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In Search of a Nominal Anchor

Michael J. Oliverr

Abslracl
Since the break-up of the Bretton Woodt fae<l
exchange rqle system in the early-1970s, there
has been a protrdcted search for a credible
rnminal anchor. Ihis article examines the
experieraes of several industrial countries wha
haste experimented with monetary rarge\,
exchange rate targels and more recently, ffia-
tion targets. Ilthile it is qcknowledged thqt the
results of inflation tatgeting hal,e been very
encolraging so far the article concludes by
arguing that for the UK at least, Wation tar-
gets need to be combined with targets for the
monetary base to prel,ent the central bdnkfrom
acting in a dytamically inconsisten manner

1. Intrcduction
Since the collapse of Bretmn Woods lxed
exchange rate system in the early-1970s, the
search for a credible nominal anchor has excit-
ed a great deal of intelest amongst monetary
economists.2 Theoretically, a credible nominal
anchor, designed to consbain the value of
domestic money, stimulates and co-ordinates
anti-inflationary forces around a pre-
announced specified numerical value. With
pre-armounced taxgets, inflationary expecta-
tions are tied down and time-inconsistercy
problems are less likely to arise than if the
authorities were pursuing discretionary poli-
cies. Without a nominal anchor, the monetary
and fiscal authorities may bow to pressure not
to tighten monetary policy as quickly as neces-
sary.

Broadly speaking, since the generalised float
after 1973, the three most common types of

nominal anchor for the industrialised countries
have been as follows:3

. Monetary targets. The monetarists
argued that there was a stable relationship
between one or more monetary aggregates
and the general level of prices. Monetary
policy was directed at a particular rate of
gro*.th in the monetary aggregate (the
intermediate target) compatible with low
inflation. Dudng the 1970s tlere was a
gradual move towards monetary targsts in
many of the industrialised countries. By
the end of the 1980s, however, monetary
targets had been dropped by many coun-
tries in favour of exchange rate targets and
this was followed in the 1990s by a rise in
inflation targets.

. Exchange rate targets. The prospect of
volatile floating rates led a core group of
European countries to form a European
Common Margins Agreement (the
'snake') which was designed to narrow the
margin of fluctuation of EC member cur-
rencies below those set by the 1971
Smithsonian agreement. The Exchange
Rate Mechanism (ERM) of the European
Moneiary System (EMS) was formed in
1979 and developed into a Deutschmark
(DIr4) block during the 1980s where the
DM was the key curency and member
countries were required to follo\y the mon-
etary policy ofthe Bundesbark. The inter-
mediate target for members was to main-
tain an annormced exchange rate against
the DM, while the final objective was low
inllation.
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. lnflation targets. Wtereas monetar] taf-
gets and excharge rate targets are weapons

of control, an inflation target is a target and
nothing else. Inflation targets have been a

recent innovation, introduced when othel
techniques of monetary control have
failed, for instance in the United Kingdom,
Finland and Sweden in the wake of leaving
the ERM, or in Canada following the fail-
ure of monetary taxgeting.

The motivation for this article is two-fold.
First, to establish why there has been such a

protracted, and for some industrial countries,
painful search for a durable nominal anchor in
the past thirry years and to examine some

country experienc€s during each policy frame-
wott. Secondly, to sound a note of caution to
those who are enthusiastic with the experienc€

of inflation targets. It is clear that inflation tar-
gets have restored credibility to monetary pol-
icy for many cormtries and have delivered low
Ievels of inflation. However, both exchange
rate targets and monetary targets were hailed
by some as offering a permanent elixir for con-

trolling inflation control and were found want-
ing. Will inflation targets ultimately sufer the

same fate as the other nominal anchors?
To examine these issues, the stucture of the

article is as follows. The first part examines the
theory underlying each of the three techniques
listed above. This is followed by an evaludion
of how each of these lechniques have been

implemented- While this article will draw on a

number of countries, it will pay more attention
to the United Kingdom, which has used all
three nominal anchors in the last thirty years,

as well as having an implicit nominal anchor

between 1986- 1990.4

2. Types of nominal anchor
As Bordo and Jonung (2001) illustrate, across

Lime and space tlao types ofmonetary regimes

have existed: a regime based on the commit-
ment to convertibility ofthe domestic cunency

into specie and the other based on fiat.5 Under

the former, the ultimate source of liquidity was

not under the discretionary control of the mon-
etary authorities and there were binding con-
straints on fiscal policies (expect during major
wars and their immediate aftermath). Under
specie-convertible regimes, the rule lxing the

cunency-price of specie (gold and/or silver
coin) was the nominal anchor. This standard

ensured that price levels retumed to some

mean value over long periods, providing that
the relative pdce of specie remained constant.

