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From the beginning of my academic career, my research has always been driven by an

interest in the role of monetary policy in the economy even when it dealt with somewhat different

topics which focused on econometric technique or financial instability and banking issues.i  My

stint inside the Federal Reserve System as the director research at the Federal Reserve Bank of New

York naturally further stimulated my interest in monetary policy issues and so has led me to think

more about how central banks actually conduct monetary policy and how the conduct of monetary

policy might be improved.  This research summary reports on my research over the last several

years on monetary policy strategy and tactics, not only in the United States, but also in emerging

market and other industrialized countries.

MONETARY POLICY STRATEGIES: THE INTERNATIONAL EXPERIENCE

In recent years a growing consensus has emerged to elevate price stability to be the overriding, long-

run goal of monetary policy.  Thus it is not surprising that a central feature of monetary policy

strategies is the use of a nominal anchor in some form.  There are four basic types of monetary

policy strategies, each of which uses a different nominal anchor: 1) exchange-rate targeting, 2)

monetary targeting, 3) inflation targeting and 4) monetary policy with an explicit, but not an explicit

nominal anchor (what I call the "just do it" approach.)

Monetary Targeting

My work on monetary policy strategy began with a paper written with Ben Bernanke in 1992 that

focused on monetary targeting in six industrialized countries, which has been followed by a series of

other papers analyzing monetary targeting in industrialized countries.ii  Monetary targeting has been

used as a successful strategy for monetary policy in two countries, Germany and Switzerland and is

the reason that monetary targeting still has strong advocates and is reflected in one of the two pillars

of the official policy strategy for the European Central Bank.  The key fact about monetary targeting

in Germany and Switzerland is that the targeting regimes were very far from a Friedman-type

monetary targeting rule in which a monetary aggregate is kept on a constant-growth-rate path and is

the primary focus of monetary policy. Instead, monetary targeting in Germany and Switzerland

should be seen as a method of communicating the strategy of monetary policy that focuses on long-

run considerations and the control of inflation.  The very flexible approach to monetary targeting --

e.g., the Bundesbank missed its target ranges on the order of fifty percent of the time -- was adopted

because the relationship between monetary aggregates and goal variables such as inflation and
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nominal income has not remained strong, nor reliable, in Germany and Switzerland, as well as in

other industrialized countries.iii  Indeed, the key elements of monetary targeting that led to its

success in Germany and Switzerland -- flexibility, transparency and accountability -- are also central

elements in inflation targeting regimes.  Other industrialized countries that have pursued monetary

targeting, such as the United States, Canada, and the United Kingdom, have found it to be an even

less successful strategy, partially because it was not pursued seriously, but also because of the

dramatic breakdown of the relationship between monetary aggregates and inflation when monetary

targeting was adopted.

Emerging market countries have also toyed with the idea of monetary targeting, particularly

in Latin America, but as my paper with Miguel Savastano points out, despite what is often said, no

central bank in Latin America has truly practiced monetary targeting.iv  The monetary policy

frameworks of many Latin American central banks have used the information conveyed by a

monetary aggregate to conduct monetary policy, but the other two elements (public announcements

of the targets and some type of accountability mechanism) rarely have been present at the same

time.  The instability of the money-inflation relationship has also been very visible in emerging

market countries and so it is not surprising that monetary targeting has not been pursued very

seriously in these countries.

Exchange-Rate Targeting

Exchange-rate targeting is discussed in several of my papers.v  Exchange-rate targeting has been an

effective means of reducing inflation quickly in both industrialized and emerging market countries. 

However, exchange-rate targeting results in the loss of independent monetary policy and also means

that shocks to the anchor country, to whose currency the domestic currency is pegged, are

transmitted to the targeting country because domestic interest rates are determined in the anchor

country.  Exchange-rate targets are thus likely to lead to higher output volatility and this is exactly

the experience that has been found in Latin America.vi   Exchange-rate targeting comes in two basic

varieties, "soft pegs", in which the commitment to the peg is not instituionalized, and "hard pegs",

where the institutional commitment comes either from establishment of a currency board or from

dollarization.  Soft pegs leave countries open to speculative attacks and currency crises, which can

be costly in industrialized countries, but are frequently devastating to emerging market countries as

we have seen recently in Latin America (Mexico and Ecuador), East Asia (Thailand, Korea and

Indonesia) and Turkey.  The breakdown of soft pegs in emerging market countries is so damaging in

emerging market countries because their debt structure is generally short-term and is denominated in
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foreign currency, so that a successful speculative attack leads to a sharp deterioration in balance

sheets which leads to a financial crisis.vii

Given the past experience with soft pegs, fewer economists advocate their use as a monetary

policy strategy.  However, hard pegs may be desirable particularly in countries whose political and

monetary institutions are particularly weak because they may be the only way to break inflationary

psychology and stabilize the economy.viii  Hard pegs can then be thought of as the stabilization

policy of last resort in which it is necessary to allow little or no discretion to the monetary

authorities.   However, hard pegs will not be successful in promoting a healthy economy unless

government policies create the right institutional environment.  Without rigorous prudential

supervision, which ensures the safety and soundness of the financial system, and sound and

sustainable fiscal policy, hard pegs will not be able to stabilize the economy.

