right, counter to previous views. One reason is that the P* model puts
emphasis on the real money gap, the gap between real money balances and long-run
equilibrium real balances, as an indicator of future inflation rather than the
Eurosystem’s nominal money-growth gap. Third, Stefan Gerlach and I show that,
even though the real money gap has predictive power for future inflation in euro area
data, it does not perform better than the more conventional predictor, the output gap.
The Eurosystem’s money-growth gap is a much worse predictor of future inflation
than either the real money gap or the output gap.

The findings in these papers are completely consistent with the fact that
central banks other than the Eurosystem — including the Federal Reserve System, the
former monetary targeter Swiss National Bank, and inflation-targeting central banks
— have reduced the emphasis on monetary indicators and/or abandoned monetary

targeting.
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