Clearly, nations who pegged to the fxed price
of gold lost monetary and fiscal independence

as the aim of the authorities was to maintain
convertibility of their currencies into precious

metals and not stabilisation of their domestic

economies,
Under a fiat regime with a fixed exchange

rate, the authorities can print money but the

result will be a balaace-of-payments crisis.
Interest rates will have to be raised which will
curtail monetary growth. The nominal anchor

is not as stable under a fixed exchange rate

based on a fiat money regimg unless all mem-
bers define their curency in terms ofone dom-
inant country (e.g. the US under Btetton
Woods or Germany in the EMS). The domi-
nant country in tum, must follow a rule, which
requires it io maintain prjce stability. Under
floating exchange rates, there is every possibil-
ity tlat the monetary authorities could abuse

their freedom from the external consftaint and

could resort to the printing press to finance
expenditure, which in extreme cases could lead

to hyper-inflation (the classic example ofprint-
ing press money causing hyper-inflation is the
Weimar Republic in Germany in the 1920s).

Following the collapse ofthe Bretlon Woods

regimg many countries were given the ftee-
dom to employ their own devices to control
inflation and some readily tumed to this.
Germany for instance, did not abuse its free-
dom from the external constraint and directed
its monetary policy to aim at a lower domestic
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inflation rate. German),'s success in achieving
a cuffent account surplus in 1974 placed lir-
ther upward pressure on the German mark
(which made the external constraint more
binding in those countries that were pegged to
the German mark). Germany was one of the
few cormtries that accepted quite rapidly that a
nominal anchor was required to promote price
stability and would act :rs a constraint on dis-
cretionary policy. In tum, the nominal anchor
would help to reduce time-inconsistency prob-
lems and achieve long-run price stability.

The shift towards rules-based approaches by
many other countries (the apogee of which
included the adoption of monetarism durins
the 1970s) was the result of a combination oJ
factors. The work of Friedman and Schwartz
(1963) seemed to show that there was a stable,
lagged relationship in the US between changes
in the rate of grouth of broad money and
changes in nominal income and thar monetary
policy mistakes had been made in the oast:
interest in monetary rules grew as inflation
burganned following the first oil shock; and the
discrediting of the Phillips cuwe analysis
which convinced policymakers that there were
no benefits to allow inflation to ratchet
upwards.

3, Whd are the advantages and disadvan-
ldges oJ each type of nominal anchor?
Monetary targets allow a cenhal bank to adjust
its monetary policy to domestic conditions and
send almost immediate signals to flrc markets
about the stanc€ of monetary policy and the
intentions of policymaken. Exchange rare mr-
gets axe more transparent to the public and
financial markets and involve setting rhe
exchange rate against a low inflation anchor
country. Some developing countries have
adopted a crawlhg peg in which rheir curren-
cies are allowed to depreciate at a steady rate
so that their inflation can be higher than that of
the anchor cunency. Over fime, this will result
in a convergence of tradable prices and price

Econotnic Issues, Lbl.6, Part l. March 2(t(ll

in{lation to foreign levels, but it will not neces-
sarily result in the convergence of overall
domestic prices and price inflation. While
stnct monetary targets were eventually down-
graded, the rules based approach offered by
monetary policy was continued in the form of
exchange rate and inflation targets.

Exchange rate targets have a long history
but as the intemational economy has moved
a\yay Aom the strict rules ofthe gold standard
to the discretionary management of inconven-
ible paper money, there has been a greater
emphasis placed on control of inflation
thmugh dornestic means, i.e. monetary targets
and inflation targets.

Targeting monetary aggregates can only
work if there is a strong and reliable relation-
ship behveen nominal income or inflation and
the targeted aggregates and if the central bank
can eflectively control the monetary aggre-
gates. Monetary targets were adopted during
the course of the 1970s when there were a
number ofconshaints on domestic finance and
velocity of circulation was predictable.
However, as a number of countries underwent
a process of financial liberalisation during the
course of the 1980s, velocity became difficult
to predict. Whilst financjal liberalisation js

occurring the velocity ofmoney declines. This
would mean that an increase in broad money
grovth during the process of financial liberali-
sation is not a guide to future inflation and
policy might be tightened umecessarily.
Conversely, when the demand for broad money
declines and velocity increases, money growth
will be more inflationary, and policy might be
loosened unnecessarily.

Due to the unprediclable nature of velocity
and the difiiculties associated with hitting the
broad money targets precisely, the monetary
authorities were forced to redefine the compo-
nents of broad money aggregates while simul-
taneously introducing narrow monetary tar-
gets. The outcome was a loss of credibility in
the authorities' monetary strategy, and inter-
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mediate monetary targets were abandoned in
favour of intermediate exchange rate targets
and increasingly, final targets for future infla-
tron.

Inflation targeting has a similar advantage to
monetary targeting and conhasts to exchange
rate taxgets in that it enables monetary policy to
focus on domestic considerations and to
respond to shocks in the domestic economy.
The authorifies also use all available informa-
tion to determine the optimum setting for mon-
etary policy, and velocity shocks are irrelevant
because the stratery does not rely on a stable
money-inflation relationship. Like exchange
rate targeting, inflation targeting is also highly
transparcnt (i.e. clear, simple and understand-
abl€) and central banks have even begun to
produce regular inflation repons to improve
the channels of communication between the
general public, financial markets and the politi-
cians.