Inflation Targeting

Inflation targeting is a recent monetary policy strategy that has been a major focus of my recent

research.ix  It encompasses five main elements:  1) the  public announcement of medium-term

numerical targets for inflation; 2) an institutional commitment to price stability as the primary goal

of monetary policy, to which other goals are subordinated; 3) an information inclusive strategy in

which many variables, and not just monetary aggregates or the exchange rate, are used for deciding

the setting of policy instruments; 4) increased transparency of the monetary policy strategy through

communication with the public and the markets about the plans, objectives, and decisions of the

monetary authorities; and 5) increased accountability of the central bank for attaining its inflation

objectives.  The list should clarify one crucial point about inflation targeting: it entails much more

than a public announcement of numerical targets for inflation for the year ahead. This is especially

important in emerging market countries because many of these countries routinely reported

numerical inflation targets or objectives as part of the government's economic plan for the coming

year and yet their monetary policy strategy should not be characterized as inflation targeting, which

requires the other four elements for it to be sustainable over the medium term.x  Since 1990, inflation

targeting has been adopted by many industrialized countries (New Zealand, Canada, the United

Kingdom, Sweden, Israel, Australia and Switzerland), by several emerging market countries (Chile,

Brazil, Korea, Thailand, and South Africa) and by several transition countries (Czech Republic,

Poland and Hungary).

Inflation targeting has several advantages as a medium-term strategy for monetary policy.  In

contrast to an exchange rate target, inflation targeting enables monetary policy to focus on domestic
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considerations and to respond to shocks to the domestic economy.  In contrast to monetary

targeting, inflation targeting has the advantage that a stable relationship between money and inflation

is not critical to its success:  the strategy does not depend on such a relationship, but instead uses all

available information to determine the best settings for the instruments of monetary policy. 

Inflation targeting also has the key advantage that it is easily understood by the public and is thus

highly transparent.  Because an explicit numerical target for inflation increases the accountability of

the central bank, inflation targeting also has the potential to reduce the likelihood that the central

bank will fall into the time-inconsistency trap even though it allows for some discretion on the part

of the central bank.  Indeed, Ben Bernanke and I have coined the phrase "constrained discretion" to

describe what inflation targeting is all about.xi    For inflation targeting to deliver these

outcomes, there must exist a strong institutional commitment to make price stability the primary

goal of the central bank. Inflation-targeting regimes also put great stress on the need to make

monetary policy transparent and to maintain regular channels of communication with the public and

these features have been central to the strategy's success. As illustrated in case studies of both

industrialized and emerging market countries,xii inflation-targeting central banks have frequent

communications with the government, and their officials take every opportunity to make public

speeches on their monetary policy strategy.  Inflation targeting central banks have taken public

outreach a step further: they publish Inflation Report-type documents (originated by the Bank of

England in February 1993) to clearly present their views about the past and future performance of

inflation and monetary policy. Another key feature of inflation-targeting regimes is that the

transparency of policy associated with inflation targeting has tended to make the central bank highly

accountable to the public.   Sustained success in the conduct of monetary policy as measured against

a pre-announced and well-defined inflation target has been instrumental in building public support

for an independent central bank, even in the absence of a rigidly defined and legalistic standard of

performance evaluation and punishment.

Inflation targeting has been a success in the countries that have adopted it.  The evidence

shows that inflation targeting countries have been able to reduce their long-run inflation below the

levels that they would have attained in the absence of inflation targeting, but not below the levels

that have been attained by some industrial countries that have adopted other monetary regimes.xiii 

Central bank independence has also been mutually reinforced with inflation targeting,  while

monetary policy has been more clearly focused on inflation under inflation targeting and is likely to
have been toughened by inflation targeting.  Despite inflation targeting=s successes, it is no panacea:

it requires that basic institutional infrastructure with regard to fiscal policy and the soundness of
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financial institutions be addressed and improved in order to attain and preserve low and stable

inflation. 

The "Just Do It" Strategy

Several countries in recent years, most notably the United States, have achieved excellent

macroeconomic performance (including low and stable inflation) without using an explicit nominal

anchor such as a target for the exchange rate, a monetary aggregate target, or inflation. Although in

the U.S. case no explicit strategy has been articulated, a coherent strategy for the conduct of

monetary policy exists nonetheless.  This strategy, which I call the "just do it" strategy, involves an

implicit, but not an explicit nominal anchor in the form of an overriding concern by the Federal

Reserve to control inflation in the long run. In addition it involves forward-looking behavior in which

there is careful monitoring for signs of future inflation, coupled with periodic "preemptive strikes"

by monetary policy against the threat of inflation.

The main argument for the "just do it" strategy is its demonstrated success and so "if it ain't

broke, why fix it?"  However, the "just do it" strategy suffers from a lack of transparency and

accountability of the central bank, which not only may weaken the support for anti-inflationary

monetary policy but also is not fully consistent with democratic principles.xiv  Also replacement of

the "just do it" with an inflation-targeting approach would help to depersonalize U.S. monetary

policy, which would strengthen the central bank's commitment to the long-run goal of price stability

and make the achievement of low inflation less dependent on the competence or convictions of a few

individuals.

MONETARY POLICY TACTICS

My recent research has also focused on tactical issues for the conduct of monetary policy. 

For example, in a series of papers with Arturo Estrella I have looked at what information might be

valuable for monetary policymakers in forecasting inflation and the real economy.xv  Also my

research has explored how the NAIRU concept might be used in the conduct of monetary policy.xvi

 I have also examined the transmission mechanisms of monetary policy to explore what implications

they might have for policy.xvii

My hope is that my research on monetary policy strategy and tactics outlined here might

help policymakers design monetary policy more effectively, thereby improving the performance of

their economies.
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