However, every cental bank has imperfect
confol over inllation and there are t]ree rea-
sons generally given as to why inflation con-
tol is impsfect. First, the lags between mone-
tary policy actions ard the effect on inflation
are long and variable. Second, inllation is
affected by things other than monetary policy
such as fiscal pollcy and sr.rpply side shocks,
including changes in inflation expestations.
These shocks invariably occur after the change
in monetary poliry but before the effect on
inllation. Finally, economists are rmcertain
about the workings of the economy, including
the fransmission mechanism, and about the
nature ofthe shocks affecting the economy.

Due to the lags between changes in monetary
policy and their imgact on inflatio4 monetry
policy is designed to be forward looking.
Monetary policy under inflation targeting can
be expressed as choosing a path for the short-
run nominal interest rate (such as the rq)o |ate
for the Bank of England or the Federal fimds
rate in the USA) or some monetary aggregaie
such that

E,n,*, = n* -l = 0,.-...., co (l)

where E rr*, is the expectation, based on infor-
mation available at time ,, of the inflation raie
j periods ahead and r+ is the inflation target.
The objective is to use the chosen monetary
instrument to condition E,nr*, such that the

inflation target is met at all times.
The procedure to determine what degree of

monetary stringency is needed to achieve the
inflation target is as follows. First, the authori-
ties will prepare a forccast of inflation, for
example, 1-2 years, assuming an unchanged
monetary policy. Second, they will estimate
how future in{lation is likely to be affected by
changes in the current setting of interest rates.

Third, they will set mon*ary policy conditions
so that inllation projections meet the inflation
taryet. If the inflation projection is above the
arget, monetary policy is tightened, if it is
beloq then it is loosened. So suppose a corm-
bry has a target range for inflation of 04 per-
cent pef year. In order to maximise the proba-
bility that inflation stays within this rangg the
authorities aim for a midpoint, 2 percent per
yefr.

Some critics have clairned that inflation tar-
geting is heavily reliant on forecasting, and
have argued that this is the fi.mdarnental weak-
ness ofthe technique, as forecasts are unstable.
Yet, even monetary ta€ets are based on the
assumption abod the relationship Mween cur-
rent monetary gro\4,th and future inflation, and
curr€nt interest rat€s and future monetary
gro*,th. Moreover, just as a monetary aggre-
gate is the intermediate target in a strategy
designed to contol the go*.th of the money
supply, so the inllation projection is the inta-
mediate target in an inflation-targeting regime.
The authorities will adjust monetary policy
conditions so that the corresponding inflation
projection (the intennediate targ€t variable) is
on target at an appropriate horimn. By regard-
ing the inflation projection as an intermediate
target and adjusting monetary policy accord-
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ingly, this partly solves the problem of imper-
fect control of inflation.

1. The experience with mone! suppl! taryets
The debate about whether to adopr monerary
targets had been protacted in several countries
during the 1970s. For instance, in the United
States money targets could be traced back to
the open-market directive of the -orovrso

clause' in 1966 and then the 1970 proviiion for
interim revisions of taxget money-market con-
ditions when particular monetary aggregares
depaded from a specific range. In the British
case, more att€ntion was devoted to monetary
aggregates following the 1971 reforms known
as Competition and Credit Control, although
the Bank of England was quick to polnr our
that the aggregates should be regarded ,as

guide lines for overall policy rather than as tar-
gets' (Bank of England, 1971, p. a4). In 1970,
the cormcil of the German Bundesbank was
divided on the issue of whether or not to adoDt
moneurism, and it was largely through the
strenuous efforts of its vice president, Ofinar
Emminger, that monetarism was adopted in
Cermany. Indeed as Johnson (1998, pp, 82-
84) has detailed, in 1973 Emminger managed
to push through a crucial vote to abandon the
defence of fxed exchange rates and to adopt
floating rates and money targets when hvo of
his key opponents were in hospita.l and a third
was on a skiing fipl

With the removal ofthe fxed exchanee rate.
the authorities in rhe United Kin'sdom.
Cermury and Switzedand acknowleds; rar
they needed to provide some form ofmlnetary
discipline and over a very short period of time,
the behaviour of the money stock became the
focus of central bank attention. The Govemor
of the Bank of England in his Mais lecture of
1978 acknowledged that domestic monetary
policy could provide the stability previously
associated with fixed exchange rates. The
adoption of a so-called aggregate strategy, as
Price ( I 977) and Thunberg ( I 977) have shown,
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was generally attributed to the deficiency of
lnterest rates as a monetary indicator under
conditions ofrapid inflation. However, in some
countries, by the late-1970s, there did seem to
be a certain arnount of inconsistency in state-
ments on monetary control; the British
Chancellor in 1979 told the House of
Commons that monetary expansion would not
zrccommodate inflation, and then wenr on to
explain that the money supply gowth rate
would be reduced in direct response to declines
in the rate of inflation. As Laidler (1974) has
pointed out, official rhinking in some
Americans quarters implied that direct controls
would permit deceleration of the high mone-
tary grorth rates without the short-run adjust-
ment costs normally associated with deflation.

Perhaps some of this inconsistency arose
because the authorities were unsure why they
had introduced monetary targets. On the one
hand, monetarists advocate a targel for the
money supply as an jntermediate target for
controlling nominal GDP However, there is
another reason why monetary targets can be
adopted, and that is because such targets can be
used for political purposes, in particular to
inJluence expectations in financial markets in
an attempt to stop them from behaving in an
undesirable way,

There are two ways oftrying to ensure stable
monetary growth. The North American and
Swiss schools of monetarism argue that the
stock of money in the eeonomy (the money
stock) should be regulated by the central bank
controlling the supply of money; that is, the
monetary base should be controlled. In contrast
the Bank of England has always argued that, if
the money stock is be controlled, this should be
achieved by operattng on people,s demand for
money and that this should be done by altering
short-term interest rates.

However, despite the emphasis on control-
ling the supply of money in Switzerland and
Germany, the regimes have been very far
removed from a Friedman-type monetary tar-
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geting rule. Bemanke and Mishkin (1997) have

suggested that German and Swiss monetaxy
policy is a 'hybrid' of inflation targeting and

monetary targ€ting and in practice is closer to
the former than it is to Friedman-like monetary
taxgeting. As Issing (1996, p. 120) notes,'one
of the secrets of success ofthe German policy
ofmoney-growth targeting was that . . . it often
did not feel bound by monetarist ortlodoxy as

far as its more iechnical details are concemed'.
For instance, when Germany set its first mone-
tary targets, it announced a medium-term infla-
tion goal of4 per cent which was above what
it considered to be the appropriate long-run
goal for inflation. stating that tie former was

the 'unavoidable rate ofpric€ increase'. It took
nine years before the medium-term inflation
goal (then renamed as the 'normative rate of
price increases') was considered to be consis-
tent with price stability, which was perhaps the
most gradual 'gradualist approach' to reducing
inflation in the industrial world!

However, while the money supply target in
both countries has been missed fifty percent of
the time since 1979 (Mishkin, 1999, p. 588),
Germany's monelary-targeting regime has

resulted in low inflation (von Hagen 1995). Yet
as Clarida and Gertler (199) have argued, the

Bundesbank has reacted asl,rnmetrically to tar-
get misses, raising interest rates in response to
overshooting of the money-grovth target and

choosing not to lower interest rates in response

to undershooting. Indeed, the Bundesbank was

criticised for its particularly tight monetary
starce in the mid-1990s - when German inlla-
tion had fallen below the 2 per cent normative
goal - which led to an increase in unemploy-
ment in Germany and those counffies tied to
the Geman mark.

Switzerland has had similar problems to the
United Kingdom with its experience of mone-
tary targets (see beiow), but the Swiss National
Bank pursued targets for longer and more suc-

cessfully than th€ir British counterpart.
Following the 40 per cent trade-weighted

appreciation of the Swiss franc between 1977

and t978, the authorities suspended monetary
targets and moved to an exchange mte arget
until the Spring of 1979, whereupon it reintro-
duced an unannounced monetary target. From

1980, the Swiss National Bank switched to
monetary base control. Between 1989 and

1992, the authorities failed to maintain price

stability, despite having reduced inflation. This
was a result of two factors. First, the shength
of the Swiss franc caused the authorities to
allow the monetary base to grow at a faster
rate. Secondly, a new interbank paFn€nt sys-

tem was introduced. and a wide-nnging revi-
sion of the commercial banks' liquidity
requiremants in 1988. These factors con-
tributed to an excessive loosening ofmonetary
policy and a rise in inflation to above 5 per
cent. Although inflation was subsequently con-

trolled the Swiss National Bank abandoned

the one-year targ€ts for money base growth
and announced a new medium-term frame-
work for money base growth-

The experiences of the United Kingdom in
the 1980s can be divided into three phases

(Oliver, 1997, Chs. 4-6). During phase one
(1979-1983), the Government's monetarist
economic experiment bced two difficulties.
First, the chosen monetary aggregaie (f,M3)
consistently overshot its target band. This gave

the impression that monetary policy was loose

when in fact it was very tight, and merely
encouraged a continuation of tight policies.
Secondly, the domestic economy underwent a

period of rapid contractiorq which was exacer-

bated by the tight monetary regime. A debate

opened in policymaking circles as to whether
the govemment should adopt a different mone-
tary taxget or abandon monetarism altogether.

In phase two (1983-1986), t}te govemment
began to be bogged down with the sterling
issue and money technicalities. Those econom-
ic advisers who had been supporting the
Govemment begar to argue for membership of
the Exchange Rate Mechanism (ERM) as a
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means of stabilising cunency fluctuatjons and
l'or controlling inflation. There were also wide-
spread arguments beginning to appear in the
monetanst camp over which money aggregates
to target. The Chancellor, Nigel Lawson, was
left with the problem of having to choose
between conflicting advice flom the e$erts.
From 1985, the money targets were suspended
and policy became more pragmatic.

In phase three ( 1986-1990), the Govemment
retumed to crude demand management with
macoeconomic policies set for a traditional
'stop-go'cycle. Conflicts in policy and person-
ality became widespread including the dis-
agreements between the Prime Minister. her
economic adviser, Alan Walters and
Chancellor Lawson oyer whether United
Kingdom should join the ERM. It was during
the course ofphase tbree (between March 1987
and May 1988) that Chancellor Lawson came
up against his greatest problems with the
exchange rate versus the money supply
dichoomy as he pursued an exercise in curren-
cy shadowing, undertaken to show the prime
Minister how well the economy could perform
if it had the stability of the ERM. The United
Kingdom's experience with an implicit nomi-
nal anchor was disastrous. The markets
believed that it was the intention of the
Chancellor to keep the sterling/German mark
rate below DM3.00, and to prevent the rate
from rising above DM3, the monetary authori-
ties sold steding and bought convertible cur-
rencies but were later forced to cur nreresr
rales to prevent the exchange rate from rising.
The massive interventions by the Bank in the
foreign exchange markets ultimately grew to
such a level that Treasury and Bank oificials
were becoming worried about sustaining them.
Excessive monetary $owth was ignored and
inllation then rosq more or less precisely in
accordance with monetaxist theory (Pepper and
Oliver,200l).

The US experiment with monetansm
between October 1979 and May 1982 also had
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some similarities with the British cxDenenc€.
yet in contrast to the Banft of Engiand- the
Federal Reserve attempted to control bank
reserves, albeit in a peculiar way- The outcome
was a huge rise in intelest rates followed by
huge fluctuations in interest rate movemenrs.
According to Poole (1982), the Fed.'s mecha-
nism bore no resenrblance to the textbook
model of monetary base control and it was
qualitatively very similar to the old interest
rate mechanism. In short, there is some doubt
about whether the Fed was seriously trying to
control the base: the experiment may have
been merely a political exercise which enabled
the Fed to raise interest rates by more than
would otherwise have been acceptable. The
Fed may have been giving prioriry to the poli-
tics of money supply targets rather than control
ofthe money supply in its own ght.

Other European goverffnents have been far
from ideologically purist when they followed a
more pragmatlc approach to monetarism after
the break-up of the Bretton Woods agreemenr.
ln the aftermath of the first oil crisis, monetary
targets wefe seen as only one of numerous
tools to achieve national economic goals.
Moreover, European govemrnents viewed the
fxing of their exchange rate in the European
Monetary System (EMS) as a way to reinforce
the attempt to reduce inflation. This more prag-
matic monetarism was Fomoted by oxperts in
international organisatiors such as the OECD,
in policy reports wdtten for the European
Community and in economic policy circles
inside the national governments.

5. An exchsnge rate discipline in Europe
Exchange rate targeting has several advantages
and has been successfully adopted by many
industrial counhies as a more robust nominal
anchor than monetary targets. The results of
excharge rate targets are frequently impres-
sive: for instancg when the United Kingdom
pegged to the Gemlan mark between 1990 and
1992, inflation fell from ten per cent to two per
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cent, respectively. When France fint pegged

the franc to the mart in 1987, inflation stood at

three per cent, which was two percentage

points above the German inflation rate. By
199?, its inflation rate was two per cent and

below that in Germany.
Exchange rate targeting has also reduced

inflation quickly in emerging market counhies:
Argentina s successful experience with a cur-

rency board is one such example.o lnflation
was reduced from an annual rate of over 1.000
p€rcent in 1989 to under five percent by the
end of 1994. This was accompanied by eco-

nomic growth averaging almost eight percent

armually between l99l and 1994. Per contra,
although an exchange rate target might bring
inflation down relatively quickly, many central

banks in such economies do not have an estab-
lished reputation for sound money.
Consequently, a successful speculative atbck
can lead to a sharp depreciation of a cunory,
which can result in resurgenc€ ofinllation. For
insance, inflation in Mexico stood at an annu-
al average of over 100 pocent prior to the
adoption of exchange rate targets in 1988 but
was in single digits by 1994; however, a for-
eign exchange crisis in 1994 led to a return to
double-digit inllation (50 pocent) by 1995.

As is well lmowr! the EMS was a mixture of
pegged and adjustable exchange rate regimes.
Periods of exchange rate stability provided

many of the benefits of fixed exchange rates

and the realignments re-addressed serious
competitiveness problems. The periods of
exchange rate stability with the oc.casional

realignment were only possible, however,
because capital controls protected c€ntral
banks' reserves against speculative attacks
driven by anticipations of realignment

@ichengreen, 1993). In the fint En yean of
the EMS exisience. the authorities did at least
retain limited policy autonomy, Yet the 'new'
ERM was desctibed by some economists as

'half-baked' (Walters, 1988) and Padoa-
Schioppa (1988) pointed out that there was

now an 'inconsistent quartet' of policy objec-
tives: free trade, capital mobility, fixed (man-

aged) exchange raies and independent mone-
tary policies. Thus Spain, the United Kingdom

and Portugal all j oined the ERM just when the

system was about to become more volatile but
appeared more stable. While the stratery of no
realignments and no controls did seem to work
for a while, the Jeremiah's predictions eventu-

ally unfolded during the early 1990s.

A major problem with exchange rate target-

ing is that there is a loss of independent mone-
tary policy. While there might be a consider-
able advantage in 'tying one's hands' to those

of an anchor currency, an exchange rate hJget
does mean that shocks to the anchor country

are directly transmitted to the t4rgeting country
because changes in interest rates in the anchor
country lead to a corresponding change in
interest rates in the targeting country. This
problem was cru€lly demonstrated when
G€rman short-term and long-term inlercst rates

b€gan to rise in the wake of reunification in
1990 and was transmitted directly to the other
countries in the ERM who were pegged to the
mark and who also had to raise interest rates.

This then led to a practical demonstration of
another major weakness of exchange rate tar-
gets discussed earlier in the case of Mexico,
namely speculative attacks on crfiencies
(Obstfel4 1996). As mernber cormtries shug-
gled to maintain their parities within the ERM,
speculators began to question how long such a

commitment could last in the wake of rising
unemployment. ln shor! it was only a mafter
of time before the British pound French franc,
Swedish kon4 Italian lira and the Spanish

peseta would be devalued against the marb
and selling these cunencies enabled specula-

tors !o make high profits with little risk. By
S€ptember 1992, only France was able to sus-

tain her commitnent to the fixed exchange

rate, while the aforementioned manbers deciG
ed to suspend their ERM mernbership.

With the advantage of eight years of hind-
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sight, the pewerse outcome of the collapse of
the ERM in t992 was that it made monetary
unification inevitable. ln the 'old EMS', capi-
tal controls help to guard central banks'
reserves ftom speculaiors but once these had
been abolished in the 'new EMS', the system
collapsed. To resolve this problem, there were
two solutions. One was to retum to floating
exchange rates. Arguably, with floating rates
countries can still integrate their economies
while retaining monetaxy autonomy (e.g.
Canada, Mexico and the US in the North
American Free Trade Area)- However, in
Europe the calls for greater exchange rate sta-
bility arose because ofthe problems associated
with floating rates and the CAI, coupled to the
sentiment that frxed rates are preferable to
floating and the political agenda to move to a
federal system. The second solution was to fix
exchange rates between existing national cur-
rencies. Yet in this instance there will always
be the possibility that exchange rates may
change in the firture under dire circumsrances
(the 'escape clause') and because such circum-
stances are often unobservable, nominal
exchange fates may end up being destabilised
(Obstfeld, 1992). In short, a fxed exchange
rate system has less crcdibility than a system in
which the counaies share a common curenry.

Without wanting to enter into a protracted
debate on the merits or otherwise ofa comrnon
currency, it is nevefiheless important to note
two problems with the European single curren-
cy project and the 'two pillsr' monetary strate-
gy (a combined nominal aggregate and inlla-
tion targeting regirne) of the Euro zone that
may yet unravel it in the next ten yeafs. Ftst,
in confrast to the United Staies, where the cur-
rency union is mandated by its Constitution
and defensible by force of arms, European
members of the monetary union have the
option to exit if they so wish. So even if the
EMU does not full apart because it lacks a
binding commitrnent, member counfies could
use a thrcat of exit to influence monetarv Dol!
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cy in the Europear Central Bank and prevent
the currency from becoming a reliable intema-
tional anchor (Calomiris, 1999). Second, as
monetary policy cannot be directed at infla-
tionary pressures in any individual country per
se, each colrntry within the urion has to con-
duct its own appropriate intemal policies (fis-
cal or structural) - in order to curtail inflation.
While Duisenberg (2000) has expressed opti-
mism that Euro rnembers will respect a com-
mon code of fiscal conduct, there rs more
strength in Calomiris's (1999, p. ,146) argu-
ment that the cunent absence of credible con-
straints will not limit the long-run monetiza-
tion of deficits in soft money members and
cause much 'inflationary mischief. Whether
this will go so far as to threaten the continued
existence of the monetary union as Calomiris
and other commentators have suggested
remains to be seen (Ferguson and Kotlikoff,
2000).

6. Inflmion targea
From the early 1990s, several cotntries began
to announce quantitative inflation targets. The
first country to introduce inJlation targets was
New Zealand in March 1990 and other com-
tries which have inhoduced them include
Canada (inffoduced in February 1991),
Australia (approximately April 1993), Israel
(1992), Sweden (January 1993), and the
United Kingdom (October 1992). Finland took
up inflation targets temporarily, but then
retumed to a fxed exchange rate when it
joined the European Single Currency.
Academic assessments have begun of the
experience with inflation targets within each
€ounffy, and several issues should be noted.

First, in many cases, inflation targets have
been introduced when other monetary policy
tecbniques have failed. In the case of New
Zealand md Canada, disappointrnent with
monetary targeting led to the switch: the
Govemor of the Baflk of Canada, Gerald
Bouey, conceding that 'we didn't abandon
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monetary targets, they abandoned us' (quoted
in Allen, 1999, p. 6). For the United Kingdom,
Sweden and Finland, inflation targets were
seen as a way of providing a new nominal
anchor after having been forced off fixed
exchange rates.

Second, the horizon of the inflation target
varies in each country. For example, in Canada
and New Zealand eighteen months was
allowed for the achievement of the initial tar-
get, thereafter targets were set at l8 month and

The minutes of the monthly MPC meetings are

published within six weeks of each meeting
and the way each member votes is published,
allowing them to be quizzed in public (the

mernbers of the MPC are regularly questioned

by the Treasury Select Committee). MPC
members make frequent speeches about mone-
tary policy in all pads ofthe country, and these

me published on the web pages ofthe Bank of
England and the Treasury. Moreover, if the rate

of inflation does stray llom the target by more

Table l. Average Inflation Performance in Inflation Targeting Countries

Decade preceding inflation target Period following inflation target

Australia
Canada
Finland
Sweden
New Zealand
l,'K

Average

Ave. rate
of inflation

o,t
5.8
).1
6.6

11.6

5.2
6.8

Variance

8.41

7 .90

3.37
6.65

25.70
2.?l

9.0

Ave. rate
of inflation

2.7

Variance

1.7 |
2.51

0.51
2.29
7.70
0.09

t-o

2.0
1.1

2.5
7-8
2.2

Sowce: Kng (1997, p.436)

12 month intervals, rcspectively. In the United
Kingdom, the first specific target was set in
May 1997, and following the Bank of England
Act (1998), the inflation target was set at 2.5
per cent at all times. Similar time horizons are

found in other countries, although Australia is
different because the time horizon for the infla-
tion target is the length ofthe business cycle.

Thir4 the move to inflatian targets has also
coincided with a decision by many authorities
to promote openness and Aarsparency, which
is an effective means of improving credibility.
For instance, in the United Kingdom the Bank
of England publishes a quartedy Inflation
Report, outlining the Monetary Policy
Committee's (MPC) analysis of recent eco-
nomic developments and a forecast of inflation
and output growth over the coming two years.

than plus or minus one per cent, the Governor
of the Bank has to write an open letter to the
Chancellor explaining how the discrepancy
arose, how long it is expected to last and how
the MPC will correct it. As Vickers (1998, p.

370) has acknowledged, however, there is

some information relevant for policymaking
which is 'simply incapable' of being made
public so that the optimal monetary policy can
never be absolutely transparent.

Fourth, all ofthe countries pursuing inflation
targets have chosen to set targets above zero,

ranging from 1.5 per cent in the case ofNew
Zealand to 8.5 per c€nt in Israel. Arguably, tar-
geting inflation above zero diminishes the pos-

sibility of negative effects on real economic
activity and some recent evidence has suggest-
ed that this does not lead to instabilitv in infla-



Economic Issues, Vol.6, Part 1, March 2001

Tabl€ 2: Average GDP Growth in Inflation Targeting Countries
Decade preceding inflation target Period following inflation target

Australia
Canada
Finland
Sweden
New Zealand
UK

Average

Ave. rate
of inflation

3.2
2.8
t.4
1.6

1.8

2.4
2.2

Variance

10.18

9.99
17.33

4.'13

6.95
5.7 6

9.2

Ave, rate
of inflation

t.g

t.9

3.0
2.8

Variance

0.96
3.09
6.49
5.09
7.78
1.04

4.1

Source: King (1997 , p.436)

tion expectations or a decline in the central
bank's credibility (Laubach and posen, 1997)

Finally, it is important to ask how successful
have inflation targets been? The oldest regime
is just ten years old, so any evaluation must be
preliminary and requires several business
cycles before a reliable appraisal car be made.
However, as Table I shows, inflation has been
more than halved in comparison with the pre-
ceding decade and as Table 2 indicates, the
re.duction in inflation has not come at the
expense of either average output gro$th or
greater variabiliff in output.

7. Conclasions
Since the break-up ofthe Bretton Woods lxed
exchange rate system, broadly speaking the
industrial countries have chosen to set tarsets
for the money supply. exchange rate or in]la-
tion to limit the increases in prices.

The problem with the money supply targets
for many counhies was that when wide mone-
taxy aggegates were chosen, the targets were
more visible but their controllability was
lower Ultimately, monetary targets became
discredited even as inflation fell in comhies
pursung targets (e.g. the United Kingdom and
the US).

The use ofan exchange rate target eliminates
the trade-off between controllability and visi-

bility, which exists with an inflation target or a
money supply target. The exchange rate target
is lully confollable (provided that tiere are
sufficient foreign exchange rcserves) and high-
ly visible. However, an exchange rate anchor
seates other trade-offs, for example in the area
of the balance of payments and there is a loss
of independent monetary policy,

While inflation targets are presently in vogue
with several monetary authorities, some coun-
tries have shown that they do not need to
employ this flamework for the successful con-
duct of monetary policy (for example,
Germany and the United Slates). In countries
where the credibility of monetary policy is in
question, and the reputation ofthe central bank
poor, inflation targeting has conholled the
growth of inflation. Bordo and Jonung (2001)
have claimed that inflation taxgeting has strong
similaxities with the gold standard period with
monetary policy geared towards the goal of
low infladon. However. within the Effo zone,
tlle current fiscal an-algernents suggest that
deficit monetization could threaten monerarv
sability. Moreover, as both authors acknowl-
edge, unlike the gold standard, the monerary
system ioday is a managed fiat system not an
automatrc specie system. Inllation targets are
not as rigid a rule and certainly do not stymie
disffetion as much as the gold standard regime,
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In short will inflation targets on their own be

robust enough to prevent central banks from
acting dynamically inconsistently? This author
would contend they are not and would suggest
that for the United Kingdom, monetary base

confol coupled to inflation taxgets would be a

more desirable nominal anchor, although a full
debate on this proposal is beyond the scope of
this paper (for a discussion calling for a revival
of monetary base control see Pepper and

Oliver,2001).

E dnotes

l. Bate s College, USA.
Email: moliver2@bates,edu Homepage:
http;//w\.v\,v. bates.eddacad/depts/ecodfa.ulty/oliv-
er/homcpage Thc author is indcbted !o Professor

Gordon Pepper lor his constructive criticisms on an

€adier draff, Dr Andrew Abbott and an anonymous
rpferee.

2. R€c€rfly th€ litomturo on the dosigrl imple-
mentatiol afld choic€ of a noninal anchor has be*
efited ftom a number of authoritativg surveys, some
of which this article draws on, including Bernanke

et a/. (1999), Mahadeva and Steme (2000), Mishkin
(1999) and Taylor (1999).

3. Cottarclli and Giannini's (197) wide ranging
survey of 100 industrial and deyeloped countries
over the 1970- 1994 period has identified nine basic
monetary frameworks: use of foreign curency as

the only legal tendel membership in a curr€ncy
union; replacement of a celtral bark with a curen-
cy board; pegging the excharge lato ir the absenc.€

of capital controls; pegged exchange rates with cap-
ital controls and I short-t€rm i &rmediale monetary
taryet; exchang€ rate p€g with capital contlols with-
out an intermediat€ target; inflation targeting; shofi-
term iltermediat€ targ€t (monetary ag€Iegate or
crawling peg) ard discretion. The authors omit
nominal income targets and m€dium- to long-term
int€rmediatc mon€tary targets on the grounds that
th€re 'is fte absenca of practicsl examples ofthese
fra[roworks in our counay goup'.

4. The United StatEs has had a successful experi-
ence with an implicit nominal anchor since the

early-1990s. Th€ F€d€ral Res€rv€ has a stategy

which involves forward-looking behaviour to moni-
tor carefully signs of trtur€ inflation and conduca
periodic pre-emptive strikes by raising interest rates

if th€r€ app€ars to be a threat of inflatiol (Mishkir\
I 999). While the prc-cmptiv€ strategy is a featue of
inflation-targeting regimes, the United States doos

flot hav€ an official nominal anchor and its mone-
tary policy regime is not as transparent as that of
othe( counties which are und€I a r€gime of inflation
t rgcts, Arguably, the Federal Reserve is more prone

to time.inconsistercy problems, a point that has

been acknowl€dg€d by one ofthe Govemors (Myer,
r999).

5. Bordo and Jonung dehne convertibility as the
ability to ftgoly canvert le oational cun€lcy iDto a

fixed weight of specie. As they notc, this is ditrerent
from the concept of c.rvertibility which developed

aftor tlte breakdown of the classical gold standard in
1914 and is embedded ir the 1944 Brettoo woods
AgI€ement,

6. A currency board anangement (CBA) is an

exchange rate rule where the domestic currency is

fixed to an 'anchor cu(ency', A significant factor
that contdbutes to th€ credibility of the currency
board and a country's morctary stability is the fact

that under this regime, th€ c€ntral govomm€lt car
only issue domestic cufiEncy drat is backed by a
minimum of 100 por cent (up to a maximum of 110

per cent) of rcserves or forEign ass€ts. Through this
arrangem€nt, holders of the domestic money can b€

asswed thal the money is fu1ly convertible to a

major stable cunency. This in effect creates confi-
dence in the domestic cunency as well as the idea
that th€ country is serious about maintaining cco-
nomic crcdibility. Additionally, an orthodox cuner-
cy boald camot act as a lander of laJt resort, does

not regulate reserve roquir€ments for commercial
banks and only eams seigniorage from inlercst on
rcsewes (Enoch and Gulde, 1998). Arg€ntina's
unorthodox convertibility system does perform

some lender-of-1ast-resort activitios; regulates
rEserve requirsme[ts for commercial banks; it can

hold up to one-third of the dollar{ercminated
reserves it keeps to back its monetary liabilities in
the form of bonds issued by th€ govemment of
A8entina; and tho Convertibility Law only requires
that the central bank's monetary liabilities b€ cov-
ered by a minimum of I 00 per cent in dollar-denom-
inated assets. Although the peso-dollar exchalge
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rate has romaircd absolutely fixed at one-to-one,
because ofthe nature ()1'Argentina's CBA, there has
often been speculation that the peso will be deval-
ued (Hanke and Schuler, 1999, pp. 405-406). A
more exteme attempt to buy €cx)nomic credibility is
dollarizatio4 where a country adopts the US dollar
as its omcial curr€ncy. It has becn known to lgad to
consistently lower intercst rates, inflation levels, and
a stabilized curelcy that leads to grealer foreign
economic investment. The downsides arc loss of
national sovereignty, the lack of a national bank as a
l€nder-of-last-resofi and loss of seigrioftge.
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